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Be prepared.
Make an impact.
Smarter climate benchmarks.

STOXX® — the most trusted name in European index benchmarks —
offers two solutions to meet EU Climate Benchmark Regulation and go beyond:

STOXX® Climate Transition Benchmark Indices (CTB)
STOXX® Paris-Aligned Benchmark Indices (PAB)

> Unlock more opportunities for impact.
> Encourage corporate engagement.
> Maximize best-in-class data.

STOXX Climate Indices are designed to facilitate the shift in investments towards a
low-carbon economy and to align investments to the Paris Climate Agreement.

All STOXX Indices are rules-based, transparent and have
best-in-class data quality.

@ Qontigo Sustainable Investment Ecosystem
Intelligent solutions for strategic sustainability.

Find out which climate benchmark

is right for your strategy today. QO NTI GO>:

gontigo.com/climate-indices AXIOMA | DAY | STOXX
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K& Ve are convinced that ESG indices
are going to become the new normal.
The latest climate benchmarks
published by the EU Commission are
creating a regulatory revolution and
they will be key to supporting the
tremendous growth that we see in
sustainable investment. § §
Rodolphe Bocquet, Qontigo
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Indices play increasingly
important role in the
investment world

By Beverly Chandler

Index Standard, and one of the interviewees in this report.

Indices may not be equal but the variety and range of indices in the
modern world is staggering, driven partly by the huge growth in investment funds
that are based upon them. According to the Index Industry Association (the lIA),
there are now over three million indices globally.

Indices are indicators of the health of an economy, tools for benchmarking
and, increasingly, the foundations of popular exchange traded investments - indi-
ces underpin our investment world.

A stock market index is a mathematical construct based on the value of
the stocks within a part of a stock market. It cannot be invested in directly, but
supports derivatives and other financial instruments, and funds based upon its
existence.

While an index’s primary function is to measure the performance of its
underlying stocks, allowing analysis and benchmarking, increasingly indices
are being used for pooled investment either through tracking in index funds or
through the powerful ETF sector and through the filtration process of selecting
specific factors.

And the IIA’s latest survey, the fourth since its launch, finds that ESG is domi-
nating the business. The number of ESG indices globally rose by 40.2 per cent in
the past year following a 13.9 per cent rise from 2018 to 2019, registering the high-
est year-on-year increase in any single major index class in the survey's history.

Rodolphe Bocquet, Global Head of Sustainable Investment at Qontigo talks
in this report about the role of ESG investing going forward and how Qontigo is
developing the next generation of indices.

“We are convinced that ESG indices are going to become the new normal,”
says Bocquet. “The latest climate benchmarks published by the EU Commission
are creating a regulatory revolution and they will be key to supporting the tremen-
dous growth that we see in sustainable investment.”

Fixed income growth has also been steady, with a nearly 15 per cent rise in
the number of indices measuring global bond markets over the past two years,
with notable growth in the ESG sector as product issuers look to build more-di-
versified and ESG-compliant products.

The Index Standard'’s Black, believes that it is really the indices behind the ETF
products that drive returns and when thinking about an allocation to ETFs, inves-
tors should start first by identifying the most robust and well-designed indices.

“It used to be that with high fees at 15 or 2 per cent, it was a simple case of
picking a low fee ETF product. But now with the average fee around 19 basis
points, it is the performance of the index itself that should come under scrutiny.” l

N ot all indices are created equal says Laurence Black, founder of The
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ESG investing — no longer
the exception but the rule

By Philippa Aylmer

ith the new European Union emission intensity relative to an underlying
\/\/ Climate Benchmarks standards investment universe or parent index (-30 per
published into law earlier this year, cent and -50 per cent respectively).
Rodolphe Bocquet, Global Head of Sustainable Indices also need to be sufficiently exposed
Investment at Qontigo talks about the role of to sectors with high impact on climate change
ESG investing going forward and how Qontigo and should be able to reduce their own GHG
is developing the next generation of indices. emission intensity by at least 7 per cent on
“We are convinced that ESG indices are average every year.
going to become the new normal,” says Until now, one of the ways to decarbon-
Bocquet. “The latest climate benchmarks pub- ise was to shift away from the GHG sector.
lished by the EU Commission are creating a However, the EU climate benchmarks require
regulatory revolution and they will be key to that minimum exposure to sectors highly
supporting the tremendous growth that we exposed to climate change issues should be
see in sustainable investment.” at least equal to equity market benchmark
The EU benchmarks provide a set of min- value. This means that “you are not shifting
imum requirements for two benchmark types away from the sector itself but picking up the
- the EU Climate Transition (CTB) and the EU companies that are overperforming in their
Paris-aligned Benchmarks (PAB). The CTBs given sector so you can reach the decarboni-
are specifically targeted toward a decarbon- sation,” says Bocquet.
isation trajectory, while the PABs have even Both benchmarks exclude companies
stricter requirements around fossil fuels that involved in controversial weapons and tobacco
coincide with the long-term global warming production, although the PAB is even more
target of the Paris Climate Agreement. ambitious on the exclusion side: companies

with revenues which account for more than
one per cent in coal, 10 per cent in fossil fuels
and 50 per cent in natural gas are excluded.
With STOXX's long history of climate-related
and low carbon indices - the first of these indi-
ces was launched in 2001 - the latest set of
STOXX indices far exceed the minimum CTB
and PAB requirements.
To start with, the STOXX PAB Indices aim
for 60 per cent GHG intensity reduction,
rather than the EU standard of 50 per
cent, and the STOXX CTB Indices
aim for 40 per cent GHG inten-
sity reduction, rather than the EU
standard’s 30 per cent.
Notwithstanding the stringent
EU requirements, Qontigo has
added other criteria, such as
rewarding companies that seize
opportunities arising from the

In line with this, the firm has recently
launched two new families of climate indices:
the STOXX Paris-Aligned Benchmark (PAB)
Indices and the STOXX Climate Transition
Benchmark (CTB) Indices.

“Essentially, the EU's latest benchmarks
are looking at the carbon intensity of business
models and about the risk of a transition to
decarbonisation,” says Bocquet.

The framework has been designed
to increase transparency, prevent
greenwashing and ensure that
sustainable investment solutions
not only match minimum stand-
ards but are genuine.

Low carbon indices looking
to use the CTB and PAB labels
need to demonstrate an initial
significant reduction in over-
all greenhouse gas (GHG)
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transitions to low-carbon economies and using
Scope 3 data for direct and indirect emissions
from inception, rather than as stipulated by
the European Commission’s Technical Expert
Group that Scope 3 is phased-in over a four-
year time frame.

Furthermore, continues Bocquet: “We
have made the commitment to overweight
in the index any companies that have set
climate performance targets alongside the sci-
ence-based targets (SBT) initiative. Not only do
we see this as a genuine commitment, but it is
an interesting forward-looking indicator of the
companies’ strategies to be climate focused.”

The STOXX CTB and PAB indices were
launched in July 2020, although the concept
has been tested since March 2018. During
that time, they have experienced lower vola-
tility and outperformed the underlying STOXX
index by almost 3 per cent a year.

In terms of exclusions, at the last rebalance
in September the number of components in
the STOXX Europe 600 PAB is 439, and the
STOXX Europe 600 CTB is 510.

As of 30 October 2020, the STOXX Europe
600 Climate Benchmark Indices had outper-
formed the STOXX Europe 600. The STOXX
Europe 600 was down -15.7 per cent while the
STOXX Europe 600 CTB and STOXX Europe
600 PAB were down -13.2 per cent and -11.6
per cent respectively.

Qontigo is also in the process of rolling out
other ESG versions of its current benchmarks.
“Our objective is to offer our clients sustain-
ability-filtered and sustainability-enhanced
alternatives to our existing benchmarks,” says
Bocquet, to respectively answer their “risk
and values” and “accompany transition” ESG
strategies.

“We also look into developing standalone
sustainability-powered indices. They will be
built around sustainability megatrends, such
as food and agriculture, digital empowerment
and the circular economy. They will answer
investors' needs to lead the transition to
more sustainable development pathways and
demonstrate positive impact.”

Qontigo has recently partnered with SDI
Asset Owner Platform. The SDI-AOP advises
on the challenges facing investors in achieving
their sustainable development goals. In June
2020, Qontigo, in partnership with Amundi won
the Objectif Climat mandate in a competitive
process involving 12 pioneering firms that - for
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the first time - will lead an investment into a
European Union PAB index solution.

And in July this year, Qontigo licensed the
STOXX Europe 600 PAB Index to Franklin
Templeton as an underlying for an ETF.

“Climate change is fast becoming a sys-
temic risk for the investment community: many
believe that it is one of the largest issues that
we collectively have to face,” says Bocquet.

“The Climate Transition Benchmarks and
Paris-Aligned Benchmarks are integral to this
and | believe the work we are doing now is
paving the way for a new breed of indices.” &

Rodolphe Bocquet leads Qontigo’s expansion of indexing and analytics in the
ESG space as Global Head of ESG. A pioneer and innovator in ESG investing,
Rodolphe most recently served as an independent sustainability consultant
working with a range of clients, including the World Bank and the Inter-American
Development Bank. In 2014, he co-founded and served as Chief Executive Officer
of Beyond Ratings, a startup created to better integrate long-term sustainability
drivers and their impact on investments. Beyond Ratings was acquired by the
L.ondon Stock Exchange Group in May 2019.

Bocquet began his career in trading and risk management at Société
Générale, but shifted his focus in 2001 to energy, climate and sustainability,
holding positions with Carbone 4, AFTER, Agence Francaise de Développement,
Conseil Régional d'Aquitaine, ADEME (Environment and Energy Management
Agency), Eco-Carbone and other organisations.

Bocquet earned an MBA from HEC Paris, which included studies at the Stern
Business School of New York University. He also holds a master's degree in
Environmental Engineering from Mines ParisTech ISIGE.
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Why not all indices are
created equal

hile the ETF industry is rightly
\/\/ famed for its high level of innova-
tion, getting the right mix of ETFs in
a portfolio has become increasingly complex,
with products ranging from plain vanilla equity
to high yield emerging market fixed income.
Laurence Black, Founder of The Index
Standard, believes that it is really the indices
behind the ETF products that drive returns and
when thinking about an allocation to ETFs,
investors should start first by identifying the
most robust and well-designed indices.
“It used to be that with high fees at 1.5 or 2
per cent, it was a simple case of picking a low

By Philippa Aylmer

fee ETF product. But now with the average fee
around 19 basis points, it is the performance
of the index itself that should come under
scrutiny.”

According to Black, year-to-date, there is a
32 per cent difference between the best and
worst performing factor indices. “This shows
that those who identify the right index are
more likely to pick the right ETFE"

Black, whose career creating and running
global indices spans two decades, nine years
of which were spent spearheading Barclays’
index partnerships with Robert Shiller, and
Joel Greenblatt and Jim Rogers at other firms,
has recently launched an independent ratings
system and forecasting service, The Index
Standard.

Black emphasises that rather than assess-
ing the fees and liquidity of an ETF like many
other ratings providers, The Index Standard,
focuses solely on the indices.

“We look under the bonnet of the indices.
Even if the names of ETF funds sound similar,
we find that the index methodologies are often
very different. Therefore, | believe the index
is the main driver behind returns,” he says,
adding that while everyone is advised to read
the index methodologies, the reality is that:
“even financial advisers and intermediaries
will not have time to read a 50-page document
filled with technical terms.”

The process uses over 30 metrics, grouped
into categories which Black believes are vital
to the understanding of index construction.
These include design robustness, transpar-
ency, performance, efficiency and capital at
risk. Points scored in each of these categories
contribute to the overall rating of each index.

Each index is given a rating, either Platinum
or Gold for a high performing index or Neutral
or Watch for ones that are average or weak.

“These are all encompassing metrics that
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enable investors to gain a clear understanding
of how an index operates and to ascertain its
key strengths and weaknesses,” adds Black.

Diversification within an index is crucial.
“You don't want too much weight in a single
stock, or in the top 10 stocks, or to overweight
a sector because it can lead to bad outcomes
for investors. | also like to make sure that the
mechanism of an index is well-designed and
that there are few parameters: not too many
bells and whistles.

“In my experience, it indicates that it might
be over engineered or optimised, and inves-
tors might not get the returns that they expect.
Similarly, just looking at volatility does not tell
you the whole picture. You need to look at the
value at risk and drawdowns.”

The Index Standard is constantly adding
new indices. Currently, the total offering
evaluates around 800 of the larger branded
well-known indices (MSCI, S&P), of which
400 can be accessed for free. “Right now, we
loosely cover anything above a billion and a
half on our public website and we also cover
the entire fixed index annuity market,” he adds.

In terms of the forecasting tools, it is here
that The Index Standard potentially comes
into a league of its own. “This is unique in the
industry, and combining ratings with forecast-
ing is a powerful combination,” says Black.

One concern of his is that the process of
ETF back testing can result in market timing.
“Everyone wants a perfect back test, but this
might mean that investors, particularly in the
retail market, end up being late to the party.”
The Index Standard forecasts can help miti-
gate some of those risks.

‘The Index Standard index and ETF
Forecasts' evaluate future expected returns in
three ways: low, high, and their average, along
with historical returns accompanied by some
benchmarks,

“We are able to produce expected returns
based on the wisdom of the crowds and on
the characteristics those indices have,” states
Black.

He explains that they collect long term capi-
tal market assumptions from major investment
banks and asset management firms across all
asset classes and index types and combine
these to get aggregate expected returns.

Then for each index: “We do a comprehen-
sive analysis to understand the characteristics
and take those characteristics and run a Monte

ETF INDICES IN FOCUS 2020

Carlo simulation 10,000 times. This helps us
identify if an index has been overengineered
or back test-optimised.”

The results provide a better sense of which
index might offer a higher return, thereby help-
ing investors make smarter decisions on index
selection and asset allocation.

Black concedes that there is no crystal ball.
However, he says: “Forecasting helps inves-
tors distinguish where they should tilt their
portfolio; either to sectors, regions or themes
that are cheaper or maybe expected to do
better in the long term.”

He gives the example of factor investing.
“While Momentum has done well, our analysis
shows that going forward the next 10 years, it
will return around 5 per cent. However, Quality
as a factor could return about 8 per cent
during the same period.”

The Index Standard officially launched in
September 2020 and already has a number
of clients using the forecasting tools. “The
interest has been astounding and the demand
from investors for evaluation of these complex
indices is huge,” says Black.

Their focus is on the US at present but
long-term, the goal is to expand to Europe
and Asia.

“There are many more indices and ETFs
now, and so much more complex too,” says
Black. “I believe our role is to demystify the
indices and make investors more knowledge-
able. And in a low interest rate world, every
extra percentage of return is meaningful.” |

o

Laurence Black is the founder of The Index Standard and an index advisor

to Robert J Shiller, Sterling Professor of Economics at Yale University. Before
founding The Index Standard, Laurence was a Managing Director and Head of
Quantitative Indices and Strategies at Barclays. During his nine years at Barclays,
he oversaw the development of the Barclays index family, with billions invested
in the indices. His responsibilities also covered index partnerships, where he
worked with clients to deliver customised solutions based on their specific
needs. In addition to designing some of the first smart beta/factor indices,
Laurence spearheaded Barclays' index partnerships with Professor Robert Shiller
and Nouriel Roubini, as well as Novus Partners.

Before Barclays, Laurence was Head of Indices at ABN AMRO for seven
years in London, where he successfully launched indices with well-known
investors such as Jim Rogers and Joel Greenblatt. Before ABN AMRO, Laurence
worked at Lehman Brothers, Deutsche Bank, and Credit Suisse.

Laurence holds an MBA from the University of Warwick, and a Bachelor's
degree from the University of Cape Town. Laurence resides in New York City
with his wife, two children, and a dog. When not thinking about financial matters,
he can mostly be found on a tennis court.
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Indexers’ focus is on
ESG and fixed income

By Beverly Chandler

he Index Industry Association (IIA)'s

‘ fourth Annual Benchmark Survey has

revealed a 40 per cent growth in the

number of indices measuring ESG criteria in

the past year, with the association’s CEO, Rick

Redding, saying that the industry has never
seen anything like it.

Founded in 2012, the IlA is a trade organ-
isation created for the independent index
industry, Redding says. “What we mean by that
is that these are index providers who neither
trade the underlying component securities or
create products for investors. If you picture the
ecosystem in the index world, we are in the
middle, only doing index provision and admin-
istration which is important because it reduces
the potential conflicts of interest.”

Membership of the llA is global, with thirds
split across Asia, Europe and the Americas.

“All of our members have to uphold

intellectual property rights and the basic tenets
of what we do as an organisation is two-fold.
We have to do education on the index level
not the product level, as the product provid-
ers do a great job there and secondly, we do
advocacy works which involve lots of regula-
tory and legislative issues across the globe.”
Redding points to the fact that the organi-
sation has grown rapidly as a sign that is front
and central in the index business. “There is
no shortage of issues to tackle these days
with so much going on in the index space,” he
says. “It's a perfect time to be in the industry.”
The driver behind this growth is the uptake
of index-based products across the globe.
“They have been coming at us and as the
assets under management grow, you can see
a sea change of activity of how investors think
about their investment portfolios,” he says.
The growth is driven by performance and

10 | www.etfexpress.com

ETF INDICES IN FOCUS 2020 | Nov 20


http://www.etfexpress.com

cost. In 2019, The Committee for Economic
Development of The Conference Board (CED)
did a study of financial indices and estimated
that index-based products have saved inves-
tors USD12-15 billion dollars annually in fee
reductions and when you consider other
factors such as transaction costs, and bring-
ing down fees of all types of investments,
investors save an estimated USD40-50 billion
annually.

“l think what you have seen in the index
industry is that is extremely scaleable, unlike
other areas of the ecosystem,” Redding says.
“Index providers can scale quickly because
they are transparent and publicly displayed.
You can disclose what you are trying to do
and a lot of disclosures means that the index
industry has become even more transparent
over the last 10 years or so.”

The IIA members administer three million
indices and with roughly 8,600 ETFs globally
there are a lot of indices that are not meant for
investable products but for benchmarking and
measurement purposes, Redding says.

“With the growth in index-based funds,
people have forgotten what the primary driver
for this is. The IIA's fourth annual survey
revealed three million indexes a year, which
was the big headline when we started doing it,
but now what's been interesting is that it has
been able to pick up on trends and you can
see where the index providers are spending
on research and development,” he says.

The survey revealed that the fastest growing
are ESG and fixed income and while the ESG
phenomenon is the largest, Redding points out
that fixed income has actually grown 15 per
cent over the last two years.

“During the March to April period this year,
when the VIX went up to 83, what people were
looking for when there was so much volatility
in the markets was data on indexes to anchor
themselves.

“That's when the measurement piece of
an index is so important as people can't see
where the individual securities are and in
those periods, people really think about index
products because there is typically more
liquidity in an indexed product that in individ-
ual securities.”

Redding was previously at the CME where
he saw that people would invest in the indices
rather than individual securities at a time of
high volatility.
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Putting together the two big growers over
2020, Redding is excited by the huge increase
in indices in fixed income ESG.

“Talking to investors, you hear of ESG in
the equity space, but if people have convic-
tions and want to put money into investments
that reflect their mores, it would be strange to
only use equities not fixed income,” he says.
“Look out in the coming years because you
will be able see where the next frontier may
be. When people in the index provider space
invest in research and development, there is
a lag until the funds come out, so look out for
where the index providers are increasing their
numbers dramatically as that is where the new
funds may come.”

Fund providers can test the market before
launching, Redding says. “It's almost like
research and development in a pharmaceuti-
cal company where the basic research work
is being done and then the product side says:
‘This may have commercial appeal’.”

Every underlying category in the fixed
income space increased over 2020, Redding
observes. “This tells me that things in the fixed
income space are really starting to heat up
and you will continue to see continued invest-
ment into different ways to capture the market
in the fixed income space - alternative ways of
measuring bond activity, for instance.”

Another observation that Redding draws
from the survey is that with increase com-
petition, some of the providers that would
normally work in equity indices are now doing
fixed income and the opposite is also true.

“This tells me that the industry is becoming
even more competitive,” Redding says, also
pointing to the growth of multi-asset type indi-
ces. “These will be a bigger and bigger part
of the market a few years out,” he says. &

Rick Redding CFA is CEO at the Index Industry Association, the first global
industry group for independent index providers. In his role with IlIA, Rick leads
the association’s efforts in educating the public, bringing visibility to indexes’ role
in the markets, as well as advocating for IIA members and their interests around
the world. Before joining IIA, Rick spent most of his career in senior leadership
roles with The CME Group (“CME"), a leading provider of benchmark futures

and options products and an innovator in futures trading. Rick held the post of
Managing Director, Products and Services at CME. In this role he led global
sales, product development, and strategic global growth initiatives. He played an
integral part in the transition of CME's ownership stake in Dow Jones Indexes to
the S&P Dow Jones Indices joint venture. He also held senior positions in CME's

index products division.
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INDEX INDUSTRY ASSOCIATION

The Index Industry Association (IlA) is the first-ever trade association for the index industry
globally. The IIA’s mandate is to educate investors on the attributes and role of indexes within the
investment process, to advocate for the interests of index users and providers worldwide, and to
push for industry standards of best practice, independence and transparency.

Contact: r.redding@indexindustry.org

QONTIGO

Qontigo is a financial intelligence innovator and a leader in the modernisation of investment
management, from risk to return. The combination of the company’'s world-class indices and
best-of-breed analytics, with its technological expertise and customer-driven innovation enables its
clients to achieve competitive advantage in a rapidly changing marketplace. Qontigo's global client
base includes the world's largest financial products issuers, capital owners and asset managers.
Created in 2019 through the combination of STOXX, DAX and Axioma, Qontigo is part of Deutsche
Borse Group, headquartered in Eschborn with key locations in New York, Zug and London.

Contact: rodolphe.bocquet@gontigo.com

THE INDEX STANDARD

In today’s market, over USD?7 trillion has been invested in more than three million indices, and it's
over USD15 trillion if you include pension fund allocations. It's a massive, mind-boggling web of
issuers, sectors, countries, themes and sizes, all packaged into products with different fees and
risks. How do you know which are the top indices or best ETFs to buy? What are the key factors
to consider when you compare ETFs?

The Index Standard provides index ratings and forecasts that aim to make your index and ETF
screening simpler and easier. We are independent of index and product issuers. Our ratings and
forecasts are the result of meticulous analysis designed by industry veterans. Our goal is to provide
clarity and awareness that enables you to make sound decisions, leading to better outcomes.

Contact: +1 212 823 6201
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