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An Integrated Approach to ESG
and Quality

« ESG factors are key considerations in evaluating a
company’s quality and sustainable growth prospects.

« State Street’s Fundamental Growth and Core (FGC)
Equity team has a long history of integrating ESG
concepts into its fundamental analysis of companies.

« We incorporate ESG considerations into the quality
assessment of a company using a proprietary metric
called the Confidence Quotient (CQ), based on our
belief that companies that are strong in ESG are more
likely to deliver the sustainable growth we seek.

In the past, environmental, social and governance (ESG) considerations were often used as
overlays in existing portfolios, i.e., as screening tools rather than as an integrated component
of the investment process. The last decade has seen a shift by asset managers toward
incorporating ESG concepts into their investment philosophies, with the aim of enhancing
alpha generation and risk mitigation.

While some investment managers are just waking up to the idea of incorporating ESG into
their investment process to meet client needs, State Street’s Fundamental Growth and Core
(FGC) Equity team has a long history of integrating ESG concepts into its fundamental analysis
of companies.

Our team and investment philosophy are united by a common belief — that quality companies
with sustainable growth at attractive valuations can drive above-average, long-term investment
returns. We incorporate ESG considerations into the quality assessment of a company using a
proprietary metric called the Confidence Quotient (CQ), based on our belief that companies that
are strong in ESG are more likely to deliver the sustainable growth we seek. ESG considerations
are therefore integral to our alpha thesis and are not merely an overlay in the process.
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The FGC team is focused on sustainability in every sense of the word. “Sustainable growth”
refers to the durability of a company’s competitive advantage over the long term. The team
firmly believes that companies with superior ESG practices that are material to their business
are better positioned for sustainable growth over the long run. Having access to R-Factor™ —
State Street’s transparent scoring model built on best-in-class data about financially material
sustainability factors — as well as our firm’s industry-leading insights about asset stewardship,
have strengthened the team’s effort to incorporate ESG into our investment process.

Our mission is to invest responsibly to enable economic
prosperity and social progress.

—State Street Global Advisors Mission Statement

Figure 1
Core Strengths of the What is R-Factor?
R-Factor Methodology
A transparent ESG scoring system aligned with SASB designed to address challenges in ESG
infrastructure and help build more sustainable capital markets
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"Serafeim Khan et al. “Corporate Performance: First Evidence of Materiality. * HBR 2017.
Source: State Street Global Advisors. For additional information on R-Factor methodology, see the R-Factor™ Scoring
Model whitepaper.

The Fundamental Drawing on our fiduciary heritage, we invest as long-term asset owners. Our bottom-up research
Research Process: process is built on the three pillars of our philosophy: quality, sustainable growth and reasonable
The Confidence valuation. It begins with a screening process that seeks to identify companies that merit further

. fundamental analysis. The screening process is based upon a quantitative scoring methodology
Quotient (CQ) and an . . . :

that uses a number of factors, including measures of quality, growth, momentum and valuation.

Integrated Approach
to Measuring Quality Our analysts then seek to develop conviction through deep fundamental analysis. Research

analysts conduct both quantitative and qualitative analyses. On the quantitative side, analysts
develop forward-looking models, which include estimates of cash earnings, yield, growth rates,
profitability and price targets. They also produce an estimate of each company’s long-term
sustainable growth rate. Valuation is paired with sustainable growth rate to identify companies
that are attractive on a growth-at-a-reasonable-price basis.
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Figure 2

ESG Integration
in Confidence
Quotients

Qualitative analysis is founded on the FGC team’s proprietary Confidence Quotient framework.
CQs allow analysts to quantify key characteristics of a company, such as market position,
management strength and overall transparency; a numeric score indicates the analysts’
confidence in the company. CQ is a measure of company quality and an indicator of our
conviction in the company’s ability to deliver long-term sustainable growth. Unlike factor
definitions of quality, CQ is forward-looking and is based on the deep industry and company
knowledge of our team.

We believe that ESG factors are important considerations in evaluating the quality of a company
and the sustainability of its growth. We explicitly incorporate ESG factors into the CQ evaluation.
This includes assessments of a company’s governance, labor practices and environmental
concerns. We believe that strong ESG practices enhance the sustainability of a company’s
business model, and such practices would therefore likely raise a company’s CQ score, making
that company more attractive in our framework.

ESG factors are key considerations in evaluating a company’s quality and sustainable
growth prospects.

Management Management/board diversity
Code of conduct/anti-corruption
Governance

Market Position Fair labor standards

Environmental track record

Fundamental Momentum Exposure to environmental/regulatory changes
Financial Condition Exposure to environmental/regulatory fines
Transparency Disclosure

Source: State Street Global Advisors.

ESG is not a new addition to the Confidence Quotient. ESG concepts have been integrated in CQ
since the framework was developed in 2002, but over time this has evolved and become more
formalized. Enhancements to the process have included the incorporation of external sources of
ESG information, such as Sustainalytics and, more recently, State Street’s R-Factor, to augment
the analysis. In addition, we have increased the rigor of our CQ process by adding additional
detailed questions to the CQ scorecards, including questions about specific ESG factors.

Finally, we have significantly improved our visibility into ESG issues by using automated data
visualization tools (see Figure 3) and detailed R-Factor reports.

Our analysts may disagree with an external source’s view on a company. We want our analysts
to apply independent judgment, and this includes the realm of ESG. We are forward-looking

and seek to anticipate improvement or deterioration in a company’s prospects, whereas many
external sources tend to be backward-looking. We rely on our analysts’ original and independent
research to determine the appropriate CQ assessment of a company’s quality, including the
ESG evaluation.
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Figure 3
ESG Scorecard

Our proprietary ESG dashboard gives a full breakdown of R-Factor (company’s name has

been removed).

Security Details

Score Global Universe | Universe | Global Industry Industry
Avg % Rating Industry Avg | % Rating
Name R Factor Score 86.91 | 50.00 99.50 Leader 49.80 100 Leader
Bloomberg Ticker ESG Score (90%) 86.26 | 50.00 | — — 49 .91 — _
SICS Industry | Processed Foods| Corp Gov Score (10%) | 63.82 | 49.55 | — — 48 .51 — —
Total Universe 7289 — Total Universe 114
Population Industry Population

Category Score Global Ind. Avg Global Ind. Avg
Energy Management 68.72 50.75 56.81
Wastewater Management 77.74 47.52 53.98

Category Score Global Ind. Avg Global Ind. Avg
Product Quality Safety 76.32 54.55 62.18
Customer Welfare 63.48 48.16 53.67
Selling Practices Product Labelling 75.42 46.75 49.22

Category Score Global Ind. Avg Global Ind. Avg
Product Design Lifecycle Management 74.67 45.26 50.73
Supply Chain Management 65.99 48.60 62.06
Material Sourcing Efficiency 69.42 48.92 60.24

Source: State Street Global Advisors.
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Figure 4

State Street’s
Confidence Quotient
and R-Factor Score
for Global Equity
Select Strategy

Other than manufacturers of certain controversial weapons, we do not explicitly exclude
companies with low ESG performance from consideration unless directed by a client. Instead, we
rely on our investment process — focused on quality and sustainable growth — to find attractive
investments (which includes attractiveness using an ESG lens). Industries like tobacco are less
likely to be attractive because of ESG headwinds, and therefore they are unlikely to exhibit the
sustainable growth that we seek. This results in portfolios that have a positive ESG tilt that comes
from the natural bias of our investment philosophy.

The R-Factor model assigns a score and a qualitative rating to almost all companies in our
universe. Figure 4 shows the relationship between R-Factor scores and CQ scores for companies
in our Global Equity Select and Research portfolios. Most of our positions have a strong CQ
score and a qualitative R-Factor score of “Outperformer” or “Leader,” which indicates a positive
correlation between fundamental quality and ESG. Compared to the market, the Global Equity
Select strategy also has a positive ESG tilt as measured by R-Factor (see Figure 5).

ESG considerations are an inherent part of our investment approach because we believe they
will improve our assessment of sustainable growth and therefore our alpha generation. As an
example of this, in the five years leading up to March 31,2020, the allocation impact of the ESG tilt
shown in Figure 5 accounted for roughly 10 percent of the strategy’s alpha during this time period.

Confidence Quotient and R-Factor scores for State Street’s Global Equity Select strategy
(bubbles) and research holdings (dots) demonstrate a tilt toward both high CQ and high R-Factor
scores. (Bubble size represents amount of overweight versus the MSCI All Country World Index).

Low CQ HighCQ

R-Factor Leader

R-Factor Outperformer )

R-Factor Average

R-Factor

R-Factor Underperformer

R-Factor Laggard

Confidence Quotient (CQ)

8 Non-US Developed B US Emerging Markets

Source: State Street Global Advisors.
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Figure &

State Street Global
Equity Select vs.
MSCI All Country
World Index
R-Factor Exposure

Hl Global Equity Select
I MSCIACWI

R-Factor exposure of State Street’s Global Equity Select strategy versus R-Factor exposure of
the MSCI All Country Index:

48%

13%

0%

Leader Outperformer Average Underperformer

Source: State Street Global Advisors.
Note: Total does not sum to 100% for MSCI ACWI because of 6% unclassified securities.

One example demonstrating ESG integration is a U.S.-based manufacturer of heating, ventilation
and air-conditioning (HVAC) equipment that was held in State Street’s US Equity Select and
Global Equity Select Strategies as of March 31,2020. The company is rated as a “Leader” in

the R-Factor framework. It is a longtime leader in HVAC product innovation, with a focus on
advancements in sustainability. The company is committed to reducing its customers’ carbon
emissions by changing the way the world heats and cools buildings and moves refrigerated

food, medicines and other perishables. It is strong in ESG both in its core mission as well as its
adherence to ESG precepts such as governance and disclosures. In our framework, it has a high
CQ, reflecting its ESG strength and strong management and market position.

Portfolio Company
Engagement

The FGC team has developed synergies with State Street Global Advisors’ broader ESG efforts.
Not only do we incorporate ESG considerations into our fundamental analysis, but we also work
closely with the firm’'s Asset Stewardship team to engage with companies. As one of the largest
asset managers in the world, State Street Global Advisors engages with companies regularly, and
we leverage State Street Global Advisors’ scale and breadth in the marketplace to provide our
analysts with access to company management. In the same vein, the FGC team’s analysts serve
as a resource to the Asset Stewardship team, providing comprehensive insight on company
engagements to inform action. As State Street Global Advisors continues to strengthen its
position as an industry leader in ESG topics, companies seek our input to improve their efforts

in responsible and sustainable best practices.
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A recent example of engagement on ESG issues took place during a large takeover bid between
two companies that the FGC team held active positions in (and which SSGA broadly was a large
shareholder of). State Street’s prominence as a shareholder is an advantage of our scale. In

this case, we had rare access to top management and the boards of both companies. We had
multiple conference calls with the chief executive officers and lead directors. Also, because the
takeover company was looking to nominate six new board members to form a majority on the
other company’s board, we were able to host a meeting in our offices that included the takeover
company’s chief executive officer, chief financial officer, four of the six board nominees in person,
and one board nominee on the phone. This access enabled us to properly score each company
from a governance perspective, as well as to assess and develop much deeper conviction about
the relative strengths and weaknesses of each company’s management teams and strategies.
This ultimately informed our decision about whether to continue to hold each stock through the
merger process and beyond.

Conclusion

A core value of the Fundamental Growth and Core team is what we call a fiduciary mindset.
Our heritage, which spans decades, began as the fiduciary for a large pension plan. From those
roots, we have developed an approach to investing founded on basic tenets that include a strict
adherence to compliance, strong risk-awareness, a focus on company quality, and a long-term
perspective that requires process discipline. At its core, ESG is about long-term sustainability
and is therefore integral to our fiduciary mindset. From the beginning, ESG concepts have been
embedded in our investment approach’s assessment of company quality, and we believe that
ESG principles are a key driver of long-term sustainable growth. We take an ESG-integrated
approach not just because it’s the right thing to do but also because it’s an intrinsic part of our
investment philosophy, which we firmly believe will lead to higher alpha.

Related Resources

To learn more about our Fundamental Growth and Core Equity or ESG Solutions, please contact
your State Street Global Advisors Relationship Manager at SSGAlnstitutional@ssga.com.

Additional information regarding State Street Global Advisors ESG investment approach can be
found on our website at ssga.com/esg.

Contributors

Alison Gardner, CAIA Thomas Kronzer, CFA Nicholas Trager
Portfolio Strategist Portfolio Strategist Portfolio Specialist
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About State Street
Global Advisors

For four decades, State Street Global Advisors has served the world’s governments, institutions
and financial advisors. With a rigorous, risk-aware approach built on research, analysis and
market-tested experience, we build from a breadth of active and index strategies to create cost-
effective solutions. As stewards, we help portfolio companies see that what is fair for people and
sustainable for the planet can deliver long-term performance. And, as pioneers in index, ETF,
and ESG investing, we are always inventing new ways to invest. As a result, we have become the
world’s third-largest asset manager with US $2.69 trillion* under our care.

* AUM reflects approximately $50.01 billion USD (as of March 31,2020), with respect to which State Street Global
Advisors Funds Distributors, LLC (SSGA FD) serves as marketing agent; SSGA FD and State Street Global Advisors

are affiliated.

ssga.com

State Street Global Advisors
Worldwide Entities

Abu Dhabi: State Street Global Advisors
Limited, ADGM Branch, Al Khatem Tower,

Suite 42801, Level 28, ADGM Square, Al

Maryah Island, PO Box 76404, Abu Dhabi,
United Arab Emirates. Regulated by the ADGM
Financial Services Regulatory Authority.
T:+9712 245 9000. Australia: State Street
Global Advisors, Australia, Limited (ABN 42 003
914 225) is the holder of an Australian Financial
Services Licence (AFSL Number 238276).
Registered office: Level 14, 420 George Street,
Sydney, NSW 2000, Australia T: +612 9240-
7600 F: +612 9240-7611. Belgium: State Street
Global Advisors Belgium, Chaussée de La Hulpe
120,1000 Brussels, Belgium. T: 32 2 663 2036.
F:3226722077.SSGA Belgium is a branch
office of State Street Global Advisors Ireland
Limited. State Street Global Advisors Ireland
Limited, registered in Ireland with company
number 145221, authorized and regulated by the
Central Bank of Ireland, and whose registered
office is at 78 Sir John Rogerson’s Quay, Dublin
2. Canada: State Street Global Advisors, Ltd.,
1981 McGill College Avenue, Suite 500, Montreal,
Quebec, H3A 3A8, T: +514 282 2400 and 30
Adelaide Street East Suite 800, Toronto, Ontario
M5C 3G6. T: +647 775 5900. France: State
Street Global Advisors Ireland Limited, Paris
branch is a branch of State Street Global
Advisors Ireland Limited, registered in Ireland
with company number 145221, authorized and
regulated by the Central Bank of Ireland, and
whose registered office is at 78 Sir John
Rogerson’s Quay, Dublin 2. State Street Global
Advisors Ireland Limited, Paris Branch, is
registered in France with company number RCS
Nanterre 832 734 602 and whose office is at
Immeuble Défense Plaza, 23-25 rue Delariviere-
Lefoullon, 92064 Paris La Défense Cedex,
France. T: (+33) 144 45 40 00.

F:(+33) 144 45 4192. Germany: State

Street Global Advisors GmbH, Brienner

Strasse 59, D-80333 Munich. Authorized

and regulated by the Bundesanstalt fiir
Finanzdienstleistungsaufsicht (‘BaFin”).
Registered with the Register of Commerce
Munich HRB 121381. T: +49 (0)89-55878-400.
F: +49 (0)89-55878-440. Hong Kong: State
Street Global Advisors Asia Limited, 68/F, Two
International Finance Centre, 8 Finance Street,
Central, Hong Kong. T: +852 2103-0288. F: +852
2103-0200. Ireland: State Street Global
Advisors Ireland Limited is regulated by the
Central Bank of Ireland. Registered office
address 78 Sir John Rogerson’s Quay, Dublin 2.
Registered number 145221, T: +353 (0)1 776
3000. F: +353 (0)1 776 3300. Italy: State Street
Global Advisors Ireland Limited, Milan Branch
(Sede Secondaria di Milano) is a branch of
State Street Global Advisors Ireland Limited,
registered in Ireland with company number
145221, authorized and regulated by the Central
Bank of Ireland, and whose registered office is
at 78 Sir John Rogerson’s Quay, Dublin 2. State
Street Global Advisors Ireland Limited, Milan
Branch (Sede Secondaria di Milano), is
registered in Italy with company number
10495250960 - R.E.A. 25635685 and VAT
number 10495250960 and whose office is at
Via Ferrante Aporti, 10 - 20125 Milano, Italy.
T:+39 02 32066 100. F: +39 02 32066 155.
Japan: State Street Global Advisors (Japan)
Co., Ltd., Toranomon Hills Mori Tower 25F 1-23-1
Toranomon, Minato-ku, Tokyo 105-6325 Japan.
T: +81-3-45630-7380 Financial Instruments
Business Operator, Kanto Local Financial
Bureau (Kinsho #345), Membership: Japan
Investment Advisers Association, The
Investment Trust Association, Japan, Japan
Securities Dealers’ Association. Netherlands:
State Street Global Advisors Netherlands,
Apollo Building, 7th floor Herikerbergweg 29
1101 CN Amsterdam, Netherlands. T: 3120
T181701. SSGA Netherlands is a branch office of
State Street Global Advisors Ireland Limited,
registered in Ireland with company number
145221, authorized and regulated by the Central
Bank of Ireland, and whose registered office is
at 78 Sir John Rogerson’s Quay, Dublin 2.
Singapore: State Street Global Advisors
Singapore Limited, 168, Robinson Road, #33-01
Capital Tower, Singapore 068912 (Company

Reg. No: 200002719D, regulated by the
Monetary Authority of Singapore). T: +65
6826-7555. F: +65 6826-7501. Switzerland:
State Street Global Advisors AG, Beethovenstr.
19, CH-8027 Zurich. Authorized and regulated
by the Eidgendssische Finanzmarktaufsicht
(‘FINMA"). Registered with the Register of
Commerce Zurich CHE-105.078458. T: +41
(0)44 24570 00. F: +41(0)44 245 70 16.
United Kingdom: State Street Global Advisors
Limited. Authorized and regulated by the
Financial Conduct Authority. Registered in
England. Registered No. 25609928. VAT No.
577659181. Registered office: 20 Churchill
Place, Canary Wharf, London, E14 5HJ.

T:020 3395 6000. F: 020 3395 6350.
United States: State Street Global Advisors,
One Iron Street, Boston, MA 02210-1641.

T: +1617 786 3000.

Investing involves risk including the risk of loss
of principal.

Responsible-Factor (R Factor) scoring is
designed by State Street to reflect certain ESG
characteristics and does not represent
investment performance. Results generated out
of the scoring model is based on sustainability
and corporate governance dimensions of a
scored entity.

The returns on a portfolio of securities which
exclude companies that do not meet the
portfolio’s specified ESG criteria may trail the
returns on a portfolio of securities which include
such companies. A portfolio’s ESG criteria may
result in the portfolio investing in industry
sectors or securities which underperform the
market as a whole.

The views expressed in this material are the
views of the Fundamental Growth and Core
Equity Team through the period 30 April 2020
and are subject to change based on market and
other conditions. This document contains
certain statements that may be deemed
forward looking statements. Please note that
any such statements are not guarantees of any
future performance and actual results or
developments may differ materially from those
projected. The whole or any part of this work
may not be reproduced, copied or transmitted

or any of its contents disclosed to third parties
without SSGA's express written consent.
Allinformation is from SSGA unless otherwise
noted and has been obtained from sources
believed to be reliable, but its accuracy is not
guaranteed. There is no representation or
warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions
based on such information and it should not be
relied on as such.

The information provided does not
constitute investment advice as such term
is defined under the Markets in Financial
Instruments Directive (2014/65/EU) and
it should not be relied on as such. It should
not be considered a solicitation to buy or
an offer to sell any investment. It does
not take into account any investor’s or
potential investor’s particular investment
objectives, strategies, tax status, risk
appetite or investment horizon. If you
require investment advice you should
consult your tax and financial or other
professional advisor.

Investing in foreign domiciled securities may
involve risk of capital loss from unfavorable
fluctuation in currency values, withholding
taxes, from differences in generally accepted
accounting principles or from economic or
political instability in other nations.

Past performance is not a guarantee of

future results.

Equity securities may fluctuate in value

in response to the activities of individual
companies and general market and

economic conditions.

The trademarks and service marks referenced
herein are the property of their respective
owners. Third party data providers make no
warranties or representations of any kind
relating to the accuracy, completeness or
timeliness of the data and have no liability for
damages of any kind relating to the use of
such data.
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