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Does 'ESG" Mean the Same Thing to You and Your Client?

Morningstar Investment Management LLC  Key Takeaways
February 2021 » ESG investing presents a vast array of products, issues, and terminology.

» Individuals interested in ESG portfolios tend to be focused on values.

» It's important for financial advisors to be able to understand which values are important to each client,

Paul Amold, CFA and to be able to help meet each client's need with a portfolio that addresses their values.

Portfolio Manager, Co-Head of Asset Lo . . . . . .
Allocation Strategies » The key to finding an appropriate match is knowing which values a portfolio reduces or eliminates and

ESG Asset Allocation Strategy Lead which it does not.

The Conversation

ESG investing is still new to many investors, and the jargon abounds. Further confusing things, ESG
terms are used differently within the industry, making it hard at times to know whether a portfolio is
offering what you think it is. In a 2017 survey' of institutional investors (like pension funds), 56% of those
adopting ESG investing said there was a lack of clarity over ESG terminology within their organization.

ESG investing also employs different strategies. Some focus on how ESG risks may affect investments,
while others invest directly in ESG change (like solar power technology or green bonds).

Meanwhile, individuals who seek ESG portfolios tend to focus on values. A 2019 Morgan Stanley survey?
of 800 individual investors found that 84% wanted their investments to fit their values, which are unique
to each person. Some want to avoid investing in anything contrary to their values, while others want to
support change in one or more areas. Those areas range from climate change to diversity to faith-based
values.

Given the vast array of potential client values on one hand and growing library of ESG investments on
the other, it's important that financial advisors come to a mutual understanding of their clients’
motivations for ESG investing, matching specific values with appropriate investment options. The first
step is an in-depth conversation with the client to understand their needs.

1 State Street Global Advisors, ESG Institutional Investor Survey, "Performing for the Future." Survey conducted by Longitude Research in December
2016 to January 2017 of senior executives with asset allocation responsibilities at 475 institutions. https://www.ssga.com/investment-
topics/environmental-social-governance/2017/esg-institutional-investor-survey-us.PDF

2 Morgan Stanley Institute for Sustainable Investing, "Sustainable Signals: Individual Investor Interest Driven by Impact, Conviction and Choice."
Brunswick Insight surveyed 800 individual investors with minimum investable assets of $100,000 in February 2019.
https://www.morganstanley.com/pub/content/dam/msdotcom/infographics/sustainable-
investing/Sustainable_Signals_Individual_Investor_White_Paper_Final.pdf
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The Match

The next step is careful due diligence on ESG investment portfolios available to your client. An advisor
should know each portfolio thoroughly to be able to discuss how it would address the client’s values.

While many investors may not notice minor differences between standard multi-asset portfolios, ESG

investors who learn their portfolio isn't aligned to their values will likely become concerned.

To illustrate differences between portfolios, we've compared exposures of the Morningstar ESG
Aggressive Growth portfolio® to those of its composite benchmark, represented by four non-ESG-focused
ETFs.* We would expect managers of other ESG portfolios would provide similar information to investors.

We used Morningstar involvement data to tease out ESG value differences between the two portfolios.
“Involvement” refers to any part of a company involved in that issue. So, carbon involvement includes
companies whose businesses touch on each of the issues in Exhibit 1.

Exhibit 1 Percent of Portfolio Assets With Carbon Involvement
12%
m Morningstar ESG Aggressive Growth Custom Benchmark
10%
8%
6%

4%

2%

. I = A _ 1 |

Fossil Fuels  Thermal Coal Thermal Coal  Oil Sands  Avrctic il & Carbon 0il & Gas 0il & Gas 0il & Gas
Power Extraction Extraction Gas Solutions Production  Products &  Generation
Generation Exploration Service

Source: Morningstar Direct. Data as of 01/26/2021. See footnote 4 for a description of the Custom Benchmark.

We can see that the Morningstar ESG Aggressive Growth portfolio has substantially less carbon
involvement than the benchmark in areas like Fossil Fuel, Carbon Solutions, or Qil & Gas Production,
while having minimal involvement in areas like Thermal Coal Extraction, Oil Sands Extraction, Arctic Oil &
Gas Exploration. Emissions for portfolio companies are substantially lower, too.

3 Morningstar Investment Management runs five portfolios in the ESG Asset Allocation series. We used the ESG Aggressive Growth portfolio for this
analysis because it holds the highest percentage of stocks. ESG data is far mare plentiful for equity assets than for fixed-income ones, so using the
highest stock portfolio seemed the best fit to illustrate differences to benchmark.

4 The benchmark is composed of 45% U.S. stocks (Vanguard Russell 3000 ETF, or VTHR), 28% international stocks (iShares Core MSCI Total
International Stock ETF, or IXUS), 3% U.S. bonds (iShares Core Total USD Bond Market ETF, or IUSB), and 2% cash (SPDR Bloomberg Barclays 1-3
Month T-Bill ETF, or BIL).
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Note that our portfolio does not target reduction or elimination of any specific factors—carbon or
otherwise —and that we wouldn't say that it removes exposure to any of the factors on the chart. Our
approach is designed to balance sustainable goals with an investor’s financial goals, rather than provide
a highly sustainable portfolio at all costs.

Exhibit 2 Percent of Portfolio Assets With Product Involvement
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Source: Morningstar Direct. Data as of 01/26/2021. See footnote 4 for a description of the Custom Benchmark.
Exhibit 3 Number of Partfolio Holdings With Product Involvement
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Source: Morningstar Direct. Data as of 01/26/2021. See footnote 4 for a description of the Custom Benchmark.



Page 4 of 6

Does 'ESG' Mean the Same Thing to You and Your Client? | February 2021

Again, that distinction may be of great importance to one client, while another would prefer the balance
we've sought to build into our ESG Asset Allocation series.

Next, let’s look at product involvement data, where we see a similar pattern as for carbon
involvement—the Morningstar ESG Aggressive Growth portfolio lowers® but does not eliminate
exposure to the products listed.

The two graphs above display this data in two ways. Exhibit 2 shows the percent of holdings involved in
each issue. Note that if any part of a company is involved, the entire company’s assets are included,
such that a large company’s involvement more powerfully raises the involvement percentage than a
smaller company would. Exhibit 3 shows the number of holdings with involvement; this approach treats
each investment equally.

Like with carbon involvement, this portfolio beats its benchmark in offering investors a more ESG-
friendly set of investments. However, it (and its benchmark) might not be right for the investor looking to
screen out companies involved in various activities.

The Recommendation

Your clients come to you for your investment expertise. But some clients might have a lot more
knowledge in ESG than they have with investing, or they might know an awful lot about one area within
ESG.

A safe recommendation needs to be well-informed, and it helps if your portfolio uses a range of ESG
strategies to appeal to a wide variety of clients. Still, not every ESG portfolio will appeal to every
investor. It's important for advisors to make an appropriate match and be willing to be flexible to find a
portfolio that has a stronger commitment to certain ESG factors, or to maintaining returns as close to a
non-ESG portfolio as possible. Il

5 Regarding Animal Testing, the portfolio lowers the number of holdings on this issue, but the asset level as a percentage of the overall portfolio is
higher for the portfolio versus the benchmark.
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Disclosures

Opinions expressed are as of the current date; such opinions are subject to change without notice. Morningstar Investment
Management shall not be responsible for any trading decisions, damages, or other losses resulting from, or related to, the
information, data, analyses or opinions or their use. This commentary is for informational purposes only. The information, data,
analyses, and opinions presented herein do not constitute investment advice, are provided solely for informational purposes and
therefore are not an offer to buy or sell a security. Please note that references to specific securities or other investment options
within this piece should not be considered an offer (as defined by the Securities and Exchange Act) to purchase or sell that specific
investment. Performance data shown represents past performance. Past performance does not guarantee future results.

All investments involve risk, including the loss of principal. There can be no assurance that any financial strategy will be
successful. Morningstar Investment Management does not guarantee that the results of their advice, recommendations or
objectives of a strategy will be achieved.

won "o

This commentary contains certain forward-looking statements. We use words such as “expects”, “anticipates”, “believes”,
“gstimates”, “forecasts”, and similar expressions to identify forward-looking statements. Such forward-looking statements involve
known and unknown risks, uncertainties and other factors which may cause the actual results to differ materially and/or
substantially from any future results, performance or achievements expressed or implied by those projected in the forward-looking

statements for any reason. Past performance does not guarantee future results.

Morningstar® Managed Portfolios™ are offered by the entities within Morningstar's Investment Management group, which
includes subsidiaries of Morningstar, Inc. that are authorized in the appropriate jurisdiction to provide consulting or advisory
services in North America, Europe, Asia, Australia, and Africa. In the United States, Morningstar Managed Portfolios are offered by
Morningstar Investment Services LLC or Morningstar Investment Management LLC, both registered investment advisers, as part of
various advisory services offered on a discretionary or non-discretionary basis. Portfolio construction and on-going monitoring and
maintenance of the portfolios within the program is provided on Morningstar Investment Services behalf by Morningstar
Investment Management LLC. Morningstar Managed Portfolios offered by Morningstar Investment Services LLC or Morningstar
Investment Management LLC are intended for citizens or legal residents of the United States or its territories and can only be
offered by a registered investment adviser or investment adviser representative.

Investing in international securities involve additional risks. These risks include, but are not limited to, currency risk, political risk,
and risk associated with varying accounting standards. Investing in emerging markets may increase these risks. Emerging markets
are countries with relatively young stock and bond markets. Typically, emerging-markets investments have the potential for losses
and gains larger than those of developed-market investments.

A debt security refers to money borrowed that must be repaid that has a fixed amount, a maturity date(s), and usually a specific
rate of interest. Some debt securities are discounted in the original purchase price. Examples of debt securities are treasury bills,
bonds and commercial paper. The borrower pays interest for the use of the money and pays the principal amount on a specified
date.

The indexes noted are unmanaged and cannot be directly invested in. Individual index performance is provided as a reference only.
Since indexes and/or composition levels may change over time, actual return and risk characteristics may be higher or lower than
those presented. Although index performance data is gathered from reliable sources, Morningstar Investment Management
cannot guarantee its accuracy, completeness or reliability.
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About Morningstar’s Investment Management Group

Your investment goals matter to us. Qur mission is to empower investor success by building investment
portfolios selected by your financial advisor. Our world-class investment strategies draw on our core
capabilities in research, asset allocation, investment selection, and portfolio construction. Our
investment professionals are located around the world, which provides both a global point of view and
local market expertise.

Based on a proprietary valuation-driven asset allocation process, our strategies offer investors a range of
multi-asset risk- and outcome-based strategies designed to help meet a variety of goals. Also, our
separately managed accounts offer concentrated portfolios of our portfolio managers' best ideas. We
put more than 35 years of investment experience to work in every portfolio we manage to offer you a
better investing experience, because your journey also matters.

For More Information

Phone:  + 1877 626-3227

Email:  ManagedPortfolios.US@morningstar.com
Online:  www.mp.morningstar.com

MAORNINGSTAR

22 West Washington Street
Chicago, IL 60602 USA

©2021 Morningstar Investment Management LLC. All rights reserved. The Morningstar name and logo are registered marks of
Morningstar, Inc. Morningstar Investment Services LLC is a registered investment adviser and subsidiary of Morningstar
Investment Management LLC. Portfolio construction and ongoing monitoring and maintenance of the model portfolios discussed
herein is provided on Morningstar Investment Services' behalf by Morningstar Investment Management LLC.
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