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ABSTRACT

This thesis begins with a focus on the changes that our world is facing both
under positive and negative aspects. The biggest issue presented is the
environmental crisis that deserve to be understand and contrasted by both new
and old generations. In addition to the economic aspects, this work wants to
launch an ethical message too. Finance is the key to move capitals and capitals
involve economic changes that reshape the society. The first brick to enhance
the actual situation are ideas but the realization of them needs actions that
should pass mandatorily across economics and politics. Economy has generated
progress for years and the importance of capitalism is out of discussion. Its
correct use could repair the mistakes occurred and transform radically the
negative consequences suffered by the society. For this reason, the main
strategy to bring change is to invest in change. Sustainability is the key to catch
this goal and investing in “green economy” is a duty for the youngest people.
To contrast the old skepticism under which being sustainable means being less
profitable, this work aims to show the financial advantages to choose ethical
investments respect to the others. It will be illustrated how ESG factor is a
common feature of better performing company in terms of stability, resilience
and sometimes revenues. In contrast, it will be stressed also how non-
sustainable companies may suffer in facing policy-risks, environmental risks
and market downturns. The final part tries to provide evidence to these

assumptions with personal development from the candidate.
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INTRODUCTION

Kyoto’s Protocol, Paris Agreement and 2030’s Agenda, are only three that the
several initiatives behind the changing that the world is meeting. This change is
triggered by a tragic environmental crisis generated by consumption. Consumption
is the first pillar of economics and for this principle also financial actors and
corporates have moved toward the direction of change. A lot of research provided
by OWI and other environmental-agencies make clear the actual situation and
suggest the urgence of a deep transformation in our economic system at a global
level. Principles of Responsible Investing are one of the multitude of frameworks
created to allow more sustainable finance and respond to the needs of the society.
After analyzing the several frameworks and regulations related to sustainable
economics in the first part of the study, the ESG concept will be introduced and
deeply illustrated. ESG is the acronym of Environmental, Social, Governance and
enclose all the corporate issue related to these topics. A high ESG score means a
high ability to face these issues and the opportunity to be better rated by Agencies.
ESG score methodologies are heterogeneous and some of the most adopted will be
described in the first chapter of the dissertation. These scores are fundamental to
judge a company for the investor that want support a sustainable and responsible
investment approach and entrust their capitals to the “green innovation”. There are
different strategies for sustainable investing: among them the Best-in-class and the
Portfolio Integration will be tested in the final chapter of the study. The aim of the
dissertation is to give answer at the following questions: is sustainable investment
profitable? Do investing in sustainability reduce profits? How much impactful is

the ESG factor?



After a series of theories and historical evidence about the performances related to
the high ESG companies and financial instruments under several aspects, the third
chapter close the study with an analytical approach that uses average returns to
verify the performances on a concrete basis and without any distortion. The
approach uses established inputs and criteria but random samples to maximize the
credibility of the results. The outcomes satisfy the theories and represent the
candidate contribution to support the importance of sustainability and ethics in

economics and finance.



CHAPTER 1



1. INTRODUCTION OF THE ESG TOPIC

1.1. Negative effects of capitalism and production on the world

World is changing, more quickly in the last two decades than in two entire centuries.
Behind this incredible transformation there is the progress, more specifically
speaking: the Great Industrial Revolution. From that moment, our ability to produce
has extremely increased, bringing to an economic development never seen before,
expanding capitals, wealth and access to products. People have begun to increase
their status and quality of life is growth almost for everyone. More production needs
more workforce that means more employment that means more people able to gain
salaries. The spread of wealth is obviously related to a higher expenditure capacity,
that must be absorbed by production to keep the entire process in function.
Companies, in response, started to satisfy every possible need for their costumers
and in certain cases, to create new ones for them to compensate the industrial
growing trend. In this way started the actual society that has developed using the
consumption as the principal source of life, transforming our lives, improving them,
and pushing the level of science and technology at their best like never in history.
This whole process has surely been positive, bringing to globalism and making
access to data, human capital and financial resources, incredibly simple and fast.
Being part of this generation is for several aspects a huge fortune and sort of
privilege, but on the other hand, requires a new kind of responsibility and a bigger
awareness of what this “power” is generating. Capitalism and industrial revolution
indeed, have created as many benefits as terrible consequences. This statement does
not set up a position against the capitalism itself, on the contrary recognize is value
and is incredible transforming capacity in every field. It is not possible to refuse it,
but it is necessary to believe in it shaping its direction using social responsibility
and forward-looking choices. If it is true that capitalism can cause damages, it is
also true that is the only effective instrument to fix them, in a way that would be

explained by the next chapters of this work.

Level of consumption are not sustainable anymore for the society, and are spreading
their costs in every aspects of the world. Differences between rich and poor are
widening, rhythm of production is exploiting workforce at dramatical levels and
resources are not enough to face the demographic expansions. The heaviest

consequence however, is climate changing. Levels of pollution in the air



exponentially increasing due to the rising emissions observed in these decades
carried by industrial production and individual consumption. In the Figure I, is

plotted the average annual concentration of CO2 (ppm) in the atmosphere.
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Figure I - Source: ISPI (Istituto per gli studi di Politica Internazionale)

'ISPI (2021) - https://www.ispionline.it/it/pubblicazione/fact-checking-i-cambiamenti-climatici-10-grafici-32170
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From the graphical source is clearly showed how emissions have risen over the last
two centuries, starting more specifically from the Industrial Revolution. In
particular, it is between the 20™ and the 21th century that the curve has become
more and more steep, almost vertical. These data are dangerous and worrying for
the actual generation as for the future ones, considering that the trend is not going
to stop if no radical change happens. The figure below shows the CO2 emissions in

billions of tons with a graphical stress on the huge concentration registered in the
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Figure 2 - Climate Watch Historical GHG Emissions

last three decades.

This phenomenon not only has devasting effects on general health for people and
animals but contributes to the most critical issue that we are facing as society, that
is global warming. Higher temperatures in fact, could lead to deep changes in the
ecosystem which already shows terrifying damages, for example ice-melting,

growing of natural disasters and episodes of extreme weather.

Figure 2 - Source: ISPI (Istituto per gli studi di Politica Internazionale)

2 ISPI (2021) - https://www.ispionline.it/it/pubblicazione/fact-checking-i-cambiamenti-climatici-10-grafici-32170
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Figure 3 - ISPI (Istituto per gli studi di Politica Internazionale)

World is warming by 0,2 degrees Celsius every 10 years (as showed above) and
general temperature has risen by about 1 degree since the 19" century. The next
step, without any change, could bring an increase up to 2,7 degrees within the end
of the 2100. It is interesting also to see what are the sectors which provide more
pollution and how their emissions are growing every year. The graph answer clearly

to this question:
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Energy has the record in spreading GHG emissions over the other sectors, with
almost 40 Gt detected in 2019. Agriculture is following with about 6 Gt, and
Industrial Processes in the third position (about 3 Gt). Energetic sector could be
defined the engine of the entire production in the world, the pillar of all the modern
processes that involves technology and consumption, so trying to limit or stop this
industry is just utopic. On the contrary, what is necessary to do is reshaping and

transforming it in a virtuous process. The good aspect is that Governments have a
Figure 4 - ISPI (Istituto per gli studi di Politica Internazionale)



great control on energy industries, often with state-owned percentage, and
regulation can act in a strong way to modify its negative features. In this sense in
fact, global politics is moving setting a lot of different strategies and rules in order
to avoid the worst effects forecasted by the scientific community. If these decisions
are respected ad applied in a diligent way, climate change run could be slowed,
giving time to the “progress” to find new solutions. The most influential Countries
in the world, in order to embrace this duty and starting the change of direction, have
formed the G20 taking several decisions and initiatives for the planet. These
Countries generate the 80% of the global PIL, represent 2/3 of the total population,
and are responsible for the 80% of the total emissions at the same time. The
commitments they have initially taken and the criteria they are actually respecting,
are important to lower the forecasted warming but still not enough. Through this
strategy the temperature rising could reach 2,4 out of 2,7 degrees Celsius of the
worst scenario, and also with the new proposed strategies the result would not be
satisfactory. These are the trends based on the different studied developments,

linking emissions and temperature:

30
40

1.2. Frameworks and actions to drive the change

1.2.1. Global Regulation and Governments’ actions: The UNFCC

The most important action taken in a global sense is the program promoted by the
United Nations that has evolved in different treats and agreement until the last years
and has new development in program. UN had created indeed the widest framework

globally recognized concerning climate change and environmental care: the



UNFCCC Secretariat (United Nations Framework Convention for Climate
Change). The UNFCCC secretariat (UN Climate Change) is the United Nations
entity tasked with supporting the global response to the threat of climate change.
UNFCCC stands for United Nations Framework Convention on Climate Change.
The Convention has near universal membership (197 Parties) and is the parent
treaty of the 2015 Paris Agreement. The main aim of the Paris Agreement is to keep
the global average temperature rise this century as close as possible to 1.5 degrees
Celsius above pre-industrial levels. The UNFCCC is also the parent treaty of the
1997 Kyoto Protocol. The ultimate objective of all three agreements under the
UNFCCC is to stabilize greenhouse gas concentrations in the atmosphere at a level
that will prevent dangerous human interference with the climate system, in a time
frame which allows ecosystems to adapt naturally and enables sustainable

development.?

It was established in 1992 firstly located in Geneva, now takes place in Bonn,
Germany. The ultimate objective of the Convention is to stabilize greenhouse gas
concentrations "at a level that would prevent dangerous anthropogenic (human
induced) interference with the climate system."” It states that "such a level should be
achieved within a time-frame sufficient to allow ecosystems to adapt naturally to
climate change, to ensure that food production is not threatened, and to enable
economic development to proceed in a sustainable manner.” * According to the
convention, the most industrialized countries that have contributed the most since
the past years in the GHG emissions, have to put stronger effort in order to reduce
air pollution. These countries are categorized together under the name “Annex 1”
and belong to the Organization for Economic Cooperation and Development
(OECD). They include 12 countries with "economies in transition" from Central
and Eastern Europe. Annex I countries were expected by the year 2000 to reduce
emissions to 1990 levels. Other ones are “Non-Annex 1” countries. Main tasks of

UNFCCC include:

o [Industrialized countries (Annex 1) have to report regularly on their climate change
policies and measures, including issues governed by the Kyoto Protocol (for

countries which have ratified it).

3 United Nations Climate Change - https://unfccc.int/about-us/about-the-secretariat
4 United Nations Climate Change - https://unfcce.int/process-and-meetings/the-convention/what-is-the-united-nations-
framework-convention-on-climate-change
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o They must also submit an annual inventory of their greenhouse gas emissions,
including data for their base year (1990)and all the years since.

e Developing countries (Non-Annex I Parties) report in more general terms on their
actions both to address climate change and to adapt to its impacts - but less
regularly than Annex I Parties do, and their reporting is contingent on their getting
funding for the preparation of the reports, particularly in the case of the Least

Developed Countries.’

From this original historical decision, a strong international response to industrial
damages was born, giving form to new and strengthen agreements year after year
in order to enhance the commitment in reshaping the productive progress and avoid
the worst effects of climate change. The first and most relevant act was the “Kyoto
Protocol” established in 1995. The entity recognizes as supreme decision-making
body the COP (Conference Of the Parties) that meets every year, unless the Parties
decide otherwise. The first COP meeting was held in Berlin, Germany in March,
1995. The COP meets in Bonn, the seat of the secretariat, unless a Party offers to
host the session. COP 3 and COP 21 have been very relevant for the institution of

the Kyoto Protocol and the Paris Agreement respectively.
1.2.2. The Kyoto Protocol

The Kyoto Protocol was adopted on 11 December 1997 and it entered into force on
16 February 2005 after a complex process of ratification. It includes 192 Parties
formed by different countries all around the world. In short, the Kyoto Protocol
operationalizes the United Nations Framework Convention on Climate Change by
committing industrialized countries and economies in transition to limit and reduce
greenhouse gases (GHG) emissions in accordance with agreed individual targets.
The Convention itself only asks those countries to adopt policies and measures on
mitigation and to report periodically. The Kyoto Protocol is based on the principles
and provisions of the Convention and follows its annex-based structure. It only
binds developed countries, and places a heavier burden on them under the principle
of “common but differentiated responsibility and respective capabilities”, because

it recognizes that they are largely responsible for the current high levels of GHG

5 United Nations Climate Change - https://unfccc.int/process-and-meetings/the-convention/what-is-the-united-nations-
framework-convention-on-climate-change
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emissions in the atmosphere. In its Annex B, the Kyoto Protocol sets binding
emission reduction targets for 37 industrialized countries and economies in
transition and the European Union. Overall, these targets add up to an average 5 per
cent emission reduction compared to 1990 levels over the five year period 2008—
2012 (the first commitment period). During the second commitment period, Parties
committed to reduce GHG emissions by at least 18 percent below 1990 levels in the
eight-year period from 2013 to 2020; however, the composition of Parties in the
second commitment period is different from the first. One important element of the
Kyoto Protocol was the establishment of flexible market mechanisms, which are
based on the trade of emissions permits. Under the Protocol, countries must meet
their targets primarily through national measures. However, the Protocol also offers
them an additional means to meet their targets by way of three market-based

mechanisms:

International Emissions Trading
Clean Development Mechanism (CDM)

Joint implementation (JI)

These mechanisms ideally encourage GHG abatement to start where it is most cost-
effective, for example, in the developing world. It does not matter where emissions
are reduced, as long as they are removed from the atmosphere. This has the parallel
benefits of stimulating green investment in developing countries and including the
private sector in this endeavor to cut and hold steady GHG emissions at a safe level.
It also makes leap-frogging—that is, the possibility of skipping the use of older,
dirtier technology for newer, cleaner infrastructure and systems, with obvious
longer-term benefits—more economical. The Kyoto Protocol also established a
rigorous monitoring, review and verification system, as well as a compliance
system to ensure transparency and hold Parties to account. Under the Protocol,
countries' actual emissions have to be monitored and precise records have to be kept
of the trades carried out. Registry systems track and record transactions by Parties
under the mechanisms. The UN Climate Change Secretariat, based in Bonn,
Germany, keeps an international transaction log to verify that transactions are
consistent with the rules of the Protocol. Reporting is done by Parties by submitting
annual emission inventories and national reports under the Protocol at regular

intervals. A compliance system ensures that Parties are meeting their commitments



and helps them to meet their commitments if they have problems doing so. The
Kyoto Protocol, like the Convention, is also designed to assist countries in adapting
to the adverse effects of climate change. It helps the development and deployment
of technologies that can help increase resilience to the impacts of climate change.
The Adaptation Fund was established to finance adaptation projects and programs

in developing countries that are Parties to the Kyoto Protocol.®
1.2.3. The Paris Agreement

In 2015, UNFCCC supplied other instruments to enforce the fight against global
warm: The Paris Agreement. The intention was to create a legally binding
international treaty on climate change. It was adopted by 196 Parties at COP 21 in
Paris and entered into force on 4 November 2016. Its goal is to limit global warming
to well below 2, preferably to 1.5 degrees Celsius, compared to pre-industrial levels.
To achieve this long-term temperature goal, countries aim to reach global peaking
of greenhouse gas emissions as soon as possible to achieve a climate neutral world
by mid-century. The Paris Agreement is a landmark in the multilateral climate
change process because, for the first time, a binding agreement brings all nations
into a common cause to undertake ambitious efforts to combat climate change and
adapt to its effects. Implementation of the Paris Agreement requires economic and
social transformation, based on the best available science. The Paris Agreement
works on a 5- year cycle of increasingly ambitious climate action carried out by
countries. By 2020, countries submit their plans for climate action known as
nationally determined contributions (NDCs). In their NDCs, countries
communicate actions they will take to reduce their Greenhouse Gas emissions in
order to reach the goals of the Paris Agreement. Countries also communicate in the
NDCs actions they will take to build resilience to adapt to the impacts of rising
temperatures. To better frame the efforts towards the long-term goal, the Paris
Agreement invites countries to formulate and submit by 2020 long-term low
greenhouse gas emission development strategies (LT-LEDS). LT-LEDS provide
the long-term horizon to the NDCs. Unlike NDCs, they are not mandatory.
Nevertheless, they place the NDCs into the context of countries’ long-term planning

and development priorities, providing a vision and direction for future development.

6 United Nations climate change, What is Kyoto Protocol? (2022) - https://unfccc.int/kyoto_protocol
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The Paris Agreement provides a framework for financial, technical and capacity
building support to those countries who need it. The Paris Agreement reaffirms that
developed countries should take the lead in providing financial assistance to
countries that are less endowed and more vulnerable, while for the first time also
encouraging voluntary contributions by other Parties. Climate finance is needed for
mitigation, because large-scale investments are required to significantly reduce
emissions. Climate finance is equally important for adaptation, as significant
financial resources are needed to adapt to the adverse effects and reduce the impacts
of a changing climate. The Paris Agreement speaks of the vision of fully realizing
technology development and transfer for both improving resilience to climate
change and reducing GHG emissions. It establishes a technology framework to
provide overarching guidance to the well-functioning Technology Mechanism. The
mechanism is accelerating technology development and transfer through its policy
and implementation arms. With the Paris Agreement, countries established an
enhanced transparency framework (ETF). Under ETF, starting in 2024, countries
will report transparently on actions taken and progress in climate change mitigation,
adaptation measures and support provided or received. It also provides for
international procedures for the review of the submitted reports. The information
gathered through the ETF will feed into the Global stock take which will assess the
collective progress towards the long-term climate goals. This will lead to
recommendations for countries to set more ambitious plans in the next round.
Although climate change action needs to be massively increased to achieve the
goals of the Paris Agreement, the years since its entry into force have already
sparked low-carbon solutions and new markets. More and more countries, regions,
cities and companies are establishing carbon neutrality targets. Zero-carbon
solutions are becoming competitive across economic sectors representing 25% of
emissions. This trend is most noticeable in the power and transport sectors and has
created many new business opportunities for early movers. By 2030, zero-carbon
solutions could be competitive in sectors representing over 70% of global

emissions. ’

7 United Nations climate change, The Paris Agreement (2022) - https://unfccc.int/process-and-meetings/the-paris-
agreement/the-paris-agreement



https://unfccc.int/process-and-meetings/the-paris-agreement/the-paris-agreement
https://unfccc.int/process-and-meetings/the-paris-agreement/the-paris-agreement

1.2.4. The 2030 Agenda and the SDGs

On 25 September 2015, the UN General Assembly adopted a new global sustainable
development framework: the 2030 Agenda for Sustainable Development (the 2030
Agenda’), which has at its core the Sustainable Development Goals (SDGs).®
Basing on the official declaration, the goal of the Agenda is to “between now and
2030, to end poverty and hunger everywhere; to combat inequalities within and
among countries, to build peaceful, just and inclusive societies; to protect human
rights and promote gender equality and the empowerment of women and girls, and
to ensure the lasting protection of the planet and its natural resources [..], to create
conditions for sustainable, inclusive and sustained economic growth, shared
prosperity and decent work for all, taking into account different levels of national
development and capacities.” The Council of Europe contributes to achieving these
goals through most of its sectors through work funded by the ordinary budget as
well as with extra-budgetary contributions. The 2030 Agenda is a continuation of
the UN Millennium Development Goals (2000-2015) which were in their day the
first international consensus on facing global problems such as the eradication of
extreme poverty and hunger, and to promote improvements in access to education.
Although the targets were not fully achieved, they nevertheless provided the basis
for significant progress which, in 2015, was extended through the 2030 Agenda and
its respective SDGs.’ The 2030 is based on the 5Ps: People, Planet, Prosperity,
Peace, Partnership. Sustainable Development Goals established are 17: 1) End
poverty, 2) Zero hunger, 3) Health and well-being, 4) Quality education, 5) Gender
equality, 6) Clean water and sanitation, 7) Affordable and green energy, 8) Decent
work and economic growth, 9) Industry/Innovation/Infrastructure, 10) Reduce
inequality, 11) Sustainable cities and communities, 12) Responsible consumption
and production, 13) Climate action, 14) Marine life, 15) Terrestrial ecosystems 16)

Peace, Justice and strong institution, 17) Partnership for the Goals.
1.2.5. Actions from companies: industrial and financial alliances and/or frameworks

THE GLOBAL COMPACT (1999)

8 Official Journal of the European Union - REGULATION (EU) 2019/2088 OF THE EUROPEAN PARLIAMENT
AND OF THE COUNCIL of 27 November 2019 on sustainability-related disclosures in the financial services sector
9 Iberdrola, The importance of the 2030 Agenda and the Sustainable Development Goals (2022) -
https://www.iberdrola.com/sustainability/committed-sustainable-development-goals/what-is-agenda-2030
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In 1999, former UN Secretary General Kofi Annan proposed a global commitment
for companies and actors of economy in moving towards the achievement of the
highest possible level of sustainability. The next year the reaction came from 44
global companies, 2 labour organizations and 12 civil society representatives that
joined together to establish the UN Global Compact. It is a worldwide alliance in
order to put effort in changing and it is declined in 10 principles inspired by the
United Nations. The principles are focused on 4 different macro-areas: Human
Rights, Environment, Labour, and Anti-Corruption. After 20 years the alliance has
grown to about 10,000 companies achieving a CEO-level commitment. The
initiative has spread to 68 local networks, 161 countries, 66,600 Public Reports,
10,400 companies and 3,400 non-business organizations. The “'Global’’ goals
represent a path to end extreme poverty, fight inequalities and injustice, and protect
our planet. Fulfilling these ambitions will take an unprecedented effort by all
sectors in society and businesses has to play a very important role in the process.
The UN Global Compact has been developed as a united front to help companies

get involved in three main areas:

1. Act Responsibly
2. Find Opportunities

3. Inspire and Advocate.!’

PRINCIPLES FOR RESPONSIBLE INVESTMENT (2005)

The UN Principles for Responsible Investment (PRI) is an international
organization that works to promote the incorporation of environmental, social, and
corporate governance factors (ESG) into investment decision-making."! It was
announced in 2005 and definitively launched in 2006, counting about 4,900
institutions in 2021. They are, more precisely, signatories of the key-six principles
of the organization and provide reports every single year to disclose the results
achieved in following the guidelines. The focus of the organization is to promoting

environmental and social responsibility among the world’s investors and the

10 United Nations publications — UN Global Compact 20" Anniversary Campaign Overview (2021),
https://www.unglobalcompact.org/docs/publications/UN-Global-Compact-20th-Anniversary-Campaign-Infosheet.pdf
11'J. Fernando, UN Principles for Responsible Investment (PRI), Investopedia (2022) -
https://www.investopedia.com/terms/u/un-principles-responsible-investment-
pri.asp#:~:text=The%20UN%20Principles%20for%20Responsible%20Investment%20(PR1)%20is%20an%20internatio
nal,)%20int0%?20investment%20decision%2Dmaking.
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disclosures are totally voluntary. PRI signatories manage over $121 trillion in assets
worldwide, and include some of the world’s largest and most influential investors.
Their aim is to consider social and environmental issues as full-part of the
investment process, considering not only ethically but also financial irresponsible
to not look for these aspects during a due diligence. On the contrary, other investors
see ESG issues as possible negative externalities and part of the normal risk borne
by companies. To fight this prevailing attitude, the PRI established six core

principles followed by its signatories:

o Principle 1: We will incorporate ESG issues into investment analysis and
decision-making processes.

e Principle 2: We will be active owners and incorporate ESG issues into our
ownership policies and practices.

o Principle 3: We will seek appropriate disclosure on ESG issues by the entities
in which we invest.

e Principle 4: We will promote acceptance and implementation of the Principles
within the investment industry.

e Principle 5: We will work together to enhance our effectiveness in implementing
the Principles.

e Principle 6: We will each report on our activities and progress towards

implementing the Principles.’?

The launch of the program was supported by founding signatories, such as the
Norwegian Government Pension Fund, the Government Pension Fund of Thailand,
the Canada Pension Plan Investment Board and the California Public Employees’

Retirement System (CalPERS).

TASK FORCE ON CLIMATE-RELATED FINANCIAL DISCLOSURES — TFCD
(2017)

The Financial Stability Board (FSB) created the TCFD to develop
recommendations on the types of information that companies should disclose to
support investors, lenders, and insurance underwriters in appropriately assessing

and pricing a specific set of risks—risks related to climate change.!> TFCD aim to

12 Principles for Responsible Investment, About Us (2022) - https://www.unpri.org/about-us/about-the-pri
13¢> Task Force on climate-change related financial disclosures’” website , About (2022) - https:/www.fsb-

tefd.org/about/
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market transparency concerning climate-related disclosures, following the
Financial Stability Board guidelines. Its contribution consists in a set of
recommendations in order to help companies in providing better information to
support informed capital allocation. Guidelines are based on 4 pillars: governance,
strategy, risk management, and metrics and target. The four recommendations are
interrelated and supported by 11 recommended disclosures that build out the
framework with information that should help investors and others understand how
reporting organizations think about and assess climate-related risks and
opportunities. The Task Force is formed by 31 members, all of them part of G20,
representing both preparers and users of financial disclosures. Its chairman is

Michael R. Bloomberg, founder of Bloomberg L.P.
SUSTAINABLE FINANCIAL DISCLOSURE REGULATION (SFDR)

The Sustainable Finance Disclosure Regulation (SFDR) is a European regulation
introduced to improve transparency in the market for sustainable investment
products, to prevent greenwashing and to increase transparency around
sustainability claims made by financial market participants. It imposes
comprehensive sustainability disclosure requirements covering a broad range of
environmental, social & governance (ESG) metrics at both entity- and product-
level. The main provisions of the SFDR have been applicable as of 10 March 2021,
with a statutory instrument known as a Delegated Act containing more precise
disclosure standards yet to be adopted by the European Commission. The SFDR is
a fundamental pillar of the EU Sustainable Finance agenda, having been introduced
by the European Commission as a core part of its 2018 Sustainable Finance Action

Plan.'*
SUSTAINABLE FINANCE ACTION PLAN

In March 2018, the European Commission published a "Sustainable Finance Action
Plan", outlining the strategy and measures to be taken to establish a financial system
capable of promoting development that is genuinely sustainable from an economic,
social and environmental point of view, by contributing to the implementation of
the Paris Agreement on climate change and the United Nations 2030 Agenda for

Sustainable Development. The action plan recommends ten actions to be taken at

14 EUROSIF website, SFDR (2022) - https://www.eurosif.org/policies/sfdr/
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European level to: (i) facilitate the channeling of financial investment towards a
more sustainable economy; (ii) consider sustainability in risk management
procedures and (iii) enhance transparency and long-term investment. The Action

Plan aims to:

e Improve the quality of Non-Financial Reporting by companies

e Imposing the need for institutional investors and asset managers to enhance
sustainability factors in their investment decision-making and to tighten
disclosure obligations

e the integration of sustainability into awarded ratings and market research, as
well as the analysis of existing practices of credit rating agencies concerning the
use of ESG factors.

e the integration of sustainability into the prudential requirements of credit
institutions

e the creation of EU labels for green financial products based on the EU
classification scheme, allowing investors to easily identify investments that

meet environmental or low-carbon criteria.'”

NET-ZERO BANKING ALLIANCE

The industry-led, UN-convened Net-Zero Banking Alliance brings together 43

banks from 23 countries with US$28.5 trillion in assets to deliver the sector’s

t.16

ambition to align its commitments with the Paris Agreement.'® Member banks are

committing to:
banks are committing to:

e Transition the operational greenhouse gases emissions from their lending
and investment portfolios to align with pathways to net-zero by 2050

e Set 2030 targets and a 2050 target, with intermediary targets to be set every

5 years from 2030 onwards.

15> CONSOB website, Sustainable Finance Action Plan (2022) - https://www.consob.it/web/consob-and-its-
activities/sustainable-finance-action-
plan#:~:text=In%20March%202018%2C%?20the%20European,view%2C%20by%20contributing%20t0%20the
16 UNEPFI website, Net Zero Banking Alliance (2022) - https://www.unepfi.org/net-zero-banking/
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Engage with their clients’ own transition and decarburization, promoting real

economy transition

The alliance is joining the UN Race to Zero and is the banking element of the
Glasgow Financial Alliance for Net-Zero (GFANZ). It has been formed to bring
together existing and new net-zero finance initiatives into one sector-wide forum
and now includes 160+ financial institutions across different Race to Zero

initiatives. All banks that have signed the commitment will:

Transition the operational and attributable GHG emissions from their lending and
investment portfolios to align with pathways to net-zero by 2050 or sooner

Within 18 months of joining, set 2030 targets (or sooner) and a 2050 target, with
intermediary targets to be set every 5 years from 2030 onwards

Banks’ first 2030 targets will focus on priority sectors where the bank can have the
most significant impact, i.e. the most GHG-intensive sectors within their portfolios,
with further sector targets to be set within 36 months.

Annually publish absolute emissions and emissions intensity in line with best
practice and within a year of setting targets, disclose progress against a board level
reviewed transition strategy setting out proposed actions and climate related
sectoral policies.

Take a robust approach to the role of offsets in transition plans.

1.3. ESG and Sustainability in Investments: the concrete side

1.3.1. Definition of ESG concept

Economy must seek a more virtuous evolution with no doubt after the precedent
analysis of the changes that our world is facing. These issues do not concern only
environment but, considering a necessary wider point of view, belong to other
macro-areas with the same relevancy. Social and governance issues in fact, have
also a strong importance because they generate at the same way deep negative
trends that must be stopped. In the ’2030 Agenda’’ and, to be more specific, in the
17 previously listed SDGs is paid attention to poverty, equality and business-related
transparency. Companies, financial and non-financial institutions involved in the
change, have to put effort in taking care of social problems, ensure equality and fair
opportunities to employees, align board and governance interests with the other

stakeholders avoiding the abuse of their hierarchical position. In summary, making



a positive impact involves commitment to maintain or improve an environmental-
friendly behavior, to put social rights and well-ness as a priority and to seek for a
virtuous governance, in order to improve as a company while staying attractive for

investors.

The call to action provided by governments and international alliances is strictly
related to the needs of a new generation of investors. People are informed and aware
of the damages occurred by the bad management of resources, and by an “egoistic’’
attitude in capitalism. For this reason, investment choices are not only influenced
by profit but also by sustainability, in the logic that “’financing the change’’ is the
best way to reach it. Trying to seek for companies that shows a good approach in
contributing to re-shaping economy and respect the new regulations, is of course
necessary one single or a group of parameters, as for governments such as for
investors. ESG is the answer to this need and refers to environment, social, and
governance features when measuring the sustainability and ethical impact of an
investment in a business or company. It is a generic term that is used primarily in
capital markets where it originated. Investors commonly use ESG to evaluate the
behavior of companies and determine an organization’s future performance and
thus their worth—their value. It covers the three main factors that socially
responsible investors measure when deciding whether to invest in a company.'”
ESG has a relevant importance beyond the ethical sense, providing better
performance and resilience to the business that benefits from it. The E in ESG, or
environmental criteria, includes the energy an organization takes in, the waste it
discharges, the resources it needs, and the consequences for the planet and living
beings as a result of an organization’s activities. It encompasses issues such as
carbon emissions and climate change. These are the best-known examples of the E
of ESG. Every organization, from the sole proprietorship to the corporate giant,
uses energy and resources. Every company affects, and is affected by, the
environment. Consideration of ESG is not just for companies that are in oil and gas,
energy, or extraction. We all have an environmental footprint, and there is
something that all of us can do to improve our interactions with the environment.
The S in ESG, or social criteria, addresses the relationships an organization has and

the reputation it fosters with people and institutions in the communities where it

17" Brown D. & Brown D. (2021), ESG Matters (st ed.), Governance Solutions Inc.



does business. Social criteria include elements like labor relations, diversity, equity,
and inclusion. Every organization operates within a broader, diverse society. We
call that social license or social contract. A social contract is a covenant. Without
earning the social license to operate, a business will not reach its full potential. In a
worst-case scenario, an organization will be prevented from moving forward if its
leaders and employees abuse their relationship with a stakeholder. The G in ESG,
or governance criteria, is the system of direction and control of the organization.
Governance criteria go further to include the operating system of practices, controls,
policies, and procedures your company adopts to govern itself—to make effective
decisions. It includes ethics, transparency, and going beyond complying with the
letter of governing laws to fulfilling the spirit of them. Governance includes what
is sometimes called citizenship: meeting the needs, expectations, and aspirations of
external stakeholders and the public. Every organization requires governance, and
the better an operation is governed, the more investment it will attract and the higher

it will perform.
1.3.2. ESG Scoring: different approaches and their background logic

Investing and chasing opportunities engaging projects and companies which better
perform in satisfying the previously listed features requires an objective and
quantitative method to avoid false information and allow to compare the options in
the market. To this purpose an aggregate output have been produced: the ESG
Score. “An organization’s ESG score is, simply put, a numerical measure of how it
is perceived to be performing on a wide range of environmental, social and
governance (ESG) topics.”'® It can be material for the company as for its
stakeholders, helping at the same time the organization internally and the wider
corporate ecosystem, to assess and understand ESG performance. The pillar word
for this system is “perception”. The score is in fact, a track of how the company
analyzed is seen to be performing, that means how its behavior concerning the ESG
criteria is reported. The matter is that in building an organization’s performance
there is a gap between what is real and what is perceived. Although a business may
have strong policy focused on emissions or social issues, if them are not registered

and released in the public market, it would not impact ESG score and, a direct

18 Alva Group (2021), What is an ESG score and how is it calculated? - https://www.alva-group.com/blog/what-is-an-
esg-score-and-how-is-it-calculated/
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consequence, engagement from aware investors. More importance could be given
to this metrics considering the entire universe of stakeholders related to the
company. A good perceived and measurable performance in this sense, attract also
employees interested in the social issues, allowing the best talent to choose the
company among the competitors. Higher “S” score means better work conditions,
higher possibility to be awarded for hard and successful work and build true and
sustainable loyalty. Moreover, NGOs and campaign groups are less likely to
negatively target companies with good ESG scores when they expose unsustainable

practices.

With the growing need to quantify a business’s ESG performance, different scoring
systems have emerged. Analysis companies offering various calculation processes
are offering to create bespoke ESG scores for clients, but, just as ESG scoring is the
measurement of perception rather than reality, so ESG data systems can be largely
subjective. For this reason, in the study proposed, the logic is to take in
consideration the most used and largely recognized systems by investors and the
market in general, which establish the basis to identify the best ESG-related indexes
and aggregates for choosing sustainable companies and derive information for any

useful analysis.
1. MSCI ESG Rating

MSCI is an acronym for Morgan Stanley Capital International. It is an investment
research firm that provides stock indexes, portfolio risk and performance analytics,
and governance tools to institutional investors and hedge funds. In 2004, MSCI
acquired Barra, a risk management and portfolio analytics firm, for approximately
83816.4 million. The merger of both entities resulted in a new firm, MSCI Barra,
which was spun off in an initial public offering (IPO) in 2007, and began trading
on the New York Stock Exchange (NYSE) under the stock ticker MSCI. The firm

became a fully independent, stand-alone public company in 2009."°

This rating is composed assessing thousands of data points across 35 ESG Key
Issues focusing on the intersection between a company’s core business and the
industry issues that can create significant risks and/or opportunities for a company.

Companies are rated on a AAA to CCC scale relative to the standards and

19 W. Kenton, Investopedia (2022), MSCI - https://www.investopedia.com/terms/m/msci.asp
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performance of their industry peers.?’ The model developed try to respond to four

questions:

e What are the major ESG risks and opportunities that a company is facing?

e How much is the company exposed to these risks/opportunities?

e How much is the company is able to manage them?

e What is the overall picture of the company and how does it compare to its industry

peers

921

Companies in the same industry generally face the same risks and opportunities

while individual exposure could vary. The rating system examinates only those

risks/opportunities which are material for the each industry, that means the

possibility for the company to generate loss/profit though it. Material risks are

identified using a quantitative model that looks at ranges and average values for
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externalized impacts such as carbon intensity, water intensity and injury rates (with

Figure 5 - Source: MSCI ESG Rating methodology

company-specific exceptions). These values are outputs derived starting from the

so-called “Key Issues”:

20 MSCI ESG Researching LLC (2022), MSCI ESG Ratings methodology
2l MSCI ESG Researching LLC (2022), MSCI ESG Ratings methodology




To obtain the final ESG score, the individual weights of the Key Issue scores are
calculated and then normalized relative to ESG Rating industry peers. Values
obtained in this way are not absolute but relative to a company’s industry peers.
After the right Key Issues have been selected for the Global Industry Classification
Standard (GICS) sub-industry, their weights are derived assessing the contribution
on the impact (high — low) in the industry and its time horizon (short term — long
term). Generally, E and S single weight stays in a range between 5% and 30%, while

G weight has minimum weight of 30%.

Expected Time frame for
Risk/Opportunity to Materialize

Short-Term Long-Term
(<2 years) (5+ years)

Level of Industry is major
Contribution to contributor to impact
Environmental or Industry is minor .
Social Impact contributor to impact Lowest Weight

Figure 6- Source: MSCI ESG Rating methodology
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Starting from the weights the system attributes a Key Issue risk-score considering
both the individual risk exposure and the management response to it. To score well,
the management needs to be commensurate with the level of exposure: a company
with high exposure must also have very strong management, whereas a company
with limited exposure can have a more modest approach. Conversely, a highly
exposed company with poor management will score worse than a company with the
same management practices but lower exposure to the risk. While Key Issues are
identified by looking quantitatively at each industry as a whole, individual
companies’ exposure to each issue will vary. MSCI ESG Ratings determine each
company’s exposure to key ESG risks based on a granular breakdown of its

business. Score goes from 0 to 10 for the exposure as for the management.

Key Issue Score=7-(MAX(exposure,2)-management)

22 MSCI ESG Researching LLC (2022), MSCI ESG Ratings methodology
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Figure 7 - Source: MSCI ESG Rating Methodology
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The Governance Pillar Score is an absolute value of a company’s governance that
uses a universal 0-10 scale. It is composed by the Theme Scores and the Key Issue
Scores that are individually calculated based on a deductive approach in which
points are deducted from a “perfect 10” based on the prompting of Key Metrics
across the underlying Key Issues. The final output is an Industry-Adjusted Score
(IAS), defined by the weighted average of the E, S and G score and normalized
based on score ranges set by benchmark values in the peer set. The following criteria

apply in setting the industry top and bottom benchmark values:

e The top benchmark value (“industry maximum score”) falls between the 95th and
100th percentile of modeled weighted average key issue scores (WAKIS) within an
ESG Rating Industry.

e The bottom benchmark value (“industry minimum score”) falls between the Oth and
5th percentile of modeled weighted average key issue scores (WAKIS) within an
ESG Rating Industry.

23 MSCI ESG Researching LLC (2022), MSCI ESG Ratings methodology



The Industry Adjusted Score corresponds to a rating between best (AAA) and worst
(CCC). These assessments of company performance are not absolute but are
explicitly intended to be relative to the standards and performance of a company’s

industry peers.

24

Leader/Laggard Final Industry-Adjusted Company Score

Average 5.714-7.143
BBB Average 4286 -5.714
Average 2.857 - 4.286

Figure 8 - Source: MSCI ESG Rating Methodology

MSCI ESG Research recalibrates these benchmark values on an annual basis to
reflect changes to underlying company data, methodology updates and fluctuations

in industry peer sets.
2. Sustainalytics ESG Rating

Sustainalytics, a Morningstar Company, is a leading independent ESG and
corporate governance research, ratings and analytics firm that supports investors
around the world with the development and implementation of responsible
investment strategies. Today, Sustainalytics works with hundreds of the world’s
leading asset managers and pension funds who incorporate ESG and corporate
governance information and assessments into their investment processes.
Sustainalytics also works with hundreds of companies and their financial

intermediaries to help them consider sustainability in policies, practices and capital

24 MSCI ESG Researching LLC (2022), MSCI ESG Ratings methodology



projects.”” The rating that it provides is based on the degree at which a company’s
economic value is at risk driven by ESG factors or, in other words, the magnitude
of the unmanaged ESG risks. The final rating is expressed as a quantitative score
and a risk category. The numerical part express units of unmanaged risks with a
lower score linked to a better performance and a safer risk category. The output is
on a 0-100 scale with the 95% of cases under the 50 points for the maximum level
of unmanaged risk, while the risk categories are ‘’negligible, low, medium, high,
severe’’. These categories are “absolute” in the sense that companies can be
compared among different sub-industries. The issue considered need to be
“material” for the organization, so they will have a potentially substantial impact
on the economic value of a company and, hence, its financial risk- and return profile

from an investment perspective.

The composition of the ESG risk rating is made up of three building blocks:
Corporate Governance, Material ESG issues (MEIs), and idiosyncratic risk issues.
Corporate Governance is the foundational element of the rating, reflecting the
conviction that bad governance involves more exposure to negative outputs in
managing typical risks. It applies to all companies universally, with no distinction
concerning the sub-industry and unmanaged Corporate Governance risks
contributes round about 20% on average, with some adjustments due to the other
ESG issues considered for each different sub-industry. Material ESG issues are
focused on a topic, or set of related topics, which require a common set of
management initiatives or a similar type of oversight. The assessment of material
ESG issues occurs at the subindustry level and is reviewed annually through a
comprehensive and structured process. At a company level, material ESG issues
can be removed from the rating if they are not relevant to the company’s business
model. The MEIs is the core and the center of the methodology and assumes that
ESG issues can impact the economic value of a company in a given industry in a
quite predictable manner. These kind of risks in fact, are based on the typical
business model and the related business environment a company is operating in. In
the case these issues became significant and material in an unpredictable manner

they turn as “idiosyncratic risks’’, which form the third building block of the

25 Sustainalytics (2021), ESG Risk Ratings - Methodology Abstract vers. 2.1 -
https://connect.sustainalytics.com/hubfs/INV/Methodology/Sustainalytics ESG%20Ratings_Methodology%20Abstract.

pdf
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methodology. Idiosyncratic Issues are ‘unpredictable’ or unexpected in the sense
that they are unrelated to the specific subindustry and the business model(s) that
can be found in that subindustry. For example, an accounting scandal is certainly
nothing that is more predictable in some industries than in others. It could happen
at any company across all sectors and, hence, falls outside of the logic with which
we capture subindustry-specific material ESG issues, and the market often
identifies as “black swan”. Idiosyncratic risk must pass a determined threshold to
represent a materiality, in the case they do, they are material only for the specific

company under review and do not affect the entire related sub-industry.

The quantitative score is a valuation of a two-dimensional architecture white
exposure as first dimension and management as the second one. Exposure can be
considered as a set of ESG-related factors that pose potential economic risks for
companies. Another way to think of exposure is as a company’s sensitivity or
vulnerability to ESG risks. Firstly, a Subindustry Exposure is assessed testing a set
of potentially relevant ESG issue for the companies that operate in the same
subindustry (characterized by roughly similar products and business models). Then
the sensitivity of the specific company is estimated through a Beta, that reflect the
degree to which a company’s exposure to a material ESG issues deviates from the
average exposure to that issue within its subindustry. To arrive at a company’s
exposure score for a particular ESG issue, the subindustry exposure score is
multiplied by the company’s issue Beta. Risk is divided into Unmanageable Risk
and Manageable Risk. The logic behind the second category assumes that for some
material ESG issues the risk cannot be fully managed. As a consequence, the
manageable element must be excluded using the Manageable Risk Factor (MRF),
expressed in percentage and generally comprised between the 30% and the 100%.
The second dimension of the methodology is the Management and the overall score
for a company is derived from a set of management indicators (policies,
management systems, certifications, etc.) and outcome-focused indicators.
Outcome-focused indicators measure management performance either directly in
quantitative terms (e.g. CO2 emissions or CO2 intensity) or via a company’s
involvement in controversies (represented by the company’s event indicators). ESG
indicators are the smallest assessment unit used to measure a company’s
management of ESG issues. They provide a systematic and consistent way of

assessing clearly delineated and standardized criteria. These criteria are based on



key areas of risk or best practices that help to distinguish between the performance

of different companies. Indicators are scored on a scale of 1-100.

The final ESG Risk Ratings scores are a measure of unmanaged risk, which is
defined as material ESG risk that has not been managed by a company. It includes
two types of risk: unmanageable risk, which cannot be addressed by company
initiatives