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Successfully navigating carbon
reduction within Your Future,
Your Super
Australian equity strategies play a significant
role in investors’ portfolios. ‘Core’ equity
strategies typically have low tracking error
relative to the benchmark, so there is a
common perception that they are unable to
contribute to investors’ efforts to decarbonise
their investment portfolios without taking
on significant tracking error risk, particularly
within the construct of the ASX listed equity
benchmarks.

This perception is reinforced by the
need for investment managers to generate
performance in line with the Your Future, Your
Super (YFYS) benchmarks. This constrains
how managers can implement investment
approaches to reduce carbon exposure.

We believe there are several ways in
which core strategies can simultaneously
satisfy YFYS requirements and have a role in

decarbonisation and the transition to net zero:

= Engagement: Some managers - like
IFM Investors - can use the size of their
positions in the market to actively engage
with companies directly, collaboratively and

through voting rights to advocate for climate

related change.
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= Allocation: Investors can work closely with
managers to develop tailored investment
solutions in which core type tracking error
budgets are utilised to reduce exposure to
carbon intensive companies and channel
capital into companies that can benefit from
the energy transition.

When implemented well, we believe these
approaches to portfolio decarbonisation can
be consistent with strategies that also have
sufficiently low active risk so as to alleviate
downside risks against Your Future, Your Super
benchmark outcomes.

We believe there are several
ways in which core strategies
can simultaneously satisfy
YFYS requirements and have
arolein decarbonisation and
the transition to net zero.

"In this article ‘core’ strategies refer to listed equity strategies which share the defining characteristic of having a sufficiently low tracking
error as to make them a possible investment solution for the bulk of an investor’s equity allocation where that investor may have some
overall risk limits, such as those stemming from the Your Future, Your Super requirements. Some examples may include low-risk Active,
low-risk Quantitative, Enhanced Index, or Indexing strategies. Investors often adopt a so-called ‘core-satellite’ approach where the bulk of
their funds are invested in any one or combination of low tracking error core type investments with the objective of achieving their beta,
and smaller allocations in riskier strategies with the objective of achieving their alpha.
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The power of engagement

Whilst some types of core equity strategies,
such as indexing, are not able to fully divest
from high emissions companies in their
relevant benchmarks, some of them are able
to advocate for change by leveraging their
powerful platform for engagement. This is
particularly true of IFM Investors as the sheer
size of our index Australian Equities funds
under management — over A$32 billion? -
gives us the ability to actively engage with and
influence companies with the aim of increasing
corporate accountability and influencing
decisions on climate-related issues.

We engage with companies to understand
and evaluate their climate transition action
plans. These include, among other things,
net zero commitments, scenario analysis,
emission reduction targets, and actions to
decarbonise their businesses.

Engagement is particularly important to IFM
as our preference is to encourage businesses
to contribute positively to the transition to
a net zero economy, rather than divesting or
excluding due to their high emissions intensity
or lack of appropriate progress.

Where we identify a company that has
a transition pathway, we seek to measure
and assess their progress and hold them to
account with regards to the commitments they
are making.

IFM’s engagement in action

Our engagement with companies broadly
centres around the adoption, execution and
governance of a climate transition plan that is
aligned with a net zero economy.

Our climate change engagement covers
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companies across our portfolio, with some
priority given to the largest emitters. The
CA100+ Net Zero Benchmark provides us with
a useful guide for measuring progress.

We engage with companies both directly
and collaboratively with Australian Council
of Superannuation members, as well as
through our involvement in the Climate Action
100+ (CA100+) initiative. Key engagement
topics include setting credible emissions
reduction targets; establishing robust
governance structures that support climate
risk management; disclosing climate change
risks publicly using the Taskforce on Climate-
related Financial Disclosures framework
(TCFD); establishing links between targets
and executive remuneration; and giving
shareholders a ‘say on climate) that is, a non-
binding advisory vote on company activity and
disclosure relating to climate change.

We also engage with banks and insurers
to understand the level of funding and
underwriting to fossil fuels producers,
assets and projects, as well as various other
stakeholders such as NGO’s that propose
climate related shareholder resolutions. We
also participate in industry initiatives that we
are members of such as the Investor Group on
Climate Change (IGCC) and the Institutional
Investors Group on Climate Change (IIGCC).

The other advantage of our broad-based
engagement with companies is that it increases
our knowledge and understanding of the
climate risks and opportunities that currently
exist, as well as new developments within the
market. This helps us to stay informed and
better assess how companies are progressing
in their climate transition journeys.

CASE STUDY

Climate Action 100+

IFM is a supporting investor of the Climate Action the companies IFM supports engagement on made
(CA) 100+ initiative, the world’s largest-ever significant commitments in 2021:
investor engagement initiative on climate change. = BlueScope, announced a commitment to net zero
Over 2021, we supported engagement with four of emissions by 2050 and an initial capital allocation of
the fourteen Australian target companies and we US$50m over five years to support mid- and long-
have increased this to six companies in 2022. term climate ambitions, while exploring renewable
In 2021, Climate Action 100+ investor hydrogen and options for low-emissions steelmaking.
signatories continued to push for harder, faster = Rio Tinto, the world’s second-largest metals and
climate action from focus companies and secured mining corporation, has more than tripled its
numerous commitments around setting net zero medium-term 2030 target, setting a new target to
targets, improving climate lobbying disclosure reduce absolute Scope 1 and 2 emissions by 50%
and developing decarbonisation strategies. Two of by 2030.

Source: 2021 Year in Review: A Progress Update (Climate Action 100+) and IFM Investors

2 As at 30 April 2022




FIGURE 01 IFM’S FY21 ENGAGEMENT AND VOTING SUMMARY
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Voting Summary

We believe actively engaging with companies and
exercising our voting rights are critical to advancing
responsible investment considerations across the
broader corporate and financial sectors and that they
help to enhance long-term investment value and returns.
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Exercising our voting rights

Actively exercising our voting rights is also
critical to encouraging decarbonisation. We
vote on all companies we invest in, with our
voting being informed by our engagement with
companies as well as internal and externally
sourced research.

We have a climate engagement and
escalation approach that guides us to vote
against certain resolutions, such as director
re-elections or remuneration reports, if we feel
that a company is not progressing its transition
initiatives at a pace that we are satisfied with,
or if we feel that there is insufficient recognition
of the climate risks facing a firm.

We assess climate change-related
shareholder resolutions on a case-by-case
basis, with consideration given to the strategic-
level recognition of climate risk; maturity
of plans in place to manage climate-
related risks and opportunities; existence
of long-term targets and goals; climate
change disclosure and adoption of TCFD
recommendations; climate-related lobbying
activity; and the overall environment in which
the company is operating.

We believe that if companies are managing
these issues well, then they are effectively
managing their climate-related risks and
opportunities. In cases where we are not
convinced that a company is responding
appropriately, we would generally support a

Votes against
management

[ Director elections 32%

. Executive Remuneration 28%
. Remuneration Reports 34%
[ other* 6%

**Other’includes resolutions regarding shareholder
proposals relating to cultural heritage, industry
associations, board spills, indemnification of board
directors and related party transactions.

resolution if it promoted positive change.

The exercise of our voting rights is a key
pillar of our active ownership approach in all
our equity strategies. It is also a core element
of how we can help shape companies’ climate
change behaviour.

Targeted use of tracking error
budgets

Another way in which core strategies can
contribute to decarbonisation is through
targeted use of their modest tracking error
budgets. This enables portfolios to be
designed so that they have sufficiently low
active risk to be suitable for an investor’s core
allocation, whilst also having the ability to
materially lower measures of carbon intensity.
Lowering the carbon intensity of such a
portfolio is done in two ways:
= underweight positions in high carbon intensity
sectors and companies with the aim of
reducing the portfolio’s direct carbon exposure
= overweight positions in clean economy
companies that have low/no carbon
exposure and are positively contributing to
the net zero transition.

These underweight and overweight positions
are also designed together to take account of
stock volatilities and correlations, enabling the
minimisation of the overall portfolio tracking
error for a given level of carbon reduction.




CASE STUDY

BHP gives investors a
‘Say on Climate’

In 2021, BHP released its updated Climate Action Plan
which included Scope 3 reduction targets on direct
supplier emissions and the emissions from the shipping
of its products. Following the release of the Plan, BHP
also announced that it would include an advisory “Say on
Climate’resolution at the 2021 AGM, making it the first
Australian company to do so.

IFM representatives met with the company regarding the
announcement of the Plan, ahead of the “Say on Climate”
resolution. We provided positive feedback to the company
for setting these targets, and we also communicated our
preference for an annual “Say on Climate” vote as opposed
to their proposed 3-year voting cycle. While there has been
progress, we do anticipate BHP continuing to address the
challenge of Scope 3 emissions in particular as a result of
their iron ore operations.

We voted in favour of the resolution which received 84%
support at the Australian AGM.

In 2020, we published an analysis of the
potential to lower carbon exposure across
global and Australian markets using tracking
error budgets within a systematic, low active
risk approach®. The results of this analysis are
presented in Figure 2 which shows estimates of
the degree to which a portfolio’s carbon intensity
can be lowered for each level of tracking error.
This analysis suggests that it is possible to
obtain a meaningful reduction in carbon
exposure by actively using modest tracking error
budgets, particularly in global portfolios.

When implementing this approach, the
structure of the overall market is important as
itimpacts the ease with which a lower carbon
level can be achieved in a portfolio. If high
intensity stocks are concentrated in just a few
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sectors — as is the case in Australia - a portfolio
is likely to require incrementally higher tracking
error (i.e. larger company and/or sector tilts) to
achieve a given level of carbon reduction.

This helps explain why a given level of
carbon reduction can be achieved with lower
tracking error in the global equity market (as
measured by MSCI World ex Australia Index)
compared to Australia (S&P/ASX100 Index).
None the less, it is possible to achieve material
carbon reduction in the Australian market for
a modest tracking error cost.

Interestingly, whilst the Australian
share market’s concentration makes the
management of tracking error risk a bit
harder, it may actually result in more targeted
engagement as there are a smaller number
of major emitters that need to implement
significant emissions reduction plans.

Meeting the challenge

The need to decarbonise portfolios within

the requirements of the Your Future, Your
Super benchmark framework presents a clear
challenge for investors that hold low tracking
error, core Australian equities exposure.

Taking a strict index approach does nothing

to assist with the transition to net zero, whilst
straying too far from the benchmark risks YFYS
underperformance.

We believe a solution lies in the use of
systematic low active risk strategies that
employ a combination of active corporate
engagement and targeted use of modest
tracking error budgets to achieve a meaningful
reduction in carbon exposure.

Our experience managing low carbon
portfolios for the past 10 years suggests that
itis possible to successfully implement these
systematic low active risk, carbon exposure
lowering strategies in pooled and separately
managed investment vehicle structures that also
meet the Your Super, Your Future requirements.

FIGURE 02 CARBON REDUCTION LEVELS AND TRACKING ERROR

Australian Portfolios
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3 Afull account of this analysis and the underlying assumptions are presented a previous IFM white paper titled “Low carbon portfolios” (Dec 2020) which may be available on request.
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Important Disclosures

The following disclosure applies to this material and any information
provided regarding the information contained in this material. By
accepting this material, you agree to be bound by the following terms
and conditions. The material does not constitute an offer, invitation,
solicitation, or recommendation in relation to the subscription, purchase,
or sale of securities in any jurisdiction and neither this material nor
anything in it will form the basis of any contract or commitment. IFM
Investors (defined as IFM Investors Pty Ltd and its affiliates) will have no
liability, contingent or otherwise, to any user of this material or to third-
parties, or any responsibility whatsoever, for the correctness, quality,
accuracy, timeliness, pricing, reliability, performance or completeness of
the information in this material. In no event will IFM Investors be liable
for any special, indirect, incidental, or consequential damages which may
be incurred or experienced on account of a reader using or relying on the
information in this material even if it has been advised of the possibility
of such damages.

Certain statements in this material may constitute “forward looking
statements” or “forecasts” Words such as “expects,” “anticipates,” “plans,’
“believes,” “scheduled,” “estimates” and variations of these words and
similar expressions are intended to identify forward-looking statements,
which include but are not limited to projections of earnings, performance,
and cash flows. These statements involve subjective judgement and
analysis and reflect IFM Investors’ expectations and are subject to
significant uncertainties, risks, and contingencies outside the control
of IFM Investors which may cause actual results to vary materially from
those expressed or implied by these forward-looking statements. All
forward-looking statements speak only as of the date of this material
or, in the case of any document incorporated by reference, the date
of that document. All subsequent written and oral forward-looking
statements attributable to IFM Investors or any person acting on its
behalf are qualified by the cautionary statements in this section. Readers
are cautioned not to rely on such forward-looking statements. The
achievement of any or all goals of any investment that may be described
in this material is not guaranteed.

Past performance does not guarantee future results. The value of
investments and the income derived from investments will fluctuate
and can go down as well as up. A loss of principal may occur.

This material may contain information provided by third parties for
general reference or interest. While such third-party sources are believed
to be reliable, IFM Investors does not assume any responsibility for the
accuracy or completeness of such information.

This materialdoes not constitute investment, legal,accounting, regulatory,
taxation or other advice and it does not consider your investment
objectives or legal,accounting, regulatory, taxation or financial situation or
particular needs. You are solely responsible for forming your own opinions
and conclusions on such matters and for making your own independent
assessment of the information in this material. Tax treatment depends on
your individual circumstances and may be subject to change in the future.

This material is confidential and should not be distributed or provided to
any other person without the written consent of IFM Investors.

Environmental, Social, and Governance (“ESG”) strategies may take
risks or eliminate exposures found in other strategies or broad market
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benchmarksthat may cause performancetodiverge fromthe performance
of these other strategies or market benchmarks. ESG strategies will be
subject to the risks associated with their underlying investments’ asset
classes. Further, the demand within certain markets or sectors that an
ESG strategy targets may not develop as forecasted or may develop more
slowly than anticipated

Australia Disclosure

This material is provided to you on the basis that you warrant that you
are a “wholesale client” or a “sophisticated investor” or a “professional
investor” (each as defined in the Corporations Act 2001 (Cth)) to whom a
product disclosure statement is not required to be given under Chapter
6D or Part 7.9 of the Corporations Act 2001 (Cth). IFM Investors Pty Ltd,
ABN 67 107 247 727, AFS Licence No. 284404, CRD No. 162754, SEC File
No.801-78649.

Netherlands Disclosure

This material is provided to you on the basis that you warrant that you
are a Professional Investor (professionele belegger) within the meaning of
Section 1:1 of the Dutch Financial Supervision Act (Wet op het financieel
toezicht). This material is not intended for and should not be relied on by
any other person. IFM Investors (Netherlands) B.V. shall have no liability,
contingent or otherwise, to any user of this material or to third parties,
or any responsibility whatsoever, for the correctness, quality, accuracy,
timeliness, pricing, reliability, performance, or completeness of this
material.

United Kingdom Disclosure

This material is provided to you on the basis that you warrant that you
fall within one or more of the exemptions in the Financial Services and
Markets Act 2000 (“FSMA") [(Financial Promotion) Order 2005] [(Promotion
of Collective Investment Schemes)(Exemptions) Order 2001, or are a
Professional Client for the purposes of FCA rules] and as a consequence
the restrictions on communication of “financial promotions” under FSMA
and FCArules do not apply to acommunication made to you. IFM Investors
(UK) Ltd shall have no liability, contingent or otherwise, to any user of
this material or to third parties, or any responsibility whatsoever, for the
correctness, quality, accuracy, timeliness, pricing, reliability, performance,
or completeness of the information in this material.

Switzerland Disclosure

This Information is provided to you on the basis that you warrant you are
(i) a professional client or an institutional client pursuant to the Swiss
Federal Financial Services Act of 15June 2018 (“FinSA”) and (ii) a qualified
investor pursuant the Swiss Federal Acton Collective Investment Schemes
of 23 June 2006 (“CISA"), for each of (i) and (ii) excluding high-net-worth
individuals or private investment structures established for such high-
net worth individuals (without professional treasury operations) that have
opted out of customer protection under the FinSA and that have elected
to be treated as professional clients and qualified investors under the
FinSA and the CISA, respectively.
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