Infosys

Navigate your next

next in financial services

HOW INVESTMENT FIRMS
NEED TO NAVIGATE THE
ESG DATA LANDSCAPE

|nf05y5® | Knowledge Institute



CONTENTS

03 Introduction

04 Key survey findings

05 Survey methodology
Key Finding 1: Internal ESG ratings

06
generate better results

08 Key Finding 2: Not all ESG data
sources are equal

10 Key Finding 3: Firms are complacent
about ESG investing

12 Key Finding 4: Investors are not
convinced of ESG metrics'impact

14 Key Finding 5: Altruism and profits
go hand in hand

15 Key Finding 6: Risk or opportunity.
Why not both?
Key Finding 7: Firms are using ESG

17 : . : .
metrics to develop client relationships

19 Conclusion: Keeping up with ESG's pace

20 Infosys viewpoint — Jay Nair,

Senior Vice President — Industry Head, Infosys

|nf05y5 | Knowledge Institute



INTRODUCTION

Financial reporting standards have created vast amounts of
information that help investors make smarter decisions. Now, without
global rules or the luxury of time, firms are rushing to incorporate
disparate and sometimes contradictory sustainability data and metrics

into their complex financial formulas.

After years of growing awareness, environmental, social, and governance
(ESG) factors have transformed from an emerging interest to an urgent need.

When the United Nations unveiled its Principles for Responsible Investing

in 2006, organizations representing more than US$2 trillion in assets agreed
to join the effort.' Now the signatories have US$121 trillion in assets under
management (AUM).2 The performance of sustainable funds has also proved
resilient, even in the midst of the brief global recession caused by the
COVID-19 pandemic. While flows into traditional funds dropped by hundreds
of billions of dollars in the spring of 2020, sustainable funds remained in
positive territory, according to Morningstar.?

The question is no longer whether to factor ESG metrics into decision- o%jl_
making but instead how to integrate them fully into the investment process. L-f
However, these decisions will only be as good as the underlying data. Firms
need to better understand which sustainability data leads to the insights
that offer the greatest competitive edge.

@
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155

Respondents

GOALS

To better understand how
investment firms use ESG ratings
and data to make decisions,

and to determine how they can
find better ways to evaluate this
wealth of information
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KEY SURVEY FINDINGS

The pace of ESG investing has accelerated greatly in recent years, with its share of global AUM projected to reach one-third by 2025.* ESG

investments are an increasingly important part of portfolios, but the sustainability data ecosystem is far from mature. Infosys’ global survey of

investment and fund managers found that the types of data and ratings used make a difference in investment performance. But firms are often

unsure about what data leads to the best results and even struggle to determine what outcomes ESG metrics should provide.

Let’s take a close look at our seven key survey findings:

[]‘I Internal ESG ratings generate
better results

Companies that use data to create their own ESG
ratings perform better than those that rely only on
external ratings. Firms that combine internal and
external ratings report the best performance — 6.9%
above the S&P 500.

Our research also found that firms report the highest
performance when they combine both data from
ratings agencies and ESG data directly from companies.

U Not all ESG data sources
are equal

About 1 in 4 of the ESG ratings used by respondents
had a statistically significant impact on investment
performance. And the popularity of an ESG rating
does not necessarily correlate with effectiveness.

[] Firms are complacent
about ESG investing

More than 80% of investment and fund managers
want to maintain their current ESG approach, neither
increasing nor decreasing their focus on sustainability.

[]4 Investors are not convinced
of ESG metrics’impact

More than 40% of respondents are neutral about
whether their ESG metrics affect investment returns
or people and planet. However, those who did
report an impact say it affected only returns or
people and planet — not both.

4
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[] Altruism and profits
go hand in hand

Investment managers who are more confident
in their ESG metrics, including the effects on
people and planet, are more likely to have
above-average returns.

Respondents with the most confidence in
their ratings’ predictive ability have investment
performance about 1 percentage point higher
than those who are more neutral.

u B Risk or opportunity.
Why not both?

Investment and fund managers say they use ESG
metrics more often to measure risk. But they
report that the primary benefit is generating
higher returns.

[]7 Firms use ESG metrics to develop
company relationships

Investment firms meet with their clients about ESG
metrics and ratings for two main reasons: strengthening
relationships and helping clients reach sustainability targets.

Infosys
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SURVEY METHODOLOGY

In October 2021, Infosys surveyed investment firms to better understand
how they use ESG data and metrics to make decisions and to assess the

benefits that result.

The survey also looked at the popularity of various ESG metrics
and how they affect investment performance.

The data was collected from a global survey of 455
investment and fund managers. The respondents
include those who oversee the investment process
and those who make investment decisions.

The largest percentage are investment managers
(62%), and the rest are fund managers (38%).
Nearly half the people surveyed work at either a
pension fund or a wealth management firm.

Each of the companies surveyed has assets of more than US$1 billion,
and they are split equally among the U.S., Europe, and the Asia-Pacific

region (see Figure 1).

The Infosys survey was designed to understand investment firms’ ESG
goals, identify the most commonly used data and metrics, and determine
which ones lead to the best performance. The report also provides
direction on how firms should evaluate their ESG data strategy.

5
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Figure 1. Infosys surveyed 455 investment and fund managers
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It was inevitable that firms would utilize their
deep knowledge of data analysis to develop
their own internal ESG ratings.

Nearly all the investors in our survey say they either use internal
ratings only (44%) or a combination of internal and external
ratings (48%). (See Figure 2.) This specific data gathering and
analysis led to better investment performance, although the
ESG investments as a whole outpaced traditional investments.

6
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Q Do you use external ESG ratings agencies,
® ratings developed in-house, or both?

Figure 2. More than 9 out of 10 firms create
their own internal ESG ratings
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Percentage of Respondents

External In-house Both
only only

Source: Infosys Knowledge Institute
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KEY FINDING 1

Investors that use internal ratings — either alone or in combination
with external ratings — do better than firms that rely entirely on
external ratings. Those investors have returns that were 6.47% higher
than the S&P 500 (see Figure 3). That performance increased to 6.78%
for those using only internal ratings and 6.90% above the baseline for
firms using both internal and external.

Figure 3. The best-performing investment firms
combine internal and external data

6.90%
. 6.78%
>
o w
=
£5 6.47%
£ E
BN
o=
> =
£ 83
o 2
v o
w
fragle =
° c
£8
S un
Do
=g
[ %]
g2
5
>
<
External ESG Ratings Both
ratings developed
agencies in-house

Source: Infosys Knowledge Institute

The survey results suggest that more than half of firms still have
room to improve their investment performance — either by
developing their own internal metrics or combining them with
outside ratings.

Looking more closely at the survey results, our analysis found
that firms can improve their performance further by deciding
which data to gather.

7
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On average, firms that use ESG reporting data directly from their
target companies perform better (by 1 percentage point) than
competitors that rely only on external ratings (see Figure 4).
Firms that use data from ratings agencies — not just the ratings
themselves — perform 0.8 percentage point better.

These data sources offer clear advantages, particularly when
combined. However, we discovered that barely any firms (fewer
than 3%) use both sources — company ESG reports and

ratings agency data. Again, this offers another edge for investors;
firms can use both these data sources and stack the benefits,
leading to a potential 1.8 percentage point boost over those
relying only on external ratings.

Figure 4. Firms can increase investment performance
by gathering a wider variety of data
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Percentage point change in investment
performance for internal ratings

0.0%

External ratings
only (base case)

Internal ratings Internal ratings
using data directly  using data from
from ESG reporting  ratings agencies

Source: Infosys Knowledge Institute
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On average, these investors used about three different ratings
agencies — or data from those agencies — to help untangle the
complexity. Ultimately, the goal is to find investments that can
weather long-term market changes such as stricter government
regulations and shifting customer demands.

In our survey, we asked firms which ESG data sources they used
most often. The Dow Jones Sustainability Indices and Bloomberg
ESG data services stood out at the top of the list, with nearly half

of investors (46% and 45%, respectively) using those two sources.

(See Figure 5.) Three others — MSCI ESG Investing, Refinitiv, and
Bloomberg Gender-Equality Index — were used by about one-
third of the firms.

We also analyzed survey responses to determine how — or if —
different sources affected investment performance (compared
to the S&P 500), either positively or negatively. Few of these
external sources stood out from the rest; only about 1in4 had a
statistically significant impact on investment performance.

This analysis also found that popularity and effectiveness were
not one and the same. Some of the most commonly used
agencies had no effect on how well the firms’ ESG investments
performed. Meanwhile, use of one of the less-popular ratings
agencies led to significantly better investment performance.

8
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Figure 5. A handful of services dominate
the ESG ratings market
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KEY FINDING 2

The mixed performances of these ratings,
however, suggest that firms need to expend

more effort to rate the ratings. Their robust data
analytics capabilities and machine learning
systems can help them better understand ESG
data and ratings performance. Our research also
offers insights into how the different combinations

of ratings and data interact.

More research along these lines is needed to
determine the factors that are likely to make
ratings more predictive and understand how the
results might change in different environments.
There is no shortcut to finding the best ESG ratings.

“Investment professionals will need
to carefully evaluate the different
ESG ratings and data sources
available to determine which
factors best meet their clients’
goals. Leaders in ESG will layer
their own analysis and models onto
available data to better understand
ESG risks and opportunities.”

Todd Roazen, Infosys Consulting

9
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Moody’s Investors Service calculated that inflows to ESG investments

increased by 140% in 2020.° And even in a bull market, sustainability- Figure 6. A large majority of firms want to maintain

focused investments beat the S&P 500. However, our survey their current ESG focus

uncovered signs of complacency among investment and fund

managers. More than 80% of investors say they want to maintain
Increase ESG focus

their current ESG focus, although 32% are in favor of developing new acrossalllines [l 5%
of business

targeted products to capture ESG business (see Figure 6).

A relatively small group (12%) wants to decrease their ESG focus Maintain current ESG

focus but develop new
targeted products to _ 32%

across all lines of business. That’s more than twice the percentage capture ESG business

(5%) that want to increase ESG focus in all investment decisions.
Even as growth is predicted to continue, these investors are satisfied

with the status quo. Skepticism about some ESG investment or even Maintain current ESG | 50%

focus, no changes

fear of a backlash has grown stronger.®

Decrease ESG focus

acrossalllines [N 12%

of business

Source: Infosys Knowledge Institute
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KEY FINDING 3

The survey results, however, show that investors who look to broaden
their use of ESG metrics are already highly focused on sustainability.
More than one-third of that group say they already consider ESG
factors in all investment decisions (see Figure 7). Every firm is seeking
to capture the growing ESG market.

But our survey shows a split between the largest group, which

is interested in impact investing, and firms using standard ESG
investing to make sustainability a core element of their investment
strategies. This could be a differentiator for some firms if ESG
investments continue their rapid growth and investors demand even
higher levels of commitment to sustainability.

Figure 7. Firms that are the most focused on ESG investing are more likely to want to expand further

I 34%
3%
2%

Increase ESG focus across
all lines of business

V)
Maintain current ESG focus but _ 34%

develop new targeted products to 34%
capture ESG business 28%

I 24%
Maintain current ESG
focus, no changes

Di ESG f 8%
ecrease ‘OCUS across
all lines of business 12%
13%

Source: Infosys Knowledge Institute

1

External Document © 2022 Infosys Limited

. ESG factors considered in
all investment decisions

ESG factors considered in most,
but not all, investment decisions

ESG factors considered in
a few investment decisions

50%
58%

|nf05y5 ‘ Knowledge Institute



Nearly half (44%) were neutral about whether their ESG metrics
improved their investment returns, even for those whose
sustainability-focused investments outperformed the market as a
whole (see Figure 8). A similar proportion (43%) were neutral about
whether their ESG metrics have a positive effect on people and
planet. This suggests that many investment and fund managers
either have limited confidence in their data or are not convinced
about the value of their firm’s growing ESG focus. This mirrors the
attitudes of some critics who believe ESG investments are riding a
wave of popularity rather than reflecting a commitment to change
or a shift in how to value the bottom line.

12
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Figure 8. A significant minority is unconvinced
of their ESG metrics’impact
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KEY FINDING 4

Despite this large group of skeptics, a majority of investment
managers still believe that the ESG metrics they use help people and
planet (57%) and predict investment performance (56%). Surprisingly,
few of these bullish investors believe that their metrics accomplish

both goals.

Among those most confident that their decisions help people and
planet, only 27% also think that their metrics predict investment
performance (see Figure 9). Conversely, among those most confident
about the financial performance, only 5% say the metrics will
significantly improve people and planet. These responses point to
either a mistrust of the metrics’ overall effectiveness or doubts that
ESG can be everything to everyone — that investing can generate a

positive environmental or social impact without sacrificing returns.

Figure 9. A significant number of investors are not
convinced of their ESG metrics’ impact

High confidence in - 27%
long-term positive

impact on people
and planet

Average Confdencen _ o5%
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impact on people
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Source: Infosys Knowledge Institute
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Investors who are the most confident about their ESG metrics

— both for societal and financial reasons — were also the most
likely to report above-average investment performance in that
12-month period (see Figure 10). Those financial high performers
are more certain that their sustainable investments have a long-
term positive effect on people and planet. Among investors who
were neutral (3 on a scale of 5) about their firm’s ESG ratings, only
5.5% posted above-average returns. Of those who say their ESG
ratings are excellent (5 on a scale of 5), 61% were above average.

We found a similar correlation for those who say their company’s
ESG metrics do an excellent job of predicting financial

Figure 10. Confidence and outcomes go hand in hand

performance. In that group, 47% reported returns that were
above average. Just 9% of the neutral respondents fell into
that top category. When controlling for other factors, we found
that the group most confident about predicting financial
performance has returns that are 1 percentage point higher on
average than those of the neutral investors.

The more you think your metrics matter, the higher your
returns. And vice versa; the higher your returns, the more you
think your metrics matter.

Ability to select ESG metrics related
to investment performance

87%

74%
61%

22%
17% 17%

6% 8% 0%

3 4 5 (Excellent)

Source: Infosys Knowledge Institute
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Confidence that ESG metrics used have a positive
long-term impact on people and planet
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Q Do you view ESG metrics primarily as a tool
® for measuring risk or opportunity?

Figure 11. ESG strategy and benefits do not always align

Q What do you think are the primary benefits
® of using ESG factors for your investment?

Percentage of respondents

Opportunity - 25%

Source: Infosys Knowledge Institute

In 2020, 85% of firms considered ESG factors in their investment
decisions, according to Gartner.” Although ESG metrics are now a
standard part of the investor’s toolkit, firms are still trying to determine
how best to use the data. We found that there is often a disconnect
between the main reason that firms focus on sustainability and the
benefits they receive.

15
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Percentage of respondents

To reduce risk
and avoid losses 3%
in the near term

To identify

opportunities and 51%
generate extra
returns

To control
long-term risk 46%
but not current

impact

In our survey, three-quarters of investment and fund managers use
ESG metrics primarily to measure risk (see Figure 11). But a slight
majority (51%) says the greatest benefit is identifying opportunities
and producing higher returns.

Infosys
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KEY FINDING 6

This divide does not necessarily
indicate a problem. Banks can

use ESG metrics for these dual
purposes; each set of benefits helps
with a different timeline.

The mitigation of risk is a long-term effort — one
that might not be apparent for years or perhaps
decades. Few investors see significant benefits in
near-term risk reduction. Still, investors are able to
profit from the current ESG premium in the short
term while insuring themselves against the future.

These staggered benefits will also allow investors
to balance their concerns that ESG investments
could be a bubble, a warning sounded by the
Bank for Internal Settlements, among others.?
Investment in ESG funds doubled to US$51.1
billion in 2020, according to Morningstar.’ Still, if
returns were to slip, the long-term benefits will
remain for many of these investments.

Our survey also found a misalignment in how
investors view ESG metrics — this time based on
job functions. Eighty percent of respondents who
oversee their organization’s investment process
say that measuring risk was their primary reason
for using these metrics. Only 20% of those who
make the investment decisions agree that risk is
the driving factor. A majority (54%) of this group
sees ESG metrics as an offensive tool that allows
them to measure opportunities. Some of this
difference is likely a function of roles and how far
they are looking into the future.

16
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More than one-third (36%) say the primary reason they contact
companies about ESG ratings or metrics is to build or strengthen
relationships. That was the most common answer, slightly ahead of
reasons that are more directly related to sustainability. Investors say
they typically engage with firms quarterly (50%) or annually (47%)
about ESG ratings.

Nearly as many investment and fund managers (35%) say they
engage with companies to help them meet their preferred ESG
targets, such as the United Nations’ Sustainable Development
Goals (U.N. SDGs).

17
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And about 10% say their goal is to help companies with their long-
term risk and mitigation strategy. In this survey, investors say they
consider ESG metrics mainly a tool for measuring risk.

Very few investors say they primarily engage with firms to reduce
chances of greenwashing. However, this is a growing concern —
and likely to increase — as ESG investing expands. Nearly 60% of
investment professionals said that greenwashing is a major concern,
according to the 2021 Schroders Institutional Investor Study.
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KEY FINDING /

Our survey also found that for some investors, the main goal of
client ESG meetings is to help that organization determine which
metrics to report. Although not many (15%; see Figure 12) indicated
this, it does highlight the confusion that is inherent in sustainability
ratings. Companies frequently struggle to understand which data
should be reported and which metrics are the most relevant to their
industry. Currently, there is an effort to create greater ESG reporting

Q.

What is the primary
reason you engage
with companies
about their ESG
ratings or metrics?

18
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standardization. These efforts include legislation, such as the
European Union’s Sustainable Finance Disclosure Regulation,
which went into effect in 2020." They also include organizations
such as the International Financial Reporting Standards
Foundation, which proposed the creation of a sustainability
standards board that is similar to the International Accounting
Standards Board."

Figure 12. Investors often use ESG discussions to strengthen client relationships

To build or
strengthen
relationships

To help them meet targets they
choose (e.g., Paris climate
accords, U.N. SDGs)

To influence what
ESG metrics they
choose to report

To encourage consideration of
long-term risks and drive
mitigation strategy

To reduce
chances of
greenwashing

To address portfolio or

systemic risks broadly across
industries or sectors

Source: Infosys Knowledge Institute
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Our survey found dissonance and confidence, skepticism and
opportunity as firms navigate new metrics. Investment and fund
managers are still trying to understand their vast collection of
sustainability data and the benefits they can expect the data to offer.
Is it defensive (risk management) or offensive (expanding market
share)? Or both?

Investment firms are on the leading edge of data analysis, realizing
how miniscule insights can pay off when billions of dollars are at
stake. Even with that data-focused mindset, our research found
knowledge gaps at these investment firms. They had decades to
analyze and understand often-standardized financial data. Working
from that common base, investors created their own proprietary
formula for success. With ESG investing, that foundation is still being
constructed with data that is not always standardized and is harder
to sort and synthesize.

It is only a matter of time, however, before this innovative and
analytic industry catches up. Based on our survey results, here are
some suggestions for accelerating that pace and gaining a critical
early advantage:

19
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n Firms need more data

At every turn, we found that expanding your data sources leads

to better investment performance. That includes taking data from
ratings agencies and ESG data directly from companies. When
combined, the broadest amount of data provides the best results.
There were not enough respondents that used alternative sources
(e.g., news feeds, social media, satellite images) to draw conclusions
about that. But it would not be surprising if even those data streams
offered benefits.

n Firms need better data —
and better trust in that data

The investors who were the most confident about their ESG metrics
reported the best results. However, we found a striking number of
investors who were uncertain about the impact of the metrics they
use and generally posted worse results. Firms are still trying to wrap
their heads around the data and metrics, attempting to understand
materiality to investment performance and materiality to broader
sustainability. The most sophisticated analysis will make little
difference if the data is not sound or relevant.

B Embrace the possibilities

The Infosys survey was filled with diverse and sometimes
contradictory answers. Firms can lean into the messiness and
build on it to create a more agile strategy. Investors who seek one
benefit (risk management) and get another (higher returns) can
benefit from both. Or the unexpected benefits can lead investors
to use discussions about ESG ratings as a chance to enhance
company relationships.
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INFOSYS VIEWPOINT

ESG's role in investing is evolving rapidly
but not always predictably.

Growthis certain, but that does not make it

easier to determine the right strategy and
predict the ebbs and flows.

Jay Nair

Senior Vice President -
Industry Head, Infosys

Financial institutions must take ESG investments seriously but not fall
into the FOMO (fear of missing out) trap. Often in those cases, investors
follow perceived trends without understanding the fundamentals.
However, with ESG investments, it is often difficult to get a handle on
the basics. We are still in the early days of understanding how ESG
metrics and data can most effectively predict investment performance
and what the long-term demand curve will look like.

This is where technology will play a significant role — helping
investment firms sort through vast stores of complex, often
unstructured data. Machine learning can allow investors to

find patterns where no patterns seem to exist in the mix of the
quantitative and qualitative. This advantage will permit firms

to increase investment performance and, at the same time,
develop products more quickly. As a global company that became
carbon neutral in 2020, we understand the power of data to fuel
transformations of all kinds.

20
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Still, technological expertise is only effective with the right planning,
strategy, and mindset. Investment firms need to know what they want
to get out of their ESG investments, from long-term risk mitigation

to the development of new green assets to meet growing market
demand. This self-reflection should be familiar to most organizations.
Visualize the years of effort needed to digitally transform — still an
ongoing process. For more than just software and hardware upgrades,
companies had to wrestle with change management, talent needs, and
the development of new business models.

With the current pace of ESG investments, firms do not have years
to fine-tune their approach and decipher this new landscape. The
risks are both global and individual. Sustainability is no longer a

strategy but the key strategy.
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