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ABSTRACT

Climate change — considered as the most acute risk to our planet — is mostly fuelled by the oper-
ations of influential corporates who are financially supported by financial institutions, which have
traditionally specialised on profit-maximisation and neglected climate risks in investment pro-
cesses. However, considering economy’s increasing financialisation and the growing science be-
hind the financial materiality of climate risks, disregarding these risks potentially harms invest-
ment returns and the society more broadly. This suggests to financial institutions breaching fidu-
ciary duty, their legal obligation to act in their clients’ interest with prudence and competence.
Therefore, investors globally are increasingly considering climate risks in investment processes,
necessitating a more holistic fiduciary duty. In Estonia, however, the issue of investments’ im-
pacts on climate and vice versa has not been risen, implying uncertainty around which prudential

standards are followed.

This study analyses the fiduciary duty of Estonian pension funds, based on how they invest in
companies exacerbating climate change and address climate risks in investment processes. The
study finds differences depending on where funds are managed or headquartered but argues that
they systematically reinforce climate change in their portfolios. Suggesting thus to traditional fi-
duciary duty, which is plausibly encouraged by different economic, contextual, legislative, be-

havioural and political reasons.

Keywords: ethical finance, responsible finance, ESG integration, fiduciary duty, climate change,
climate lobbying, climate risks, pension funds, financial institutions, Estonia



ABBREVIATIONS

AGM — Annual General Meeting

AUM — Assets Under Management

CO2 — Carbon dioxide

EPA - US Environmental Protection Agency’s

ESG — Environmental, social and governance-related (e.qg., factors, risks)
EU — European Union

GHG — Greenhouse gases

IPCC — Intergovernmental Panel on Climate Change

MtCO2e — Million tonnages of CO2 or CO2-equivalent emissions
OECD - The Organisation for Economic Co-operation and Development
SIF — Swedbank Investeerimisfondid AS (Swedbank Investment Funds)
TCFD — Task Force on Climate-related Financial Disclosures

UN — United Nations

UNGC — United Nations Global Compact

UNPRI — United Nations Principles for Responsible Investments
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1. INTRODUCTION

Climate change is by many considered as the most critical problem our planet is facing, given its
adverse impacts across geographies and all fields of life, especially on those individuals and coun-
tries that are least responsible but bear the highest risks and costs (Stern, 2007; Fleurbaey, et al.,
2014). Climate change is caused primarily by the increase in human-induced greenhouse gas emis-
sions like carbon dioxide, methane and nitrous oxide (further: GHG emissions) (IPCC, 2014).
These emissions result either directly or indirectly from the operations of industries such as en-
ergy, industrial, transportation and others, that often support their operations by using their eco-
nomic and political influence to lower environmental regulations, which are critical to reducing
GHG emissions (Schendler & Toffel, 2011; CDP, 2017).

A key determinant in tackling climate change is the financial sector, which systematically invests
in and hence supports industries causing adverse climate impacts (FFGI, 2015; Kirsch, et al.,
2018). While the neoclassic theory ingrained in the present-day economic system implies that the
financial sector specialises on profits and overlooks climate-related environmental, social and
governance factors (further: ESG factors), the growing body of knowledge proves these to have
a financially material impact on investments’ performance (Sullivan & Mackenzie, 2006; Stern,
2007; Woods, 2011; TCFD, 2017). Such ESG factors include pollution, resource efficiency, and
climate change (environmental), human rights, health, safety and community relations (social),
and corruption, transparency and corporate governance (governance) (European Commission,
2017; Inderst & Stewart, 2018).

Therefore, financial institutions neglecting financially material ESG factors in investment pro-
cesses suggests that they are breaching their legal fiduciary duty, generally defined as financial
institutions’ obligation to act in the sole interest of their clients with care, prudence and
cautiousness (Sandberg, 2011; Getzler, 2014; Sullivan, et al., 2015). The issue concerns espe-
cially long-term investments, because the materiality of climate risks increases in time, and public
investments such as pension funds, which use citizens’ capital for investments and therefore in-

fluence societal welfare more broadly (Coburn, et al., 2015; 2° Investing Initiative, 2017).

Intergovernmental organisations, governments and investors around the world have agreed on the
urgency and are taking measures to support regulatory, operational and behavioural transitioning
to low-GHG-emitting investment portfolios and economy (Blackrock, 2016; Sullivan & Fischer,
2017; European Commission, 2018; Matthews, 2018). Thus, necessitating a transformation of
fiduciary duty from its traditional neoclassic form, which focuses solely on conventional financial

factors, to a more holistic function, i.e., addressing also the financially material climate-related



ESG risks. To the author’s best knowledge, however, research groups, NGOs, financial institu-
tions, media and other stakeholders in Estonia have not publicly raised awareness of the impact
of financial institutions’ investments on the climate, and the risks that climate change poses on
investments and asset owners. This raises uncertainty around whether the fiduciary duty adheres

to traditional or more contemporary prudential standards.

Considering the previous, the central aim of this study is to examine how can Estonian pension
funds’ (as a societally critical subset of financial institutions) fiduciary duty be interpreted based
on how they address climate risks in their portfolios. This is answered by analysing two sub-

questions:

1. To what extent have Estonian pension funds, in January/February 2019, invested in com-
panies that are significantly reinforcing climate change?

2. What policies and mechanisms do pension funds have in place to address climate-related
ESG risks in their portfolios?

This study a) utilises secondary data to compile a sample of 36 influential companies reinforcing
climate change, considering GHG emissions and policy influencing, b) analyses the monthly in-
vestment reports of January/February 2019 of all 23 Estonian mandatory pension funds to see
how and to what extent they have invested in the 36 companies either directly or through other
investment funds, and c) combines desk research with a dialogue with pension funds’ representa-
tives to examine if and how the five financial institutions managing the 23 pension funds mitigate
climate-related ESG risks in investment processes. The fiduciary duty is then interpreted based
on a two-level model built on neoclassic economic and stakeholders’ theories, subsequently lead-
ing to an analysis exploring the explanatory variables that allow the interpretation of the fiduciary
duty in the context of Estonian pension funds.

The study is structured as follows: section 2 provides a literature overview and contextualises the
nature, impacts and contributors to climate change, the role of financial institutions in both rein-
forcing and tackling climate change, and introduces the Estonian context, section 3 frames the
theoretical framework, section 4 details the methodology, sections 5-6 present and analyse the

empirical findings, and section 7 provides concluding remarks.



2. LITERATURE REVIEW & CONTEXTUALISATION
2.1. Nature, impacts and contributors to climate change

2.1.1. Climate change: the core and the impacts

The intensifying of human activities like combusting fossil fuels, deforestation and agricultural
activities has escalated the emergence of GHG emissions like carbon dioxide, methane and nitrous
oxide in the atmosphere. These emissions growingly block the heat from exiting the atmosphere,
causing the greenhouse effect leading to climate change, i.e., increasing global average sea surface
and surface air temperatures and other long-term alterations on the global climate (Stern, 2007;
IPCC, 2018). It has been estimated that human activities have caused an approximate 1°C tem-
perature rise globally from the second half of the 19" century until today and that it reaches 1.5°C
from as early as 2030 if current trends maintain the status quo (Wuebbles, et al., 2017; IPCC,
2018).

Such rapid temperature rise increases the likelihood of pervasive, often irreversible harms and
climate-related risks on all fields and corners of the planet. These include (Foley, 2007; Stern,
2007; IPCC, 2014; Coburn, et al., 2015; EY, 2016; Wuebbles, et al., 2017; IPCC, 2018):

1) Physical impairment of constructions, land and infrastructure resulting from higher severity
of climate-related events like droughts, floods, storms, rising sea levels and temperatures, heat
waves and others;

2) Secondary impacts like lowering yields of crops, food insecurity, higher prevalence of dis-
eases, shortening resources of various kinds, disturbances in trade and supply chains, migra-
tion, violent conflicts, volatile political environments, and others;

3) Regulatory changes to cope with climate change, such as removing subsidies from and intro-
ducing carbon pricing in carbon-intensive industries like energy and transportation;

4) Business risks like legal risks emerging from neglecting increasing climate-related obliga-
tions, competition risks related to adapting to changes in the operational, market and regula-
tory contexts, and reputational risks such as failing to meet stakeholders’ expectations on tack-
ling climate change;

5) Financial market-specific risks like altering the valuation of enterprises and industries most
vulnerable to climate risks, such as agriculture, forestry, tourism, real estate and others, and

subsequently decreasing market confidence and prices.

Ironically, research shows that adverse climate impacts fall disproportionately on those contrib-
uting to their intensifying least, firstly the futures generations, but secondly also the vulnerable

and poor, both within countries and when comparing poorer countries to richer (Stern, 2007;
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Fleurbaey, et al., 2014). This is reasoned to be due to the differences in socio-economic, physical,
and competence-related factors that lead climate change to reinforce poverty and inequalities, e.g.,
through the lower ability to rebound from climate-related damages to assets, infrastructure,
productivity, social networks, homes and other livelihood-related concerns (Olsson, et al., 2014;
Miyan, 2015).

The previous stresses the importance of addressing climate change to pursue fair development
and subsequently raises the concept of climate equity — how to best distribute the burden of coping
with and mitigating climate change fairly between individuals (in a national context), countries
(international context) and generations (intergenerational context) (Woods, 2011; Fleurbaey, et
al., 2014). Knowing that companies, industries and countries that have gained the most have also
contributed the most to the climate issue, they have a greater responsibility for supporting the
coping and mitigation mechanisms (Shue, 2013; Otto, et al., 2017; Skeie, et al., 2017).

2.1.2. Main contributors to climate change

It is generally agreed that the main drivers of increasing GHG emissions are the population and
economic growth that lead to spreading consumption in its different forms, especially in wealthier
countries and sub-regions (Fleurbaey, et al., 2014; IPCC, 2014). Nevertheless, the question of
who contributes the most is complex because industrial corporates have the power over choosing
which resources are extracted, manufactured, supplied and marketed but consumers — govern-
ments, other companies, individuals, etc. — are those using fossil fuels and other harmful products,
thus creating the demand (Valle, 2018).

To understand the contributors better, the GHG Protocol (WRI & WBCSD, 2004) sets out a prev-
alently used classification of three levels of GHG emissions: Scope 1 (direct emissions from com-
panies’ internal sources), Scope 2 (indirect emissions from the use of purchased energy) and
Scope 3 (indirect emissions caused by external parties from using the purchased resources pro-
duced by the company). Even though it is estimated that Scope 3 emissions — originating from the
use of gas, coal and oil for energy purposes by consumers in the value chain — comprise nine-
tenth of companies’ GHG emissions, the corporates are still argued to be responsible for the re-

sources used in the economy and society (CDP, 2017; Patel, 2018).

The Carbon Majors Report 2017 (CDP, 2017) highlights that more than half of industrial GHG
emissions emitted during 1988-2016 can be linked to 25 companies and that in 2015, 20% of the
emissions were financed through publicly listed investments, making the role of investor engage-
ment critical. As estimated by IPCC (2014), in 2010, most Scope 1 GHG emissions were emitted
by energy sector (35% of GHG emissions), followed by agriculture, forestry and other land use



(24%), industrial (21%), transportation (14%) and construction sector (6%). Region-wise in 2012,
China, the USA and the European Union (EU) contributed to more than half of global CO2-related
GHG emissions (excluding forestry and land-use change), followed by India, Russia and Japan
(WRI, 2015).

The literature suggests that climate change is also fuelled by the policy influence of the highest
GHG-emitting industries, whose operations and profits are most susceptible to increasing levels
of climate-related regulations (e.g. carbon tax or emissions trading), such as automotive, chemi-
cals and energy (Fatemi & Fooladi, 2013; Brulle, 2018; InfluenceMap, 2018a). This includes in-
fluencing decision-makers’ perceptions on climate change, either directly through lobbying public
officials or sponsoring elective campaigns, or indirectly through memberships in think tanks and
trade associations standing against environmental regulations (Karbassi, et al., 2013; Grumbach,
2015; InfluenceMap, 2017a; UNPRI, 2018a).

2.2. The role of the financial industry in climate change

2.2.1. Investing in companies contributing to adverse climate impacts

OECD (2017b) refers to relationships between investors and investees as business relationships,
which imply that investors — even minority shareholders and those passively investing in indices
—are linked to impacts that are caused or contributed to by the investee companies. Hence, making
investors responsible for using their leverage to influence the portfolio companies to prevent or
mitigate the negative impacts. Nevertheless, as exemplified below, numerous studies reveal that
financial institutions systematically invest in companies that intensify the climate threat, either
directly via stocks and bonds or through other investment vehicles, playing therefore a catalytic

role in reinforcing climate change.

Kirsch et al. (2018) investigated 36 international banks and revealed that between 2015-2017,
they invested a combined 345 billion USD into 30 largest companies in six extreme fossil fuel
sectors: coal mining and power, liquefied natural gas, tar sands, ultra-deep and arctic oils. Also, a
recent study portrays that from 2016 to 2018, 33 international banks, led by JPMorgan Chase,
were found to have invested 1.9 trillion USD in companies in the aforementioned six sectors plus
fracked oil and gas (Kirsch, et al., 2019). Fair Finance Guide International (FFGI, 2015) found
that between 2009-2014, 25 largest banks globally financed fossil fuel companies with at least
931 billion USD, almost ten times more than their investments in renewable energy. More indus-
try- and geographically-focused studies find, among others, that Dutch insurance groups invest in

palm oil companies engaged in severe deforestation (Brink et al., 2017) and German banks in



companies with adverse climate impacts in energy and extractive industries (Facing Finance,
2017).

Concerning indirect investments, InfluenceMap (2018b) found that Blackrock, as an asset man-
ager with the most publicly listed funds used by institutional investors globally, has the highest
portfolios’ average thermal coal intensity among 10 largest fund manager groups: 571 tonnages
of thermal coal held per million USD assets under management (AUM), compared to global fund
benchmark 376. With an aggregate 2.3 trillion USD AUM, Blackrock also controls most thermal
coal and oil/gas reserves globally. The study also disaggregates findings to individual funds,
showing, for instance how the coal intensity of Blackrock’s iShares Core MSCI Emerging Mar-

kets Index ranges to more than 3000 tonnages of thermal coal per million USD AUM.

The governments too are financing companies and projects with adverse climate impacts, e.g., in
2014 alone, the governments belonging to the Group of 20 subsidised around 230 billion USD for
coal, gas and oil, and made public investments of an additional 72 billion to obtain energy from
fossil fuels (Climate Transparency, 2017).

2.2.2. Financial institutions’ fiduciary duty

Climate change exposes explicit and adverse risks also on the financial industry, such as those
arising from physical risks to assets and subsequent secondary impacts, or the risks associated
with transitioning to a low-carbon economy like legal and policy, competition and market-related,
reputational and technology-related risks (TCFD, 2017). Such climate risks are hence financially
material, i.e., affecting revenues, credit risk, cost of capital, operating costs, profitability, compet-
itiveness, production capacity and output, market uncertainty and instability and investments’

overall financial performance (Sullivan, et al., 2015; Inderst & Stewart, 2018).

Therefore, investing in and thus supporting companies reinforcing climate change without regard-
ing material climate-related ESG factors indicates to financial institutions breaching their fiduci-
ary duty (Sandberg, 2011). While there are examples of how pursuing responsible investments
has caused opportunity costs (Sanders, 2014), numerous studies have proven that thoughtfully
considering material ESG factors in investment processes, especially climate risks, has resulted
in either costs and returns comparable to traditional investing (yet higher impact) or lower vola-
tility, improved risk-adjusted returns, higher enterprise or fund value, and other financial gains,
e.g., see Andersson, et al. (2015), De & Clayman (2015), Melas, et al. (2016), Fatemi, et al. (2018),
Gary (2018), Kumar, et al. (2018), and Yu, et al. (2018).

Knowing this, OECD (2017a) separates four levels of financial institutions’ fiduciary duties, each

increasingly considering ESG factors in investment processes: traditional (neglecting all ESG
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factors), modern (considering only material ESG factors), broader (considering all ESG factors,
willing to sacrifice financial returns), and universal (integrating all ESG factors, believing all are
material in the long-term). Woods (2011) distinguishes just two, narrow and broad fiduciary duty,
first aligning with the traditional and second comprising modern, broader and universal aspects
of OECD’s terminology (2017a).

Among the main reasons behind the failure to uphold the broad fiduciary duty is the sector’s
specialised profit-driven nature to create wealth and maximise shareholders’ value (Dore, 2008;
Sandberg, 2015), which historically has not recognised the materiality of ESG factors and still
relies on analysing solely the traditional financial factors in decision-making (European
Commission, 2016). The profit-driven focus per se contributes to and is driven by other concerns
that can encourage the misconduct of fiduciary duty and the failure to support the growth of long-
term economic, social and environmental sustainability. These concerns include 1) increasing
speculation and short-termism shifting the focus away from long-term value-creation, leading to
neglecting material ESG factors in investment processes, 2) the inability to effectively internalise
negative social and environmental externalities such as those arising from climate change, and 3)
enlarging financialisation contributing to the rising societal instability (Dore, 2008; Fatemi &
Fooladi, 2013; Fleurbaey, et al., 2014; European Commission, 2016; UNPRI & UNGC, 2017).

The previous, especially the short-termism and subsequent neglect of the ESG factors, are critical
concerns for long-term investments such as pension funds that ought to be optimised on average
on a 20-year horizon, but instead their net present value is mostly determined by cash flows that
are forecasted to be received only after up to three to five years (Schroders, 2016; 2° Investing
Initiative, 2017). Such mismatch in the investment time horizons has led long-term portfolios to
be more exposed to short-term financial risks, instead of the long-term risks related to economy
and the environment, e.g., the consequences of climate change on pension funds’ financial per-
formance (Sullivan & Mackenzie, 2006; Coburn, et al., 2015; European Commission, 2017).
Hence, the inability to properly regard long-term value drivers such as climate-related ESG factors
can be considered as breaching the fiduciary duty (Sullivan, et al., 2015; European Commission,
2017). Reasons behind the short-termism are multiple, such as behavioural biases (myopia and
inertia resulting from profit-focused values, herding behaviour to benchmark against traditional
peers, etc.), regulatory pressures (e.g., quarterly reporting encouraging short-term goals), and oth-
ers (Woods, 2011; OECD, 2017a; Gary, 2018).
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2.3. Financial institutions addressing climate change

2.3.1. Investors and policymakers stepping up in tackling climate change

By signing the Paris Agreement, since 2015, 195 countries have agreed to take measures to de-
crease global warming, including — as stated in its Article 2 — aligning financial flows with the
pursuit of lowering GHG emissions and achieving climate-resilient development (UN, 2015a;
UN, 2019). Thereby, strengthening the movement advocating for investment practices and poli-

cies that address climate-risks.

Investors have started to acknowledge the severity of the climate impacts on the planet and their
materiality on investments, seen by the growing investor movements such as Portfolio Decarbon-
ization Coalition (28 investors with a combined 3 trillion USD AUM), Montreal Pledge (120
investors, 10 trillion USD AUM), Climate Action 100+ (2019) (342 investors, 33 trillion USD
AUM), Global Investor Coalition (415 investors, 32 trillion USD AUM), and UN Principles for
Responsible Investment (UNPRI, 2016; 2018b; Sullivan & Fischer, 2017). Signed by more than
2000 investors with combined 80 trillion USD AUM, UNPRI is among the most-recognised prin-
ciples, necessitates financial institutions to openly consider ESG issues in investment processes,
and regards climate change as the most critical ESG factor. Through these and other initiatives,

investors have made policy and operational commitments to tackle climate change.

Two more common policy commitments are 1) acknowledging that climate change, GHG emis-
sions and carbon regulations are associated with investment risks, and 2) supporting transitioning
to a low-carbon economy. A combination of policy and operational commitments include 3) com-
mitting to integrating ESG factors into investment processes, i.e., analysis, decision-making, risk
management, etc. (further: ESG integration). ESG integration involves 4) regularly measuring and
disclosing carbon-related goals and progress (often suggested to be aligned with the recommen-
dations by the Task Force on Climate-related Financial Disclosures or TCFD), 5) seeking active
ownership through individual or joint engagement to influence portfolio companies to mitigate
climate risks, and 6) gradually divesting from carbon-intensive sectors, often complemented by a
defined maximum threshold, e.g., 20% restriction of investing in fossil fuels (UNPRI, 2016;
Herder, Brink, & Riemersma, 2018; Climate Action 100+, 2019; Montreal Pledge, 2019). The

operational commitments are elaborated in section 2.3.2.

Results of joint engagement of Climate Action 100+, for instance, are exemplified by the recent
public statements of major GHG emitters Shell (IIGCC, 2019) and Glencore (2019) to align their
operations with the Paris Agreement. Such investor leverage over investees has also been used

against climate lobbying, e.g., in 2018, investors with a combined 2 trillion USD AUM (led by

12



the UK and Swedish pension funds) requested 55 European companies with significant political
influence to align their climate lobbying practices with the Paris Agreement (Matthews, 2018).
And also against the inactivity of governments to take measures against climate change, e.g., by
415 investors in Global Investor Coalition (2018) urging governments to accelerate the transition
to a low-carbon economy. While there is often limited information about the real impact of such
engagement, e.g., changes in GHG emissions, financial flows to renewables, or the share price of
carbon-intensive companies (Sullivan & Fischer, 2017), adhering to certain climate standards in-
dicates that investors-investees are aware of the materiality of climate risks, setting a foundation

for further improvements (Herder, Brink, & Riemersma, 2018).

Other trends indicating investors’ awareness 0f climate-related risks and opportunities include the
increasing choice of investment funds highlighting climate change among the key sustainability
issues, such as Dow Jones Sustainability Indices, MSCI ESG Universal Index and the state-led
Fourth Swedish National Pension Fund (Bernasconi & Bolton, 2015; Ezeokoli et al., 2017; Kumar
et al., 2018), and the rapidly rising numbers of stakeholders utilising ESG-related data in invest-
ment processes, exemplified by the users of Bloomberg’s ESG-related data increasing fivefold
between 2010-2018 (Ezeokoli et al. 2017; Bloomberg, 2019).

Governments have shown increasing interest, especially since the Paris Agreement, to promote
the low-carbon transition in the financial industry. For instance, the G20 central bank governors
and finance ministers’ action leading to the establishment of TCFD that analyses which assets are
more susceptible to climate risks and develops investor tools to disclose climate-related ESG fac-
tors (G20, 2015; TCFD, 2017). On the EU level, the EU Action Plan on Sustainable Finance
(European Commission, 2018) details goals to foster responsible, transparent and long-term-fo-
cused financial sector especially vis-a-vis climate issues, including expanding investors’ fiduciary
duty to also involve addressing climate concerns. On-going progress is also witnessed in legisla-
tive changes, e.g., in Sweden and the Netherlands pension funds must define in policies how they
consider ESG factors and in France, all institutional investors must disclose their carbon footprint
and methods to address climate risks (European Commission, 2017; OECD, 2017a; Emin &
Breen, 2018).

2.3.2.  Addressing climate risks in investment processes

Investors address climate risks in their operations mostly under the umbrella of ESG integration,
which European Sustainable Investment Forum (Eurosif, 2018) refers to as the systemic incorpo-
ration of material ESG factors throughout the mainstream investment process. In practice, ESG
integration is more hectic, superficial and often used for marketing purposes rather than invest-

ment decisions (Schramade, 2016), and can occur on different levels, such as labelled climate
13



bonds,

2018).

passive ESG indexes or holistic ESG integration across portfolios (Inderst & Stewart,

In the context of climate risks, common elements of ESG integration include:

1.

senior management’s acknowledgement of the necessity to consider material ESG factors
in investment processes (UNPRI, 2016; Zandbergen, 2017), see policy commitments de-
scribed in section 2.3.1,;

existing strategy for ESG integration, which according to UNPRI (2016), involves having
identified material ESG factors for different investments (e.g., bonds vs equity, passive vs
active), quantified their financial materiality, and created a strategy to integrate these in
investment processes, including who and how actively monitors, assesses and manages
the identified risks;

embeddedness of the strategy throughout the investment processes, that — based on the
three-dimensional typology by Sustainalytics & IRCCi (2017) — comprises of governance
(who manages ESG integration and which governance mechanisms support it), research
(what ESG data are researched and integrated), and application (how is ESG integrated
method-wise);

disclosing climate-related risks and progress, which most investors align with the recom-
mendations by TCFD (2017) that details four levels of disclosures: governance (roles of
the board and management), strategy (detailed climate risks and opportunities), risk man-
agement (integration of managing climate risks within the overall risk management), and

metrics and targets for managing climate risks.

There are numerous methods for ESG integration, as demonstrated in Table 1.

Table 1. Common ESG integration methods

Integration
methods

Explanation

Examples

Negative (or
exclusionary,
norms-based)

Investing in companies, sectors or
funds that comply with accepted
norms & excluding those not com-

Excluding funds with high exposure to
companies engaged in thermal coal ex-
traction.

analysis.

screening pliant (avoiding negative impacts).

Positive Investing in more responsible (i.e., | Investing in renewable energy as op-
screening considerate to ESG factors) or im- | posed to fossil fuels, or in a fossil fuel
(best-in-class, | pactful companies, industries or firm showing more advancements than
thematic, im- | funds (supporting positive im- its peers in transitioning to a low-car-
pact) pacts). bon business.

ESG tilting or | Under or overweighting portfolio Underweighting portfolio of companies
sector with a chosen industry, compared engaged in thermal coal extraction and
weighting to benchmarks, as a result of ESG | overweighting with firms with positive

climate-related ESG ratings.
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ESG data in- | Integrating ESG risks and data in Adjusting the expected profit margins

tegration in investment models, such as dis- of a carbon-intensive company based
investment count rate, margins and cash flow | on the risk of an altering regulatory en-
models models. vironment concerning GHG emissions.

ESG engage- | Actively monitoring and engaging | Calling a carbon-intensive company or
ment and ac- | with investees to lower their ESG | fund to lower its GHG emissions via a
tivism risks, through a dialogue, trading constructive dialogue, voting at AGMs,
holdings, voting at annual general | or joining investor-led movements for
meetings (AGMs) or divesting if more effective engagement.

the investee is resistant to change.
Sources: ISS-Ethix (2015), UNPRI (2016), Aberdeen (2017), Ezeokoli et al. (2017), OECD
(2017b), Sustainalytics & IRCCi (2017), Inderst & Stewart (2018), Kumar et al. (2018).

Exclusion strategies (e.g., divesting or not investing in carbon-intensive companies) allow inves-

tors to manage risks within portfolios (e.g., lowering carbon footprint) but these have no direct
impact on the companies that should improve their practices, especially as other investors can
purchase these shares or bonds (Sanders, 2014; Apfel & Ziulkowski, 2015). ESG integration and
engagement, though, enables investors to use their leverage (e.g., share- or bondholder rights) to
call companies for more responsible practices, allowing to reduce financial risks (Kumar, et al.,
2018). Impact-wise, the ideal goal is, therefore, to strive for engagement strategy, especially when
implemented at scale by joining large investor movements that are found more effective than

unilateral commitments (Sullivan & Fischer, 2017).

Different investment strategies inherently enable and support different ESG integration strategies
and methods. For instance, active strategies (i.e., prevalently direct investments via bonds and
stocks) enable monitoring investees’ ESG risks on individual basis and better engage with them
individually, while for passive strategies (mostly investments in other funds), it might be more
effective to invest in tailored index funds that use exclusion or tilting strategies to maintain a low
overall ESG risk level (OECD, 2017b; Sustainalytics & IRRCi, 2017). Alternatively, equity in-
struments like stocks, in which the investor owns shares, enable voting at AGMs, whereas the
same is, in most cases, not possible for fixed-income debt instruments like bonds (Inderst &
Stewart, 2018).

While methods and tools are many, key constraints for effective ESG integration include the scar-
city of steady and trustworthy data, the limited proven analytical models for investment managers
(EY, 2016), the inability to quantify the materiality of larger ESG factors, the lack of coherence
between investment and ESG professionals (Sustainalytics & IRRCi, 2017), the absence of ade-
quate and clear standards and frameworks (European Commission, 2017), and the vagueness of

the additionality of investors’ efforts on addressing climate risks (Sullivan & Fischer, 2017).
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2.4. Context of Estonian pension funds

2.4.1. Fiduciary duty in Estonian law

Estonian Credit Institution Act (Estonian Government, 2005) explicitly defines the fiduciary duty
of Estonian financial institutions, stating in its Paragraph 48 that the managers — all members of

the steering committee and board — and employees of financial institutions must:

e “...act with expected prudence and competence and accordingly to the requirements of
their jobs, in the interest of the credit institution and its clients.” (§48, Section 4);

e “...set the economic interests of the credit institution and its clients above their own.”
(8§48, Section 5).

Estonian law differs from the generally accepted definition stated in the Introduction, firstly, by
emphasising the expected prudence and competence, leaving room for interpretation of the deter-
minants of the expectations, such as who expects or what exactly is expected. And secondly, the
duty is defined not between the financial institution and the client, but between the individuals
working for the institution and both the institution and its clients. Therefore, complicating deter-
mining whether the interests of the clients can be considered superior to those of the financial

institutions or vice versa.

Considering the materiality of climate risks and this study’s focus on Estonian pension funds (see
section 2.4.2. below), the Funded Pensions Act paragraph 32 details that if a mandatory pension
fund manager causes loss to asset owners — which arguably includes neglecting material invest-
ment risks —, the clients must be compensated (Estonian Government, 2019). Further, paragraph
248 in the Investment Funds Act (Estonian Government, 2013) states that for fund management,
it is required to establish a transparent and adequate procedural and organisational risk manage-
ment system, including measures assuring managers’ and employees’ competence of considering
relevant risks in investment processes. This implies that financial institutions should assure that

its staff is competent in addressing material climate/ESG risks.

Unlike the legislation in other countries like the Netherlands, Sweden and France, Estonian laws
do not require pension funds or other financial institutions to disclose their ESG approach (OECD,
2017a). Nevertheless, the Estonian legislative system should consider the trends arising from the
EU that can be expected to alter regulatory frameworks to be more pro-climate and encourage
ESG integration. These include 1) the Occupational Retirement Provision Directive Il obliging
pension fund managers to publicly state if and how they consider ESG factors in investment pol-
icies and risk management, 2) the agreement to include ESG factors in the legal text of securiti-

sation, and 3) Shareholder Rights Directive Il requiring institutional investors to establish and
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openly disclose a voting and engagement policy (European Commission, 2017; UNPRI, 2017;
European Parliament, 2018).

2.4.2. Estonian pension fund context

This paper focuses on pension funds, given their long-term investment perspective and societal
importance. Estonia has a three-pillar pension system (Pensionikeskus, 2019):

1) the first is a state-paid old-age pension followed by the solidarity principle and financed
by the taxes paid from the salaries of current working-age people;

2) the second, mandatory pension fund, follows the preliminary financing principle, is paid
by working-age taxpayers’ salaries and supplemented by state contributions, and is man-
aged by private financial institutions;

3) the third is a voluntary supplementary pension, paid from taxpayers’ salaries and managed

by private financial institutions.

This study focuses on the mandatory second pillar due to its relevance to Estonian citizens and its
management by private financial institutions. It examines all 23 mandatory funds, which are man-
aged by five financial institutions: 7 by AS LHV Varahaldus (further: LHV), 2 by Tuleva Fondid
AS (Tuleva), 4 by Luminor Pensions Estonia AS (Luminor), 5 by AS SEB Varahaldus (SEB)
and 5 by Swedbank Investeerimisfondid AS (SIF). The two first are owned by Estonian capital,
and the three latter owned by foreign, mostly Nordic banks (Milne, 2019): SEB by SEB Group
and SIF by Swedbank Group (both Sweden), and Luminor by a mix of Nordea Group, DNB and
Blackrock, but its pension funds are managed by Nordea (see Nordea, 2019a:14). As of February
2019, the aggregate AUM for all funds was €4.13 billion, from which SIF manages 42%, LHV
30%, SEB 19%, Luminor 8% and Tuleva 2% (rounded up, see Appendix A).

To the author’s best knowledge, Estonian research groups, NGOs, media organisations, educa-
tional institutions, financial industry or other relevant stakeholders have not raised public aware-
ness of the role of the financial industry and pension funds in climate change or sustainability
issues more broadly. The public discussion revolving around Estonian pension funds has in the
past year been on their low returns (e.g., see Oja, 2018 and Pekk, 2018) — second-lowest in OECD
countries in 2017 (OECD, 2018) — and in the past months whether the mandatory second pillar
should be made voluntary overall. As of 61 April 2019, the latter is written even in the action plan
of the coalition (note, elections were held in March 2019) (ERR, 2019), and is assumed to increase

the short-termism in pension funds further.
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3. THEORETICAL GROUNDING
3.1. Fiduciary duty in the traditional view of the financial sector

The values and practices prevalent in the financial sector originate from the neoclassic economic
theory, based on which markets are an outcome of the rational behaviour of individual economic
actors maximising their utility (Friedman, 1970; Pouncy, 2002). One of the theory’s underlying
premises is the division of societal labour, i.e., society works best if its actors specialise in distinct
tasks, resulting in economic efficiency (Sandberg, 2015). In this light, the traditional view of the
financial market is to specialise solely on maximising shareholders’ wealth (i.e., risk-adjusted
returns), which is also the basis for the traditional interpretation of financial institutions’ fiduciary
duty (Sullivan & Mackenzie, 2006; Woods, 2011). While the assumption of leaving the fair re-
distribution of wealth to the state and other actors seems reasonable, the other distinguishable
characteristic of the neoclassic theory is to minimise states’ interference in the markets
(Zinnbauer, 2001; Sandberg, 2015), suggesting that the economic actors should be accountable

also for redistributing this wealth.

The specialisation on wealth-creation and lowering levels of regulations have led to the financial-
isation of the real economy, i.e., the growing influence of financial institutions over other sectors,
therefore exposing the economy and society more broadly to risks and costs stemming from the
financial sector (Van der Zwan, 2014). This permits economic injustice within and between coun-
tries and sectors, given that the traditional view advises the profit-focused specialisation of finan-
cial institutions to be indifferent to the well-being of other societal actors (Pouncy, 2002). The
indifference allows financial institutions to maximise profits while disregarding risks their prac-
tices expose on the economy and society more broadly, thus enabling and contributing to the
emergence of societal distress, as seen on the example of the global recession in 2008, for instance
(Woods, 2011). These examples and contradicting goals of the financial sector and society further
illustrate a) the gap between financial and non-financial values, b) the paradox regarding the di-
vision of societal labour when markets are regulated inappropriately, and ¢) subsequently the neg-
ative externalities (including inefficient market) emerging when the utility of more influential
economic actors is maximised on the expense of the utility of others (Zinnbauer, 2001; Sandberg,
2015). Hence, pointing to the need to price the externalities (both positive and negative) arising
from the decisions of individual actors, e.g., through market regulations, which per se contrasts

the traditional view.

According to the fiduciary duty defined in the traditional view, the specialisation on profit maxi-

misation impedes considering ESG factors in the decision-making because they are prevalently
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considered non-financial and hence would lead to higher costs, going against the prudential stand-
ards (Woods, 2011). This is complemented by the supremacy of the modern portfolio theory
(MPT) in the investment strategies that follows the neoclassic efficient market theory and high-
lights diversification as the principal way for investors to manage risks and achieve higher returns
(Freshfields Bruckhaus Deringer, 2005). Firstly, because ESG integration restricts diversification,
secondly because negative externalities — including negative ESG performance — is believed to be
already internalised in the pricing, hence suggesting that additional ESG integration is unneces-
sary, and thirdly because of the administrative costs historically associated with considering ESG
factors (OECD, 2017a; Gary, 2018).

However, it is known from section 2.3.1. that investors are increasingly integrating ESG and gov-
ernments actively requiring financial institutions to disclose and consider ESG and especially cli-
mate factors in investment processes. This suggests that ESG integration is not necessarily linked
to higher costs or lower risk diversification, or imply that ESG factors are already internalised in
pricing. And subsequently, that in practice ESG integration does not go against prudential stand-
ards but rather supports the latter, implying also that the fiduciary duty is outgrowing from its

traditional nature.

3.2. The stakeholder theory of the financial sector

Dissimilar to the neoclassic perspective that views markets to comprise of individual self-inter-
ested actors, the institutional economic theory rationalises connections and transactions between
individuals and collectives and defines the economy as an advancing collection of institutions that
govern society (Zinnbauer, 2001; Pouncy, 2002). This perspective allows defining the stakeholder
theory, according to which the economy and its actors can be redefined as institutions enabling

different stakeholders to achieve different objectives (Donaldson & Preston, 1995).

The inter-dependence of varying objectives necessitates systems thinking, which ultimately aims
to consider the effects of economic decisions on all stakeholders and to distribute wealth, oppor-
tunities and costs equitably (Pouncy, 2002; Valentinov, Roth, & Will, 2019). Thus, aligning
greatly with the concept of climate equity as discussed in section 2.1.1. In this view, those influ-
encing or influenced by the processes of certain actors are entitled to be regarded not as means to
an end, but rather an end in itself, and should, therefore, be considered in actors’ decision-making
(Evan & Freeman, 1988). Stakeholder theory has been central in interpreting companies’ func-
tions and identifying and explaining the relations between stakeholder management and the tradi-

tional corporate goal of profit maximisation (Donaldson & Preston, 1995).
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The stakeholder theory has also been fundamental in the understanding and reinterpretation of the
fiduciary duty to include not just maximising shareholders’ wealth as depicted by the traditional
view but adequately considering the objectives of all key stakeholders involved in the investment
chain, such as communities and ecosystems affected by or involved in the processes of investee
companies, shareholders, state and others (Juravle & Lewis, 2008; Sullivan, et al., 2015). Hypo-
thetically applying stakeholder theory in its entirety in practice (i.e., considering all related stake-
holders in investment processes), however, can be expected to result in the financial sector allo-
cating too many resources to non-financial functions and thereby sacrificing economic efficiency.
Therefore, possibly causing resistance among the financial institutions whose practices are deeply
ingrained in the traditional view and risking with the society at large losing from the inefficient
realisation of the traditional function of the financial sector (Woods, 2011).

In this light, as put by Sandberg (2015), the traditional view originating from neoclassic economic
theory indicates to the absence of responsibility, and the stakeholder view stemming from institu-

tional economics to sacrificing economic efficiency.

3.3. Incorporating climate change and fiduciary duty into a two-level model

3.3.1. Two-level model in a climate context

To merge together the traditional view (economic efficiency) and stakeholder view (the interest
of the society), Sandberg (2015) proposes a two-level utilitarian model, according to which all
societal functions adhere to a general goal most optimal for society in the long run, and the indi-
vidual functions pursue specialised goals. He suggests that financial institutions should be able to
efficiently allocate capital and create wealth, on the conditions that they 1) assure that the special-
ised goal feeds and correlates with the general goal, and 2) take adequate measures if the first

condition is not met.

To pursue the two-level model in practice, it is useful to examine Friedman’s article from 1970,
“The Social Responsibility of Business is to Increase its Profits”, which portrays the underlying
principles and values of the traditional view and highlights two arguments that contradict the two-

level model.

The article firstly emphasises the importance of voluntary individual interests of societal stake-
holders, implying that the general goal cannot represent consensus but rather compromises that
require conformity, even coercion, which arguably leads to the inability to execute individual
interests. However, as also argued by Friedman, some extent of conformity is inevitable, suggest-
ing to the optimality of the general goal. Among other examples, the Sustainable Development

Goals endorsed by the UN and all its member states refer to a global consensus on the optimal
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general goal, namely global peace and equitable prosperity for people and planet, for now and
future (UN, 2015b). In the climate context, the Paris Agreement details how 195 countries agree
that climate change exposes multifaceted risks on the planet and people, and recognise that not
taking adequate measures to address climate risks impairs the general goal of peace and prosperity
(UN, 2015a). For the comprehensiveness and inclusion of stakeholders globally in both, this gen-
eral goal with the prerequisite of adequately addressing climate change can be considered as the

overarching level of the two-level model.

And secondly, the article represents how corporate social responsibility is viewed in the neoclassic
theory, heavily criticising all its forms with a strong assumption that these inevitably lead to higher
costs. Friedman (1970) seems to imply that the neoclassic theory disregards addressing material
risks —which were discussed earlier to strengthen financial sector’s specialised goal — as a possible
consequence of social responsibility, arguably due to the absence of such a body of knowledge at
the time of the publishing (Gary, 2018). This raises the question of whether neoclassic fundamen-
tals, which are entrenched in the present-day economics but neglect corporate sustainability pur-

suits, are still relevant.

As discussed, climate change is considered among the most material ESG risks to be integrated
into investment processes (Stern, 2007; European Commission, 2017; UNPRI, 2018b). Therefore,
focusing on the financial materiality of ESG factors seems to put the two-level theory in practice
and bridge stakeholders’ needs and sustainability issues with the profit-maximising traditional
view, given that considering material ESG factors does not require sacrificing financial profits if
done properly (see section 2.2.2). However, the role of non-material ESG factors can be argued
to incline more strongly to the stakeholder theory. The fundamental question deciding if financial
institutions pursue ESG integration is hence how material they believe ESG factors to be, both
short- and long-term (OECD, 2017a).

3.3.2. Operationalising the two-level model

As illustrated in the left rectangles in Graph 1 below, climate change can be contextualised in the
two-level model for being the fundamental prerequisite of pursuing the general goal (stakeholder
perspective, e.g., climate equity) but also strengthening the specialised goal of financial institu-
tions (traditional view, e.g., see material climate-related ESG risks highlighted in TCFD, 2017).

Further, financial institutions’ fiduciary duty can be positioned based on the model through ex-
amining existing investments, policies, mechanisms and attitudes within the financial sector. De-
rived from the typology of fiduciary duties of OECD (2017a) and Woods (2011) (see section
2.2.2.), the study defines and analyses fiduciary duty on three levels, as depicted in the right
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rectangle of Graph 1: narrow (traditional view, neglecting climate/ESG factors), modern (broad,
considering material climate/ESG factors), and universal (broad, considering all climate/ESG fac-
tors).

Graph 1. Positioning fiduciary duty based on the two-level model in the climate context

POSITIONING OF
THE TWO-LEVEL MODEL FIDUCIARY DUTY
= ~
GENERAL GOAL OF THE SOCIETY: EEolieE Niew.
GLOBAL PEACE & EQUITABLE PROSPERITY, FOR -
PEOPLE AND PLANET, FOR NOW AND FUTURE *
Stakeholder view URIEMERSL
Prerequisite: adequately addressing climate change |
i N | MODERN
SPECIALIZED GOAL OF FINANCIAL INSTITUTIONS:
MAXIMIZING INVESTMENTS’ |
RISK-ADJUSTED RETURNS NARROW
Traditional view +
Prerequisite: adequately considering material climate risks Traditional view
S /) No or low climate/ESG focus

Sources: Author’s interpretation of the two-level model proposed by Sandberg (2015) in the
climate context (left rectangle), and how it allows positioning fiduciary duty on three levels,
derived from Woods (2011) and OECD (2017a)

Neglecting material climate and ESG risks suggests that narrow fiduciary duty breaches the pru-
dential standards, but diverting too much from the specialised goal and considering all ESG risks
could possibly sacrifice economic efficiency, as discussed above by Sandberg (2015), thus possi-
bly not serving clients’ best interest. In this light, the modern fiduciary duty focusing on the ma-
teriality is considered most balanced and ideal, while the narrow fiduciary duty falls outside the
model as it does not address climate risks, which is a prerequisite for pursuing the specialised

goal.

Considering the existing literature, context and theory, this paper seeks to answer how can the
fiduciary duty of Estonian pension funds be interpreted based on how they address climate risks

in their portfolios and investment processes. This is aimed to be achieved via two sub-questions:

1. To what extent have Estonian pension funds, in January/February 2019, invested in com-
panies that are significantly reinforcing climate change?
2. What policies and mechanisms do pension funds have in place to address climate-related

ESG risks in their portfolios?

22



4. METHODOLOGY & LIMITATIONS

To answer the research questions, this paper follows the logic and combines methods used in
numerous studies highlighted before, e.g., those conducted by Fair Finance Guide (2015) and
Kirsch, et al. (2018), and involves three steps: 1) choosing the sample of companies reinforcing
climate change, considering policy influencing and GHG emissions, 2) examining the investments
of Estonian pension funds in these companies, and 3) analysing the policies and mechanisms of
financial institutions on if and how they consider climate-related ESG risks in investment pro-

cesses, through desk research and engaging with pension fund representatives.

4.1. Methods

4.1.1. Choosing the sample of companies reinforcing climate change

The sample is chosen from influential companies reinforcing climate change, influence being de-
fined by two criteria highlighted in section 2.1.2.: climate lobbying and GHG emissions. Consid-
ering the nature and scope of this study, secondary data from existing research is used to determine
the sample.

Initial list: climate lobbying

First, an initial list of companies most active and influential in lobbying against climate policies
Is established, based on the findings and scoring methodology developed by InfluenceMap, which
aggregates a performance band from an organisational score (carbon policy footprint) and a rela-
tionship score (misalignment of company’s statements with trade associations and other influenc-

ers it is connected to). See more detailed criteria in Appendix B.

InfluenceMap investigates publicly listed and non-state-owned companies with significant power
over influencing the climate policy, on how they address climate change in their lobbying prac-
tices. The companies in the initial list are chosen from the available sample of the online database
of InfluenceMap (2019a), as well as from individual reports, primarily the Corporate Carbon Pol-
icy Footprint (InfluenceMap, 2017b) and a separate analysis of 55 European companies requested
by a group of investors, including Swedish and UK pension funds (InfluenceMap, 2018a). Both
reports and the database contain links to individual company profiles that include regularly up-

dated data on companies’ climate lobbying activities.

The derived initial company list includes 39 companies (see the Performance column in Appendix
C for details).
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Final sample: considering GHG emissions

Knowing that many companies in the initial list of 39 belong to the highest GHG emitters globally
(see CDP, 2017, and compare the results with the initial list in Appendix C), this study’s final
sample is chosen by removing the lowest GHG emitters from the initial list by considering com-
panies’ Scope 1 and 3 GHG emissions® in 2016 or 2017, depending on data availability. GHG
emissions are determined based on companies’ replies to CDP, accessible in the database of the
latter (CDP, 2019).

Derived from the reported GHG emissions described in Appendix C, for 35 out of 39 companies
who provided the data, the median CO2 or CO2-equivalent GHG emissions is 110 million ton-
nages (MtCO2e)2. Considering that the GHG emissions of 32 of the 35 companies range between
10 and 802 MtCOz2e and three have less than 1 MtCO2, the latter three are removed from the
initial list. Further, recognising that the four companies who have not reported their emissions to
CDP are among the 7 most influential climate lobbyists in the initial list of 39, they are included

in the final sample.

Based on the criteria of high GHG emissions® and active climate lobbying, 36 companies remain

in the final sample (see the Sample column in Appendix C).
Describing companies in the sample

The 36 companies are in the following sectors: energy (12 companies), materials (8), automotive
(6), chemicals (5), utilities (4) and industrials (1), most belonging to the highest-GHG-emitting
sectors as described in section 2.1.2. 18 companies are headquartered in different European coun-
tries (mostly Germany, France and the UK), 14 in the USA and one each in South Africa, Aus-
tralia, Russia and Japan. Knowing from section 2.1.2. that in 2012 more than half of the global
CO2-emissions were released by the EU, the USA and China combined, excluding companies
from the latter implies to potential bias in the sample. However, this is because InfluenceMap
excludes state-owned companies, which is known to be the case for many larger Chinese compa-

nies.

1 To determine Scope 3 GHG emissions, this study considers only emissions arising from the use of sold products,
i.e., from the final use of products and services sold by a company (WRI & WBCSD, 2013).

2 To illustrate the scope, according to the US Environmental Protection Agency (EPA, 2018), 110 MtCO2e is equiv-
alent to GHG emissions arising from driving 393 billion kilometres with an average passenger car or burning 544
thousand railcars’ worth of coal.

3 Different companies use different methods to determine their GHG emissions (especially Scope 3), and many do
not determine their Scope 3 emissions, because not required or relevant for some sectors (CDP, 2019). Thus, the
voluntarily reported GHG emissions should be considered as a mere indication of GHG-related concerns associated
with the examined companies, as suggested by the GHG Protocol (WRI & WBCSD, 2004).
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4.1.2. Examining Estonian pension funds’ investments in chosen firms

Inspecting Estonian pension funds’ investments in the 36 companies involves two parts: collecting
data from investment reports of all mandatory pension funds and examining if and how these

funds have invested in the sample companies.
Collecting data on pension funds’ portfolio holdings

For all 23 mandatory pension funds, the latest monthly investment reports are collected: January
31% or February 28", 2019, depending on data availability on financial institutions’ webpages (as
of 9" April 2019). Details of portfolio holdings of these funds are then compiled to an Excel
dataset for data analysis. See Appendix A for a descriptive table of the pension funds and sources

of portfolio holdings.
Examining pension funds’ investments in 36 sample companies

Examining whether financial institutions have, through pension funds, invested in the sample
companies is based on the principle that investment of any amount indicates to contributing to the
impacts of investee companies, and hence the expectation that financial institutions are account-
able for alleviating any adverse risks and impacts (OECD, 2017b). Considering this and the com-
plexity of fully quantifying each cent funnelling from 23 pension funds into the 36 companies
(mostly due to the indirect investments, for which data is often not available), this study inspects
dichotomously whether the five financial institutions have invested in the sample companies in

January/February 2019. This comprises of two steps: investigating direct and indirect investments.

First, all direct investments are examined to see which of the 36 companies have the pension funds
invested in directly through stocks or bonds (see Appendix E for details). Investments in subsidi-

aries are counted as investments in the holding company (e.g., BMW Finance instead of BMW).

Second, for indirect investments, investments to other investment funds are investigated, and then
information of these funds’ holdings sought, primarily from fund managers’ websites, to see
whether they invest in the sample companies (see Appendices D and F for details). This study
seeks to verify for each of the 36 companies whether it is financially supported by at least one
investment fund, which pension funds have invested in, mainly because it is often not possible to
access detailed information of investment funds’ holdings, through which indirect investments in
the companies could possibly be made. Hence, the fact that some financial institutions appear to
be investing less or not at all in some of the 36 companies could imply either the pension funds
not investing in the companies or the author not being able to access the data of specific invest-

ment funds.
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Also, information of portfolio holdings of investment funds that pension funds invest in is mostly
not available for a specific date that would match the monthly investment reports of pension funds
(January 31% or February 28™). Hence, this study seeks portfolio data of investment funds that are
closest to the investment reports of pension funds, with an assumption that the funds have not
traded the sample companies (i.e., acknowledging the economic size and positions of the latter).
The portfolio data for 11 of the 14 investigated investment funds are as of the end of January to
the beginning of April 2019, suggesting a maximum mismatch of two months between the com-
pared periods. For three funds invested in by Tuleva, portfolio holdings were found as of May
31%, 2018, and hence the mismatch is nine months. See exact portfolio holdings’ dates of invest-

ment funds in Appendix F.
4.1.3. Analysing the ESG integration of financial institutions

Analysing the ESG integration is structured around three themes deducted from the literature,
combining the three-dimensional typology by Sustainalytics & IRCCi (2017) with the work by
UNPRI (2016), and complementing the two by specific questions and nuances from other studies
examining financial institutions’ ESG practices, such as those authored by de Andrade & Stolpes-
tad (2017) and Bjornsson (2017). The three themes are:

1. Acknowledgement: do financial institutions in their policies publicly acknowledge that
climate risks are associated with investment risks and returns, support transitioning to low-
carbon portfolios, and actively seek to divest from high-GHG-emitting sectors? And do
they consider ESG risks in investment policies and mechanisms in some form?

2. Application: through which methods is ESG integrated (negative screening, positive
screening, sector weighting, engagement, divestment or others), and how? If climate issues
are monitored and assessed, then what exactly? Is ESG analysis conducted as part of the
investment process and if so, when (pre- and/or post-investment), using what data (com-
pany-, sector-, macro- or regional-level, and originating from where), and how?

3. Management: who is responsible for conducting ESG analysis (investment manager, in-
house ESG specialist, external service-provider or a combination), and what is their com-
petence? Is there a structured process for ESG integration, and if ESG is managed by an-

other entity, then how is ESG integration coordinated?

The themes are analysed and compared for the five financial institutions, firstly, by engaging with
their representatives to seek information and evidence of mechanisms used to address climate-
related ESG risks in investment processes, and secondly, through desk research on the publicly
available and provided policies and documents. See Table 3 in section 5.2.1. for an overview of

sources used.
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The engagement process is based on an online questionnaire and subsequent dialogue via emails
and phone calls to clarify and substantiate the answers. The questionnaire covers the three themes
and includes 26 content questions in total, which answer if and how climate-related ESG risks are
considered in investment policies and processes, and if not, then why. The number of questions
to be answered, however, depends on the answers (e.g., if a respondent states that ESG risks are
not considered at all, the number of questions is 5). The questionnaire is built on a SoGoSurvey
platform because it supports skipping logic, which makes the questionnaire more intuitive and

relevant for different respondents. See Appendix G for a copy of the questionnaire.

The main purpose for choosing an online questionnaire is that it allows financial institution rep-
resentatives to a) think through their responses and substantiate these with relevant examples and
evidence, b) consult with the personnel responsible for ESG, if necessary, and c) answer at a time
most convenient for them. Also, the questionnaire is compiled in English because many financial
institutions are likely to rely on their foreign holding company. When conducting the study, the
questionnaire was often taken as the base from which to collect further input via phone interviews

and email dialogues.

The planned sample of respondents included pension fund managers, but the eventual sample was
determined by the availability of contacts, knowledge of ESG issues and other aspects. See Table
3 in section 5.2.1. for the list of respondents. Financial institution representatives were initially
contacted through personal or companies’ general emails, depending on the availability, on March
27", 2019, with the request to answer the questionnaire by April 8. The contacts were frequently

followed up via email and phone calls with reminders and requests to substantiate the answers.

4.2. Limitations

This study requires acknowledging several limitations, primarily those related to fiduciary duty,

sampling and secondary data, and analysing financial institutions” ESG integration.
Fiduciary duty

Firstly, it is acknowledged that financial institutions’ fiduciary duty, which is focused on in this
study, influences and is dependent on numerous determinants, such as regulatory and legislative
frameworks, institutions like financial ministries and supervisory institutions, prevailing invest-
ment approaches and value-systems, the behaviour of the industry peers, and others (Woods,
2011; Martini, 2018). Nevertheless, this study limits itself to explicitly reflecting financial insti-
tutions’ fiduciary duty based on their investments and ESG integration, while still recognising

other factors in the context.
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Secondly, the definition of fiduciary duty consists of two central parts: financial institutions acting
1) in clients’ sole interest with no conflict of interests, and 2) with expected prudence and com-
petence (Sandberg, 2011). While the first part would provide useful insight into considering cli-
ents’ different interests, this study is limited to analysing the second part, given the focus on cli-

mate change and the materiality of climate risks.

Thirdly, this study examines investments and financial institutions' mechanisms to address climate
and ESG risks as of one point in time, as longitudinal data for ESG mechanisms are not available.
Therefore, the study does not aim to find causality but rather explore the possible variables, which

define the fiduciary duty in the context of Estonian pension funds.
Sampling of companies and pension funds

Fourthly, the choice of sample companies is limited to utilising secondary data compiled by two
different organisations, which requires considering the limitations and nuances of both, as well as
the limitations arising from combining these. These limitations are elaborated in Appendix B. To
highlight a few, InfluenceMap’s scoring methodology is based on quantifying and weighting qual-
itative elements, a process which is susceptible to subjectivity, and the choice of companies dis-
regards state-owned companies, many of which are regarded as bigger polluters than non-state-
owned companies (e.g., see CDP, 2017). For CDP, companies voluntarily report their GHG emis-
sions based on different methodologies, and hence the results are likely to be inconsistent or bi-
ased towards companies’ benefit. While combining the studies complicates choosing the sample
and author’s own research could possibly lead to a more suitable level of detail to this study, the
secondary data is regarded sufficient due to the comprehensiveness and recency of the existing
data, and the focus of the first sub-research question to merely investigate how pension funds

invest in companies reinforcing climate change.

Fifthly, the data was collected on a pension-fund level (see section 5.1.), but the analysis aggre-
gates this primarily to the financial institutions’ level. While observing pension funds in more
detail would provide valuable insight into the fiduciary duty of funds with different characteris-
tics, the ESG integration is assumed to be driven by financial institutions managing the pension

funds, and hence this study focuses on the latter.

Sixthly, analysing also the invested amounts would provide a better understanding of which pen-
sion funds support sample companies more extensively. Nonetheless, as investments are often
made through other investment vehicles, many of which do not publish detailed portfolio hold-

ings, quantifying investments from 23 pension funds to all 36 companies is complex. Therefore,
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this study is limited to analysing whether or not pension funds invest in the 36 companies and

follows the principle that investments of all amounts exhibit supporting investees’ actions.
Studying ESG integration

Seventhly, this paper focuses on what mechanisms financial institutions use to address climate-
related ESG risks but does not explicitly focus on how effective these mechanisms are or why
specific methods are used, as these go beyond the scope of this paper. However, the latter two are

also discussed to the extent they emerge in dialogues with financial institutions.

Eighthly, international financial institutions can have ESG, investment and other functions spread
across different subsidiaries and countries, thus complicating accessing relevant sources. Adding
also the expected confidential nature of ESG integration (as it is an internal process), this study
acknowledges the limitations of not being able to access all relevant sources. Nevertheless, the
author aims to obtain as a comprehensive set of materials as possible through an extensive analysis
of publicly available documents and dialogues with financial institutions. Also, it is expected that
all statements by financial institutions cannot be verified by specific documents due to inaccessi-
bility or other reasons. Hence, this study, to the extent possible, refers to such statements as “the

investor claims to be doing something” instead of “the investor does something”.

5. EMPIRICAL FINDINGS

5.1. Pension funds’ investments in companies reinforcing climate change

Appendix D illustrates which Estonian financial institutions in their pension funds have invested
in which of the 36 companies reinforcing climate change. It depicts that all five financial institu-
tions have invested, as of January/February 2019, in either 35 or all 36 companies. The findings

are disaggregated to pension-fund level in Appendices E (direct) and F (indirect investments).
5.1.1. Direct investments

Direct investments in stocks and bonds comprise a significantly smaller proportion than indirect
investments through other investment funds. SIF appears to have invested directly in 16, SEB in
seven and LHV in five of the 36 companies. Luminor and Tuleva have not made any direct in-
vestments in their pension funds. Table 2 below illustrates the proportion of investments made in
stocks and bonds.

29



Table 2. Number of direct investments in the 36 companies via stocks and bonds

Financial institution | # companies directly Stock Bond
invested in (n=36) (shareholder) (bondholder)

SIF 16 15 2

SEB 7 2 5

LHV 5 1 5

Luminor 0 0 0

Tuleva 0 0 0

Source: Appendix E
SIF has invested directly in 16 companies through three different pension funds (mostly K3 and
K4), SEB in seven companies through four funds (mostly Progressive) and LHV in five compa-

nies through four funds (see Appendix E).
5.1.2. Indirect investments

As seen in Appendix D, the five financial institutions have made most investments in the 36 com-
panies indirectly through other investment funds, each investing in and hence supporting at least

34 of the 36 companies through at least two different investment funds.

Appendix F details which pension funds indirectly invest in the companies through which invest-
ment funds. From the 14 investment funds observed, six have invested in at least 34 companies,
four in 14 to 20 companies, one in seven and two in one company. Knowing that larger investment
funds mostly invest in economically influential companies, the significant number of investments
by Estonian pension funds confirms the importance of the 36 companies in the global economy

and illustrates the prevalent risk distribution in portfolios.

At LHV, most identified indirect investments in the 36 companies are made through Index, at
Luminor through A, A Plus and B, at SEB through Energetic, at SIF through K90-99, and at
Tuleva through World Stocks pension funds. See Appendix F for an overview of all pension funds.

There are many pension funds whose direct and indirect investments have not been described. For
direct investments, Appendix E is exhaustive (i.e., all investments are detailed), and hence these
pension funds do not directly invest in any of the 36 companies. For indirect investments, how-
ever, the examined 14 investment funds do not cover all investments of all financial institutions

and pension funds because the opposite is beyond this study’s scope (see Methodology).

5.2. ESG integration of Estonian pension funds

5.2.1. Overview

Obtaining information on the ESG integration of Estonian pension fund managers differed for

financial institutions, as depicted in Table 3 below.
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Table 3. Respondents and sources for analysing ESG integration of Estonian pension funds

FI & Respondent

Form of dialogue

Additional sources used for analysis

LHV
Kristo Oidermaa
Pension Fund

One-time reply via
email

None because claimed that LHV does not consider climate
or ESG risks in policies or practices.

Manager

Tuleva Responded to the sur- | None because claimed that Tuleva does not consider cli-
Tonu Pekk vey mate or ESG risks in policies or practices.

Pension Fund

Manager

Luminor One in-depth phone Climate Change Position Statement (Nordea, 2017a)
Laur Samlik interview and several | Sustainability Policy (Nordea, 2017b)

Portfolio Analyst

follow-ups via email
and phone

Annual Report 2018 (Nordea, 2019a)

Commitment to Responsible Investment (Nordea, 2019b)
Responsible Investment Policy (Nordea, 2019c¢)
Exclusion list (Nordea, 2019d)

Proxy Voting Dashboard (Nordea, 2019¢)

Sustainability Governance Structure (Nordea, 2019f)
Commitment and policies (Nordea, 20199)

SEB Responded to the sur- | Climate Change Position Statement (SEB, 2015)
Endriko Vorklaev | vey, followed up once | Environmental Policy (SEB, 2018)
Pension Fund via an in-depth phone | Sustainability Policy (SEB, 2019f)
Manager interview and several | SEB’s Sustainability Policies (SEB, 20199)
times via email and Exclusion: Core Criteria (SEB, 2019h)
phone Voting Principles (SEB, 2019i)
SIF One-time reply via Environmental Policy (Swedbank, 2018a)

Kristjan Tamla
CEO

email stating that its
ESG policy is cur-
rently under develop-
ment and indicating to
SIF’s voting policy on
eurofunds

Climate Change Position Statement (Swedbank, 2018b)
Sustainability policy (Swedbank, 2018c)

Energy Sector Guidelines (Swedbank, 2018d)

Exclusion list (Swedbank, 2019f)

Annual and Sustainability Report 2018 (Swedbank, 2019g)
Client Complaint Handling Policy (Swedbank, n.d.)

The findings greatly vary between Estonian- and foreign-owned financial institutions.

Both Estonian-owned financial institutions, LHV (via email) and Tuleva (via survey), stated res-
olutely that they do not address climate or other ESG risks in their investment policies and pro-
cesses. LHV’s representative claimed that LHV is following the ESG sphere but has not taken
any measures because ESG is not yet important enough in Estonia to be considered, adding that
likely because of the relatively small investment amounts compared to the costs of developing
ESG mechanisms. Tuleva’s representative provided two reasons: its first pension fund was
launched just two years ago and has not reached a scale that would enable setting its own invest-
ment policies, and it is a passive investment manager depending on global index funds, which are

made available for Estonian investors.

The three other, foreign-owned financial institutions — Luminor, SEB and SIF — appear to be

putting more focus on climate and ESG, especially through their holding companies’ group-level
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policies and mechanisms, which are applied to Estonian pension funds differently. Luminor has
given the investment mandate — the right to manage its pension funds — entirely to Nordea Invest-
ment Management AB, a non-Estonian subsidiary also belonging to Nordea Group (source: phone
interview). Hence, Nordea’s group-level policies and mechanisms, which also apply to Luminor’s
pension funds, are analysed*. SEB has given part of its investment mandate to SEB Investment
Management AB, a non-Estonian subsidiary belonging to SEB Group (source: phone interview),
and hence ESG integration is examined on two levels: SEB Group and SEB Varahaldus. SIF
claimed to be currently developing its ESG policy (estimated launch in June 2019, source: email),
implying that an internal comprehensive ESG policy is not followed as of April 2019. Still,
Swedbank’s group-level ESG policies and mechanisms were examined to see if and how they

apply to SIF.

Recognising the absence of climate/ESG integration in LHV and Tuleva, the ESG integration
practices of only the three foreign-owned financial institutions are dissected in Table 4 below,
based on the themes described in section 4.1.3.: acknowledgement, application and management.
The table concentrates on ESG integration aspects that are most relevant for Estonian pension

funds in the climate context, and the findings are concluded after the table.

4 Nordea’s policy documents applied to Luminor’s Estonian pension funds include those published under the names
of Nordea Group, Nordea Investment Management AB, and Nordea Asset Management, as suggested by Luminor’s
representative via phone interviews.
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Table 4. ESG integration in foreign-owned financial institutions managing Estonian pension funds

Theme Nordea Group/Luminor SEB Group/SEB Varahaldus Swedbank Group/SIF
Acknowledge- | Recognises a) its role and importance in support- | Recognises a) its responsibility to support the | Recognises a) its responsibility to ad-
ment: cli- ing the transition to a low-carbon economy needs of different stakeholders in the climate | dress sustainability-related chal-
mate/ESG (Nordea, 2017b), and b) that climate and ESG context (SEB, 2015), and b) the need to ad- lenges in the society, and b) the need
risks (group- risks are material (Nordea, 2017a, 2019b), and dress material climate risks (SEB, 2015 & to consider ESG factors in invest-
level policies | thus considering ESG is part of fiduciary duty 2018). ment decisions (Swedbank, 2018c &
for all) (Nordea, 2019c). 2018a)

Acknowledge-
ment: commit-
ments to initia-
tives focusing

Nordea (2017b, 2019c, 2019g) has committed to
UN Global Compact, UNPRI, UNEPFI, Equator
Principles, OECD Guidelines for MNEs, Paris

Pledge Action in support of COP 21, Rio Decla-

SEB (2018) has committed to UN Global
Compact, UNPRI, UNEPFI, Equator Princi-
ples, CDP, OECD guidelines for MNEs,
Global Investor Statement on Climate

Swedbank (2018a & 2019g) adheres
primarily to UN Global Compact and
UNPRI but has also committed to
UNEPFI, OECD Guidelines for

on climate ration on Environment and Development, CDP Change, Montreal Carbon Pledge. MNEs, CDP and Montreal Carbon
and Montreal Carbon Pledge. Pledge
Application: In all pension funds, excludes companies ex- In all pension funds, excludes companies ex- | In all pension funds, appears to ex-
negative ceeding coal revenues (metallurgical coal, ther- | ceeding coal revenues of 20%, or breaching clude companies exceeding coal rev-
screening (ex- | mal coal, coke) of 30%, or breaching environ- environmental norms, and in Progressive pen- | enues of 30% (Swedbank, 2018b).
clusion lists) mental norms (Nordea, 2017a & 2019c). sion fund, also excludes energy sector (oil,
gas, coal) from equity investments entirely
(SEB, 2019f & phone interview).
Application: On group-level (Nordea, 2019b) and in Luminor | On group-level (SEB, 2019f) and in Estonian | No information was provided/found
positive pension funds (source: email), actively selects pension funds (source: phone interview), se- | on whether SIF’s pension funds uti-
screening securities with high ESG performance, based on | lects securities contributing to sustainable de- | lise positive screening.
proprietary methodology. velopment and mitigating climate risks.
Application: On group-level, uses voting at AGMs to address | On group-level, no information was pro- On group-level, no information was
voting ESG issues and has a public voting portal show- | vided/found on how SEB uses voting rights in | provided/found on how Swedbank
ing how it has voted (Nordea 2017b & 2019b). its Estonian pension funds. At SEB Varahal- | uses voting rights in its Estonian
From January 2018 to March 2019, used voting | dus, a relevant policy exists (SEB, 2019i), but | pension funds. At SIF, a relevant
rights for 6 firms in the sample of 36 (Nordea, has not been used for climate/ESG issues policy exists (Swedbank, n.d.) but its
2019e). (source: phone interview). application could not be verified.
Application: On group-level, claims to engage with compa- On group-level, claims to engage with compa- | No information was provided or
engagement nies to advance their climate & ESG nies to advance their climate & ESG could be found regarding how
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performance and to prefer engagement to divest-
ment (Nordea, 20173, 2017b & 2019b).

performance and to prefer engagement to di-
vestment (SEB, 2015 & 2019f).

Swedbank/SIF engages with compa-
nies in SIF’s pension funds.

Application: On group-level, claims to integrate ESG data in | On group-level, claims to integrate ESG & No information was provided or
ESG data inte- | all investment decisions for internally and ac- climate risks in investment processes (SEB, could be found regarding how
gration tively managed funds (e.g., Luminor’s pension 2015). In funds managed in Estonia this was | Swedbank/SIF integrates ESG data
funds and Nordea’s other funds), which includes | stated to include only basic ESG-questions in | in the investment process of SIF’s
considering climate- and fossil-fuel related risks | due diligence, if relevant (not monitored post- | pension funds.
(Nordea, 2017b & 2019c, email dialogue). investment), and consulting ESG team for
controversial projects (phone interview).
Application: On group-level, ESG is addressed mainly for di- | On group-level, sustainability efforts and On group-level, exclusion list is ap-
direct vs indi- | rect investments representing Nordea’s largest ESG integration (i.e., exclusion list & engage- | plied only for direct investments in
rect invest- holdings in its internal funds (Nordea, 2019b; ment) apply solely to direct investments in firms and equity derivatives in firms.
ments 2019c¢). In Luminor’s funds, Nordea’s internal fixed income securities and equities, and Influence work for external funds is
funds were claimed to comprise up to 50% of the | when possible, SEB’s internal funds (SEB, expected to be conducted by external
portfolio, the rest being invested in index prod- | 2019f). fund managers (Swedbank, 2019f).
ucts (email dialogue).
Management | Sustainability decisions are made by Business Sustainability/ESG strategies are developed Sustainability/ESG strategies for in-

Ethics and Values Committees and implemented
by different Business Areas and Group Func-
tions (including the management team of Lumi-
nor’s pension funds). Group Sustainable Finance
supports integrating sustainability strategy in
business decisions, and Sustainability Committee
(represented by Business Areas) proposes im-
provements (Nordea, 2019f). Also, the Responsi-
ble Investment Committee (comprising Senior
Executive Mgmt.) oversees Nordea’s Responsi-
ble Investment Policy (Nordea, 2019c). Employ-
ees access ESG data via an internal research plat-
form and meetings with ESG & investment
teams of Nordea (2019Db).

by an operational ESG team, Chief Sustaina-
bility Strategist and advisory Corporate Sus-
tainability Committee, and their implementa-
tion executed by heads of each division, busi-
ness support or group staff function (SEB,
2018 & 2019f). SEB Varahaldus follows the
core exclusion criteria, considers basic ESG
in due diligence (when needed), consults ESG
team in Sweden for bigger issues, and decides
on providing ESG mandate. ESG competence
is transferred via one-time online training,
regular conference calls with ESG team, and
overview emails of ESG trends (survey &
phone interview).

vestment decisions are governed by
Board of Directs and CEO and its
Office, executed by Group Sustaina-
bility (5-member expert group), sup-
ported by Business Ethics Commit-
tee for case-specific sustainability
risks, and implemented by business
functions, including SIF (Swedbank,
2019g). Swedbank (2018a, 2018d,
2019q) claims to consistently edu-
cate its employees regarding sustain-
able banking, managing environmen-
tal impact, and other relevant issues,
but these were not verified by SIF.

34




5.2.2.  Acknowledgement of ESG and climate change in policies

As concluded in Table 4, all three financial institutions in their group-level policies explicitly
acknowledge that adequately considering climate and ESG risks in investment processes is fun-
damental for managing both sustainability and financial risks (Nordea, 2017b; SEB, 2015;
Swedbank 2018a), but seem to focus on climate/ESG risks’ materiality and hence prioritise the
financial risks (Nordea, 2019c; SEB, 2018; Swedbank, 2018c).

Further, all three have comprehensive sustainability and environment policies, which are sup-
ported by position statements on climate change that instruct addressing climate risks in invest-
ment processes (Nordea, 2017a; SEB, 2015; Swedbank, 2018b). SEB (2019¢g) and Swedbank
(2018d) complement the previous by climate-related sector guidelines, such as forestry, fossil
fuels and energy. All three are signatories of several climate-related initiatives highlighted also in
section 2.3.1, such as Montreal Pledge, UNPRI and UN Global Compact, asserting their acknowl-

edgement of climate risks for both society and investments.

The group-level policies on climate and sustainability, however, seem to be distanced from Esto-
nian subsidiaries, due to the very limited climate/ESG mentions in subsidiaries’ policies. Also,
Luminor’s representative in the first phone interview claimed not being aware of specific policies
due to investment mandate given to another entity abroad, adding that the mandate includes a
clause that investments must be UNPRI signatories, to the extent possible. SEB’s representative
affirmed acknowledging ESG risks but was at the time of the first phone interview not aware of
specific climate-related policies. SIF’s representative via email, while not elaborating on existing
ESG/climate policies-practices, stated to be developing its internal ESG policy, which would be

the first among the five financial institutions.
5.2.3.  Application: negative & positive screening

All three utilise standard group-level exclusion lists, which also apply to direct investments in
Estonian pension funds (Nordea, 2017a; SEB, 2019f; Swedbank, 2018b). Among others, all three
exclude companies that breach environmental norms or are coal-dependent, although to a different
extent (see Table 4). SEB as the only exception, since 2017, excludes the energy sector (coal, gas
and oil) from direct equity investments in its largest, Progressive pension fund (equity part com-
prising around one-fourth of SEB’s Estonian pension funds’ total AUM), via an ESG investment
mandate given to another SEB Group subsidiary (SEB, 2019f; phone interview). SEB’s repre-
sentative claimed that stricter ESG criteria are not applied to smaller funds mostly because of the
limited direct investments and high relative administrative costs, but also the lack of progress in

the ESG sphere by other Estonian financial institutions, the short-term financial expectations of
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clients, and overall lack of societal demand for ESG in Estonia. From this study’s sample of 36
companies, the standard exclusion lists of Nordea (2019d) and Swedbank (2019f) include only
Phillips 66, and SEB’s (2019h) also BHP Billiton and Royal Dutch Shell. Nevertheless, none of

the three has been excluded because of climate-related or environmental reasons.

Luminor’s (Nordea, 2019b) and SEB’s (2019f) pension funds also utilise positive screening by
investing in securities with high ESG performance. For instance, SEB’s Optimal pension fund has
invested in Sustainability High Yield and Ethical Equity Funds that, similarly to Progressive pen-
sion fund, follow stricter exclusion strategies, and Luminor’s A and A Plus pension funds in
Emerging Stars Equity Fund, which follows Nordea’s proprietary STARS rating methodology
(sources: respectively phone interview and emails; portfolio sources in Appendix A). SIF’s pen-

sion funds were not found to apply positive screening.
5.2.4.  Application: Engagement via voting at AGMs

Only Nordea, representing also Luminor, was found to actively exercise its voting rights in its
largest holdings to advance their ESG-related performance, also making voting-decision publicly
available at its VVoting Portal (Nordea, 2017b; 2019b). For instance, since January 2018 Nordea
has engaged with several of the 36 sample companies: Lukoil, Total, ExxonMobil, the Southern

Company, Valero Energy and Royal Dutch Shell (Nordea, 2019¢).

On group-level, no explicit information was found on how SEB or Swedbank use their voting
rights, especially on behalf of their Estonian pension funds. However, in Estonian subsidiaries,
they both have relevant voting policies (SEB, 20191; Swedbank, n.d.), which SEB’s representative
said have not been used for climate/ESG issues, likely due to lacking ESG focus in Estonia (phone

interview), and SIF’s representative decided not to comment.
5.25.  Application: Engagement via dialogue
Nordea (2017a; 2017b; 2019b), on behalf of Luminor, and SEB (2015; 2019f) in their group-level

policies claim to prioritise constructive dialogues over investments and engage with largest hold-
ings via dialogue to influence companies to improve their climate/ESG performance. Also, while
a record of dialogues could not be found for either, SEB’s exclusion list (2019h) suggests not

including Lukoil (a sample company) in the list due to the on-going engagement process.

On group-level, Nordea and SEB (and Swedbank but its group-level engagement practices were

not found to be linked to SIF’s pension funds®) appear to have influenced investee companies to

5 As stated in the Annual and Sustainability Report 2018 of Swedbank (2019g),, advanced ESG integration methods
seem to be used in other funds, e.g., Swedbank Robur, which were not found to be associated with SIF’s funds.
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align their practices with the Paris Agreement jointly with other investors by being signatories of
Montreal Pledge, UNPRI, Global Investor Coalition and others (see section 2.3.1. and Table 4 in
section 5.2.1.). There was no information found, however, to what extent the group-level engage-

ment practices can be associated with Estonian pension funds’ portfolios.
5.2.6. Application: ESG data integration
In group-level policies, both Nordea (2017b; 2019c) and SEB (2015) claim to be incorporating

ESG (including climate) data in investment decisions in their internal funds, including conducting
regular norm-based screening, which could result in engagement or exclusion/divestment. Also,
while Nordea’s representative stated that ESG data is integrated also in Luminor’s pension funds
directly (email dialogue), SEB’s representative said to be inquiring only basic ESG-related infor-
mation from Estonian-based investments during due diligence and consulting SEB Group’s ESG
team for controversial projects, if relevant (phone interview). No information was provided or
could be found regarding how Swedbank/SIF integrates ESG data in the investment process of

SIF’s pension funds.
5.2.7.  Application: Direct-internal vs indirect-external investments

All three in their ESG integration methods focus explicitly on direct investments and internally
managed funds, primarily in largest holdings (Nordea, 2019b; 2019c; SEB 2019f; Swedbank,

2019f), which disregards a large part of pension funds’ portfolios.

More specific information was provided only by Luminor whose pension funds comprise up to
50% of Nordea’s internal funds (where ESG integration is applied), the rest being external funds
whose holdings — according to Nordea’s documents shared by Luminor’s representative — cannot

be influenced from a responsible investment perspective (source: email).

To exemplify on exclusion lists, focusing on direct/internal investments allows financial institu-
tions to invest in exclusion list companies indirectly through external investment funds. For in-
stance, as described before, Phillips 66 is in all three exclusion lists, but all three financial insti-

tutions invest in the company through at least two external investment funds (see Appendix D).
5.2.8.  Application in Estonian subsidiaries

Estonian subsidiaries managing pension funds (i.e., SIF’s and most of SEB’s portfolios) were not
found to comprehensively integrate ESG in investment processes (e.g., engagement via dialogue,
exercising voting rights, ESG data integration), other than the basic ESG data integration at SEB
if relevant (source: phone interview), and the core exclusion lists for both. This is likely due to

the lack of ESG competence, group-level activities already incorporating Estonian pension funds
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(for Luminor and SEB), and other reasons. However, SIF’s on-going ESG policy development

suggests to improving ESG-landscape also in Estonian-managed pension funds.
5.2.9. Management: Estonian subsidiaries

As described in Table 4, on group-level, while all three have differing ESG/sustainability gov-
ernance structures, all include an operational ESG/sustainability team, advisory sustainability
committee, and business functions responsible for implementing ESG/sustainability strategies
(Nordea, 2019f; SEB, 2018; 2019f; Swedbank, 20199).

Estonian subsidiaries appear to have the implementing business function. As such, Luminor and
SEB claimed to utilise investment mandates, which include ESG criteria, to give the operational
(ESG) management of pension funds to foreign-based entities. Luminor respectively for all pen-
sion funds with a clause that UNPRI signatories must be emphasised in investments, and SEB for
equity investments in Progressive pension fund to follow SEB’s stricter sustainability criteria
(sources: phone interviews). For investment teams in Estonia, the ESG competence is transferred
through internal training, regular meetings with ESG team, mailing lists and other means (Nordea,
2019b; SEB, survey & phone interview; Swedbank, 2019g).

6. ANALYSIS & PROBLEMATISATION
6.1. Analysis of the results: defining the fiduciary duty

6.1.1.  Systemic investments in companies exacerbating climate change

Examining exclusively the investments, each financial institution through its pension funds in-
vests in and thus supports either 35 or 36 companies significantly reinforcing climate change.
Therefore, similarly to other studies conducted on financial institutions globally (see section
2.2.1.), Estonian financial institutions, too, systemically support and exacerbate climate change
through their investments. Many investments are made directly (see Appendix E), providing fi-
nancial institutions with higher flexibility to address climate/ESG risks than indirect investments
(see section 2.3.2.), but the systematicness of investing in climate-adverse companies arises pri-
marily from the widespread investments in larger index funds (see Appendix D), making financial
institutions and asset owners mostly minority share- or bondholders in investee companies. The
systematic investing in the sample companies depicts that the pension funds of the five financial
institutions are strongly exposed to systemic financial market risks, as is climate change (see sec-

tion 2.1.1.), aligning with the arguments presented by Woods (2011).

Based on the two-level model operationalised in section 3.3.2., both direct and indirect invest-

ments in the sample companies raise two complementary concerns, and subsequently two
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demands for the five financial institutions. Firstly, the capital of asset owners, the Estonian citi-
zens, is systemically exposed to material climate risks, potentially harming the financial returns,
if not addressed properly, and therefore also financial institutions’ specialised goal. Thereby re-
quiring addressing climate risks to act in clients’ best interest with prudence and competence and
conform to the modern fiduciary duty. Secondly, considering the work of OECD (2017b), the
business relationships between financial institutions and investee companies raise expectations
for financial institutions to contribute to the prevention and mitigation of adverse climate impacts,

as these directly conflict with the general societal goal.
6.1.2.  Fiduciary duty based on climate/ESG risk acknowledgement

Regarding foreign-owned financial institutions, the group-level policies that are applied also to
Luminor’s, SEB’s and SIF’s pension funds, acknowledge the funds’ importance in addressing
stakeholders’ needs in the climate context, thus hinting to the universal fiduciary duty and pursu-
ing the general goal. On an operational level, though, the policies highlight mainly the material
climate/ESG factors, indicating to the modern fiduciary duty and optimal specialised goal
(Nordea, 2017b, 2019c; SEB 2015, 2018; Swedbank, 2018a, 2018c).

However, there seems to be a distinct difference between Estonian- and foreign-owned financial
institutions, as unlike the latter, the former (LHV and Tuleva) do not acknowledge nor consider
climate/ESG risks in their policies or practices (see section 5.2.1.). This reflects their strictly nar-
row fiduciary duty, which can be considered as breaching fiduciary duty overall by disregarding
financially material climate/ESG risks, as discussed in section 2.2.2. Section 6.2. elaborates on

the plausible explanatory variables determining this narrow interpretation.
6.1.3.  Fiduciary duty based on ESG integration in practice

Focusing only on the foreign-owned financial institutions (due to the absence of climate/ESG
considerations at Estonian-owned financial institutions), the fiduciary duty can be defined by ho-
listically considering different ESG integration methods and nuances highlighted in this and the

following section.

First, exclusion lists appear among the most common practices to address climate/ESG risks, as
all three financial institutions seem to apply one to all pension funds, and SEB also stricter criteria
to its largest pension fund. As discussed, while all three standard exclusion lists include companies
for breaching environmental norms or being too coal-dependent, each list includes up to three
companies from this study’s sample of 36, and none for climate/environmental reasons (see sec-
tion 5.2.3.). Knowing that the sample includes companies that are among most influential in rein-

forcing climate change, this could — on one side — show that exclusion lists are possibly not
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stringent enough regarding climate issues such as GHG emissions. On the other side, this could
reflect the stance of Nordea and SEB to prioritise engagement over divestment and exclusion
(section 5.2.3.). Also, SEB and Luminor appear to utilise positive screening by choosing high-
ESG-performing securities in portfolios, which is a sign of supporting the general goal of the two-
level model, but which comprise a small part of total AUM. The limited coverage of negative and
positive screening thus seems to align with what is agreed in the literature regarding these having
little impact on portfolios (Sullivan & Mackenzie, 2006).

Second, engagement practices — dialogue and voting activities — cannot be as directly associated
with Estonian pension funds, mainly because they are carried out on group-level and their links
to pension funds’ portfolios cannot be tracked or proven exhaustively. However, as group-level
engagement practices still include companies that Estonian pension funds have invested in, they
can partially be attributed to the latter, and thus contribute to interpreting the fiduciary duty. For
instance, on group-level, Nordea was the only company found to transparently share its voting
decisions at AGMs of investee companies, which included several of the 36 companies (see sec-

tion 5.2.4.), and SEB to be engaging with Lukoil via dialogue (section 5.2.5.).

Third, Nordea and SEB on group-level appear to integrate ESG data in investment processes, the
former claiming to do so in all Luminor’s pension funds, and the latter to a limited extent in
Estonian-managed funds via qualitative inquiries for Estonian-based investments, if relevant (sec-
tion 5.2.6.). Nevertheless, ESG data integration in Estonian pension funds could not be substanti-

ated comprehensively.

Based on ESG integration in practice, the fiduciary duty differs depending on the financial insti-
tution, as Luminor’s pension funds appear to be most transparent and considerate to climate/ESG
risks, followed by SEB and ultimately SIF whose ESG integration seems to be limited to follow-

ing the exclusion list.

Further, there appears to be a discrepancy between the group-level ESG integration and the extent
to which funds managed by Estonian subsidiaries consider climate/ESG risks in their operations,
shown by the absence of climate/ESG considerations in policies and processes of the subsidiaries
(see sections 5.2.2. and 5.2.8.). This suggests that pension funds managed by Estonian subsidiar-
ies, similarly to Estonian-owned financial institutions, are tilted towards the narrow fiduciary
duty. On the contrary, pension funds managed outside Estonia by foreign-owned financial insti-
tutions via investment mandates seem to follow higher ESG standards, i.e., SEB’s Progressive
and all Luminor’s pension funds. Section 6.2. elaborates on the plausible explanatory variables

determining the narrow nature of the fiduciary duty of pension funds managed in Estonia.
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6.1.4. Indirect-external investments: diversifying risks and responsibilities

The focus of all methods mentioned above appears to be on direct investments, with emphasis on
largest holdings (see section 5.2.7.). This indicates to disregarding taking responsibility for the
actions and impacts of the 36 companies which have been invested in and supported indirectly

through external index funds.

While the prevalence of indirect investments illustrates the nature of risk diversification, a cor-
nerstone of MPT (see section 3.1.), it also suggests to diversifying responsibilities, allowing a
large number of investors investing in index funds to discard responsibility for the adverse impacts
made at the other end of the investment value chain. Therefore, even though Luminor, SEB and
SIF all, to some extent, address climate and ESG risks, these do not seem to be cared for within a

vast part of portfolios (see sources of Appendix A).

From financial institutions’ perspective, this can firstly be objected by many pension funds apply-
ing positive screening and investing in more sustainable funds (see section 5.2.3.). However, these
comprise only a small part of portfolios and do not alleviate climate/ESG risks in other funds.
And secondly, on group-level, it is likely that the three financial institutions engage with compa-
nies that they have invested in indirectly, through investor-initiatives like Montreal Pledge and
UNPRI (see section 5.2.5.). However, considering the explicit focus of ESG-related policies and
processes on largest holdings (section 5.2.7.), such engagement suggests that the possible engage-
ment with indirect investments is more coincidental, and subsequently, does not entail purpose-

fully engaging with Estonian pension funds’ portfolio companies.

Based on the small sample of three financial institutions considering climate/ESG risks, focusing
on direct-internal (and disregarding indirect-external) investments in ESG integration might be
the present-day standard. This can be reasoned by the convenience or cost-effectiveness of engag-
ing with portfolio companies with direct business relationships, and thus more tangible potential
impact (e.g., Nordea, 2019b), but also due to the early stage of gradual transformation of main-

stream financial sector towards the modern fiduciary duty (see sections 2.3.1. and 2.3.2.).

However, considering that Nordea (Luminor), SEB and Swedbank do not appear to be explicitly
and adequately addressing the adverse impacts of indirect investments (see section 5.2.7.), not
taking responsibility for the risks and impacts of a large part of portfolios implies to conflicting
with the general societal goal, even though making efforts to follow the modern fiduciary duty.
Discarding such responsibility raises questions on the sufficiency of modern fiduciary duty to
pursue the specialised goal in the two-level model, in Estonian pension funds and mainstream

finance overall. It also shows room for improvement regarding committing to group-level policies,
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in which all three claimed to be responsible for supporting the well-being of the stakeholders their

investments are affecting (see section 5.2.2.).

6.2. Variables explaining the Estonian fiduciary duty

Derived from the literature and theory, several plausible variables reinforce the narrow fiduciary
duty in the Estonian context, for both the Estonian-owned financial institutions and Estonian-

managed pension funds of foreign-owned financial institutions.
6.2.1.  Influence from foreign-based ESG resources

First, all ESG integration methods utilised in Estonian pension funds seem to be influenced by
ESG/sustainability competence and resources that are predominantly foreign-based (see section
5.2.9.). This manifests itself in, for instance, Estonia lacking adequate competence and mecha-
nisms for addressing climate/ESG risks, as suggested by SEB’s representative in a phone inter-
view. The missing know-how can also contribute to preventing the increasing societal demand for
addressing climate/ESG risks in investment processes, which is necessary to shift towards the

modern fiduciary duty, as discussed later in section 6.2.4.

However, as Estonian financial institutions mostly follow the guidelines provided from abroad,
how they address climate/ESG risks, and therefore also their fiduciary duty, is largely defined by
ESG departments situated outside Estonia. Considering also the aforementioned, two examples
of how Estonian subsidiaries could pursue a more modern fiduciary duty include providing more
extensive ESG investment mandates to foreign entities with stronger ESG-related competence or
seeking domestic ESG competence and initiating climate/ESG mechanisms that best suit the local

context.
6.2.2.  Small investment amounts and cost implication

Based on the discussions with financial institutions’ representatives (see section 5.2.1.), two com-
mon interrelated reasons preventing the transformation of the narrow fiduciary duty are the rela-
tively small investment amounts in Estonia and the costs associated with establishing ESG mech-

anisms.

Regarding the first, Estonian pension funds’ total AUM, €4 billion (see section 2.4.2.), is indeed
small compared to the global financial sector, as exemplified in section 2.2.1. From financial in-
stitutions’ perspective, this could suggest that Estonian pension funds are not reinforcing climate
change as extensively as larger financial institutions, and thus seemingly have a lower responsi-
bility for mitigating the adverse impacts than global investors. Still, following the principle that

any investment amount supports the impacts of investee companies, even small amounts raise
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expectations for financial institutions to be accountable for alleviating adverse risks and impacts
(OECD, 2017b). Further, small investment amounts suggest to Estonian pension funds having low
investor leverage to incentivise companies to advance their climate/ESG performance, and sub-
sequently potentially low effectiveness of engagement. As highlighted in section 2.3.2, though,
all financial institutions, despite the size of holdings, can effectively influence portfolio compa-
nies, e.g., through joint investor initiatives like Montreal Pledge and UNPRI. While already sup-
ported on group-level by Nordea (Luminor), SEB and Swedbank (see section 5.2.5.), these efforts
could be 1) more purposefully directed to Estonian pension funds’ portfolio companies and ad-
verse climate impacts in specific, 2) better communicated to different stakeholders in Estonia to
advance societal demand for ESG integration (see section 6.2.4.), and 3) adopted also by Estonian-

owned financial institutions.

The second reason is the cost associated with establishing an ESG system, especially regarding
the small investment amounts (see section 5.2.1.). Indeed, it can be assumed that foreign-owned
financial institutions can leverage their economies of scale, as through international structures
they can establish ESG mechanisms with lower relative costs, and considering higher investment
amounts, achieve potentially higher impact. For instance, by having one central ESG team re-
sponsible for group-wide ESG integration (see examples in Table 4 and section 5.2.9.). However,
different corporate structures and investment strategies can gradually develop and adopt different
ESG strategies most fitting for financial institutions’ operations (specialised goal) and impactful
to the society (general goal) (see section 2.3.2.), including for specific contexts like passive strat-
egies (e.g., Tuleva) and smaller investment amounts (Estonian financial sector overall). In this
light, the ability to develop customised ESG mechanisms counters the two arguments that appear

to strengthen the narrow fiduciary duty.
6.2.3.  The vagueness of fiduciary duty in Estonian law

The narrow nature of fiduciary duty in Estonian pension funds is likely supported by how Estonian
legislation defines the term, as discussed in section 2.4.1. That is, investors are required to act
based on their expected prudence and competence, which reflects the vagueness of the fiduciary
duty in the Estonian law as it leaves room for translation: expectations of what elements of pru-

dence and competence, and expectations by whom?

Considering the law, still, and knowing that financial institutions, NGOs, the government and
others have not publicly raised awareness of the impact of investments on climate and vice versa,
expectations on considering climate-related ESG risks in investment processes can be deemed
non-existent. In this sense, financial institutions putting no or little emphasis on ESG integration

are acting based on their expected prudence and competence, therefore adhering to the narrow
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fiduciary duty without breaching the law, despite the materiality of climate-related ESG risks.
Putting this in the two-level model, the low climate/ESG-related expectations do not obligate fi-
nancial institutions to conform to the general societal goal, reflecting the strictly traditional view

of the financial sector.

Acknowledging the materiality of climate risks and the emerging discontent with the traditional
fiduciary duty from people, organisations and governments globally (see section 2.3.1.), not pay-
ing attention to climate and other ESG risks suggests that the science behind the materiality of
these risks (see section 2.2.2.) is not yet ingrained in stakeholders’ expectations to Estonian pen-

sion funds and financial sector.
6.2.4. Herding behaviour and societal demand

When discussing why one financial institution does not integrate climate/ESG risks (LHV) or
another utilises ESG integration but does not publicly communicate it (SEB, source: phone inter-
view), the key argument that arose from the discussions was not the limited viable data or frame-
works, as discussed in section 2.3.2., but that “others are not doing it” and the lack of societal
demand for ESG in Estonia, complemented by cost implications and other reasons.

The first suggests that the narrow fiduciary duty in the Estonian context is reinforced by “herding
behaviour” or benchmarking against sector peers (see section 2.2.2.). Considering the Estonian
legislation, such behaviour hinders changing the expectations on prudence and competence, which
is a prerequisite to transforming the fiduciary duty to be modern. Therefore, the shifting of expec-
tations on prudence and competence, and subsequently the transformation of the fiduciary duty
will likely accelerate, if financial institutions with more advanced ESG mechanisms begin com-
municating their practices to stakeholders like asset owners, NGOs, the government, and others.
Recognising the gaps between foreign- and Estonian-owned financial institutions, if the former
increasingly highlighted their (in many ways insufficient, yet existing) ESG policies and practices
to relevant stakeholders, Estonian-owned financial institutions are likely incentivised to catch up.

The latter also supports mitigating the lack of demand by societal stakeholders for climate/ESG
integration in the financial sector, which was suggested as another main reason behind the narrow
fiduciary duty (source: phone interviews with LHV and SEB representatives). On the example of
Sweden where SEB and Swedbank are headquartered, its NGOs are calling financial institutions
to be more responsible (e.g., Fair Finance International Sweden), its national pension funds are
demanding companies to mitigate adverse climate lobbying activities, and its government requires
pension funds to define, in policies, how they consider ESG factors (see section 2.3.1.). This in-

evitably pressurises Swedish financial institutions to put a stronger focus on climate and ESG
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risks, which can be assumed to be carried over to Estonian subsidiaries because of consistency,

legitimacy, ethical, financial and other reasons.

In Estonia, however, such societal demand is lacking, preventing the advancing of fiduciary duty.
Therefore, it can be expected that the more relevant stakeholders show interest in how cli-
mate/ESG risks are addressed in Estonian pension funds and financial institutions, the more rapid

the transformation to modern fiduciary duty.
6.2.5.  Short vs long-term investments

Lastly, the narrow fiduciary duty can be assumed to be strengthened by the prevalent short-
termism in the financial sector (see section 2.2.2.), which in Estonia — as suggested by SEB’s
representative in a phone interview — is especially fuelled by the political landscape, in which the
recent coalition aims to make the mandatory second pillar voluntary (see section 2.4.2.). This,
however, requires financial institutions to put increasing focus on short-term results. The increas-
ing short-termism does not explain the narrow fiduciary per se but implicates that it is hindering
the transformation to modern fiduciary duty, as climate/ESG risks are often considered long-term
(see Introduction and section 2.2.2.).

7. CONCLUDING REMARKS
7.1. Concluding the analysis

This study finds that Estonian financial institutions in their pension funds invest systemically —
mostly through external investment funds — in companies significantly reinforcing climate
change, thus raising the requirement to manage material climate/ESG risks (specialised goal), and
the expectation to contribute to mitigating adverse impacts within portfolios (general goal).

The findings reveal, however, that if and how financial institutions consider climate/ESG risks in
pension funds depends on whether the funds are managed by Estonian or foreign entities, which
mechanisms are integrated on a group- and which on Estonian-level (for foreign financial institu-
tions), and other factors. Estonian-owned financial institutions LHV and Tuleva disregard cli-
mate/ESG risks from investment decisions, reflecting the narrow fiduciary duty, whereas the for-
eign-owned Luminor, SEB and SIF adhere to group-level policies acknowledging the necessity
to consider stakeholders’ needs and material climate/ESG risks, implying that they comply with
modern fiduciary duty. For foreign-owned financial institutions, pension funds managed by Esto-
nian subsidiaries appear to address climate/ESG risks less adequately than those managed abroad
via an investment mandate (i.e., SEB’s Progressive and all Luminor’s pension funds), illustrating

the generally narrow fiduciary duty in the Estonian context.
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The narrowness, especially for pension funds managed in Estonia, was discussed to be reinforced
by 1) fiduciary duty being influenced by foreign-based financial institutions, 2) small investment
amounts causing relatively costly ESG mechanism development, 3) vagueness of fiduciary duty
in Estonian jurisdiction, 4) lacking societal demand from industry peers and other stakeholders
for ESG integration, and 5) increasing short-termism of Estonian pension funds resulting from

recent political developments.

Despite these and other determinants explaining the fiduciary duty of Estonian pension funds,
neglecting material climate/ESG risks can still be regarded as not meeting the prudential standards
as per the modern fiduciary duty, given the potential impact of these risks on financial returns.
Nevertheless, this study provides initial insight into how climate/ESG-related aspects are consid-
ered in the Estonian financial sector, supporting hence the on-going policy debates at the EU-
level, complementing the work of the UN and OECD, and incentivising relevant stakeholders in
Estonia to consider ways to include climate/ESG in the prudential standards and expectations of

the fiduciary duty.

7.2. Further research

This study can be complemented by further research in numerous ways. First, investigating how
effective are the mechanisms identified in this paper would provide a clearer understanding of
whether the ESG methods uphold modern fiduciary duty standards. Second, examining more ex-
plicitly the variables affecting fiduciary duty in the climate context from a multi-stakeholder per-
spective would provide further insight into the technical, behavioural, contextual and other con-
straints hindering Estonian pension funds and financial institutions to integrate climate/ESG risks
in investment processes. Third, the Estonian financial sector would benefit from an applied study
modelling how modern fiduciary duty can be developed and integrated into the Estonian context,
considering also the findings of this study. Fourth, considering the on-going advancements and
increasing societal demand for ESG integration globally, the Estonian financial sector can be ex-
pected to gradually shift towards the modern fiduciary duty, and hence conducting a follow-up
study with a more longitudinal view of portfolios and ESG integration methods would depict the
transformation process of the fiduciary duty. Fifth, knowing that even the more advanced ESG
integration methods used by financial institutions in Estonian pension funds disregard a vast part
of portfolios, studying more explicitly the modern fiduciary duty would enhance the understand-

ing of its real impact on investments and portfolios.
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APPENDICES

Appendix A. Descriptive data of Estonian Il pillar pension funds

Pension Fund (PF) Sources to portfolio | Fund 02.2019 From
holdings mgmt. AUM (€M)
LHV PF XS LHV, 2019a Active 20.384 2002
LHV PF S LHV, 2019b Active 57.930 2002
LHV PF M LHV, 2019¢c Active 118.251 2002
LHV PF L LHV, 2019d Active 832.649 2002
LHV PF XL LHV, 2019¢ Active 175.155 2002
LHV PF Index LHV, 2019f Passive 12.861 2016
LHV PF Estonia LHV, 2019¢g Active 2.323 2018
Luminor A PF Luminor, 2019a Active 243.185 2008
Luminor A Pluss PF Luminor, 2019b Active 41.338 2009
Luminor B PF Luminor, 2019c Active 24.887 2008
Luminor C PF Luminor, 2019d Active 12.968 2008
SEB Conservative PF SEB, 2019a Active 61.229 2002
SEB Optimal PF SEB, 2019b Active 31.701 2008
SEB Progressive PF SEB, 2019c Active 573.981 2002
SEB Energetic PF SEB, 2019d Active 100.401 2009
SEB Energetic PF Index | SEB, 2019e Passive 5.970 2016
Swedbank PF K1 Swedbank, 2019a Active 65.143 2002
Swedbank PF K2 Swedbank, 2019b Active 326.493 2002
Swedbank PF K3 Swedbank, 2019c¢ Active 999.315 2002
Swedbank PF K4 Swedbank, 2019d Active 335.373 2009
Swedbank PF K90-99 Swedbank, 2019e Passive 4.431 2016
Tuleva World Stocks PF | Tuleva, 2019a Passive 78.262 2017
Tuleva World Bonds PF | Tuleva, 2019b Passive 3.964 2017
4128.2

Sources of pension fund investments: Monthly Investment Reports as of February 28, 2019°
(LHV, 2019a, 2019b, 2019c¢, 2019d, 2019e, 2019f & 2019g; Luminor, 2019a, 2019b, 2019¢c &
2019d; SEB, 2019a, 2019h, 2019c, 2019d & 2019e; Swedbank, 2019a, 2019b, 2019c, 2019d &
2019e; Tuleva, 2019a & 2019b)

& Only exception being LHV Pension Fund Index, which is as of 31.01.2019.
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Appendix B. Criteria for the choice of sample companies

gions, such as China.

2. Reports are assumed to be updated in the online
database of InfluenceMap consistently, but as no
date of the latest review is provided on compa-
nies’ profile pages, the date of the latest revision
cannot be verified.

3. The proprietary scoring of InfluenceMap is
based on quantifying and deducing climate lobby-
ing scores from several individual elements, ex-
posing the methodology to potential subjectivity
in terms of which elements are more important
and possibly leading to decreasing data resolution.

Criteria | Active lobbying against climate policies High GHG emissions
Source Database of InfluenceMap. Firms chosen from Carbon Majors Report (CDP, 2017)
two reports: Corporate Carbon Policy Footprint
(InfluenceMap, 2017b) and Customised analysis
of 55 European firms (InfluenceMap, 2018a).
Criteria | InfluenceMap (2017b; 2018c; 2019b) investigates | Tonnes of CO2 emissions (Mt CO2e)
defini- firms” performance score’ on two dimensions: from Scope 1 and Scope 3 emissions.
tion a) Organisational score for climate policy foot-
print as the relative impact a company has on cli-
mate policy (incl. climate policy stance, policy en-
gagement intensity, firm’s economic size).
b) Relationship score for (mis)alignment between
the company’s statements of its positions oppos-
ing to climate change, and its membership in trade
associations that oppose environmental policies.
Sub-cri- | Sub-criteria: Position and transparency of climate | Sources: a) Direct replies from com-
teria science; Necessity for climate regulation; Support | panies to CDP requests and publicly
and for UN climate treaty; Positions on carbon tax, available data like securities filings
sources | emissions trading, energy efficiency standards, re- | and annual reports. b) Estimations
newable energy, GHG emission standards and oth- | based on IPCC’s Guidelines for Na-
ers; Transparency on business associations affect- | tional Greenhouse Gas Inventories.
ing climate policy; Climate lobby governance
Sources: Website, Social Media, Financial Disclo-
sures, Media Reports, EU register, Legislative
Consultations, CDP Replies
Limita- | 1. The choice of sample is focused more on Eu- 1. Both Scope 1 and 3 are derived
tions rope and the USA than other countries and re- from fossil fuel-related activities, ne-

glecting companies’ other activities,
which would arguably increase the
reported GHG emissions.

2. Data is as of 2017, and thus might
be outdated, considering the changes
in companies’ operations and regula-
tory environments, and the rapidly
advancing measurement mechanisms
and reporting requirements.

3. Companies have provided data
voluntarily based on their own meth-
ods, and hence results might be bi-
ased towards the companies.

4. The reported emissions are often
likely based on extrapolations, indi-
cating to potential inaccuracies.

7 performance aggregated by InfluenceMap (2019b) on two dimensions: 1) organisational score (i.e., the extent to which
the company directly influences climate legislation via engagement with policymakers and political messaging) and 2)
relationship score (i.e., organisational score of trade associations or other influencers and the strength and importance of
company’s relationships with these influencers). The performance ranges from A+ (aggregate score for two dimensions
95-100%) to E- (score between 25-30%), and those below 25 percent have F performance. Thus, E is 30-35%, E+ 35-
40%, D- 40-45% and D 45-50%.
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Appendix C. Choice of sample based on the two criteria: active lobbying against climate policies and high GHG emissions

Data by InfluenceMap GHG emissions (CDP, 2019)

(2017b, 2018a, 2019a, 2019b) in million tonnages CO2 or CO2-equivalent emissions
# | Company Sector Headquarters | Perform.®® | Scope 1 Scope 3'° | Scope 1+3 Year Sample
1 | Nucor Corporation Materials USA F - - - 2017 +
2 | Phillips 66 Energy USA F - - - 2017 +
3 | LyondellBasell Industries | Chemicals USA F 13.93 - 13.93 2017 +
4 | Valero Energy Energy USA E- - - - 2017 +
5 | Southern Company Utilities USA E- 97.53 - 97.53 2017 +
6 | Chevron Energy USA E- 60.00 364.00 424.00 2016 +
7 | Berkshire Hathaway Industrials USA E- - - - 2017 +
8 | Caterpillar Industrials USA E- 0.83 - 0.83 2010
9 | Occidental Petroleum Energy USA E- 11.30 63.00 74.30 2017 +
10 | ExxonMobil Energy USA E 120.00 275.85 395.85 2016 +
11 | Glencore Int Materials Switzerland | E 22.90 282.31 305.21 2016 +
12 | OMV Energy Austria E 11.15 99.68 110.83 2017 +
13 | ConocoPhillips Energy USA E 19.33 164.44 183.77 2017 +
14 | Lukoil Energy Russia E 31.14 - 31.14 2017 +
15 | ArcelorMittal Materials Luxembourg | E 178.65 - 178.65 2017 +

8 Climate lobbying Performance Band aggregated by InfluenceMap (2019b) on two dimensions: 1) organisational score (i.e., the extent to which the company directly influences
climate legislation via engagement with policymakers and political messaging) and 2) relationship score (i.e., organisational score of trade associations or other influencers and
the strength and importance of company’s relationships with these influencers).

The performance ranges from A+ (aggregate score for two dimensions 95-100%) to E- (score between 25-30%), and those below 25% have F performance. Thus, E is 30-35%,
E+ 35-40%, D- 40-45% and D 45-50%.

 While it is beyond the scope of this study to analyse the company-specific lobbying activities that InfluenceMap bases its company scoring on, common lobbying practices
used by the 39 companies include 1) publicly opposing efforts to transition to a low-carbon economy, e.g., chief executives of Glencore, ConocoPhillips, Ford Motors and many
others (Lance, 2016; Campbell, 2017; Krisher, 2017), 2) supporting projects causing significant harm to the climate, e.g., Valero Energy, Phillips 66, Chevron and many others
supporting the Albertan Tar Sands and Keystone Pipeline XL that bear high social and environmental risks (Belvedere, 2014; TransCanada, 2013; Leahy, 2019), 3) organisation
or its executives holding key positions in organisations advocating for less stringent environmental policies, e.g., ExxonMobil, Toyota Motor, Southern Company and Dow Inc.
being executive committee members of National Association of Manufacturers (2019) (InfluenceMap, 2019c¢), and many others.

10 To determine Scope 3 GHG emissions, this study considers only emissions arising from the use of sold products, i.e., from the final use of products and services sold by a
company (WRI & WBCSD, 2013).
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16 | BASF Chemicals Germany E 18.78 42.77 61.55 2017 +
17 | Bayer Healthcare | Germany E+ 0.61 - 0.61 2017

18 | BP Energy UK E+ 50.10 395.00 445.10 2016 +
19 | Duke Energy Utilities USA E+ 95.21 15.95 111.16 2017 +
20 | HeidelberCement Materials Germany E+ 74.99 - 74.99 2017 +
21 | Anglo American Materials South Africa | E+ 9.92 99.88 109.81 2017 +
22 | American Electric Power | Utilities USA E+ 78.76 - 78.76 2017 +
23 | Solvay Chemicals Brussels E+ 10.25 - 10.25 2017 +
24 | 21st Century Fox Media USA E+ 0.06 0.01 0.07 2017

25 | Fiat Chrysler Automobiles | Automotive | UK E+ 1.10 90.15 91.25 2017 +
26 | Daimler Automotive | Germany E+ 1.19 60.20 61.39 2017 +
27 | Dow Chemicals Chemicals USA E+ 25.76 3.00 28.76 2017 +
28 | Rio Tinto Group Materials UK E+ 21.10 102.00 123.10 2016 +
29 | Toyota Motor Automotive | Japan E+ 2.60 328.94 331.54 2017 +
30 | BMW Group Automotive | Germany D- 0.63 51.89 52.51 2017 +
31 | Renault Automotive | France D- 0.67 89.34 90.02 2017 +
32 | Ford Motor Automotive | USA D- 1.39 161.40 162.79 2017 +
33 | Repsol Energy Spain D- 22.95 148.82 171.78 2017 +
34 | ThyssenKrupp AG Materials Germany D- 22.10 780.00 802.10 2017 +
35 | Air Liquide Chemicals France D- 14.48 - 14.48 2017 +
36 | RWE Utilities Germany D 135.60 51.33 186.93 2017 +
37 | Total Energy France D 36.20 400.00 436.20 2017 +
38 | Royal Dutch Shell Energy Netherlands | D 73.00 579.00 652.00 2017 +
39 | BHP Materials Australia D 10.43 254.00 264.43 2017 +
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Appendix D. The investments of Estonian pension funds’ managers in companies significantly

reinforcing climate change (see Appendix C), per financial institution as of 28.02.2019*!

Company LHV Luminor | SEB Swedbank | Tuleva

1 Nucor Corporation 4298 425 1128133 +139 +1011
2 Phl”lpS 66 +2,9,8 +2,5 +2,8,13,3 +13,9 +10,11
3 LyondellBasell Industries | +*%8 +25 +1.28133 +1.139 +1011
4 Valero Energy +2,9,8 +2,5 +2,8,13,3 +l,13,9 +10,11
5 | Southern Company +298 +25 +28133 +139 +1011
6 | Chevron +298 +25 +28133 +L139 +1011
7 Berkshire Hathaway +l,2,9,8 +2,5 +2,8,13,3 +13,9 +10,11
8 | Occidental Petroleum +2:98 +2 +2:8133 +139 +10.11
9 EXXOnMObil +2,9,8 +2,5 +2,8,13,3 +1,13,9 +10,11
10 Glencore Int +2,9,14,8 +2,6 +1,2,8,13,14 +13,9 +10,11
11 oMV +2,9,14,8 +2,6 +2,8,13,14 +13,9 +10,11
12 COﬂOCOPhi”ipS +2.98 +2.5 +2.8133 +1.139 +1011
13 | Lukoil +4 +/ +12
14 ArCElOfMittal +2,9,l4,8 +2,6 +2,8,l3,14 +l3,9 +10,11
15 BASF +1,2,9,14,8 +2,6 +2,8,13,14 +1,13,9,15 +10,11
16 BP +2,9,l4,8 +2,6 +2,8,l3,14 +l3,9 +10,11
17 | Duke Energy 4298 425 428133 4139 +1011
18 Heidelbercement +2,9,14,8 +2,6 +2,8,13,14 +1,13,9,15 +10,11
19 Anglo American +2,9,8 +2,6 +2,8,13 +l,13,9 +10,11,12
20 | American Electric Power | +298 +2: +2:8133 +139 +10.11
21 Solvay +2,9,l4,8 +2,6 +2,8,l3,14 +l3,9 +10,11
22 | Fiat Chrysler Automobiles | +>%148 | 426 +2813.14 +139 +10.11
23 | Daimler +129.148 ] 426 +1281314 | 4139 +10.1
24 | Dow Chemicals 4298 425 428133 +139 +1011
25 RIO TintO Group +2,9,14,8 +2,6 +2,8,13,14 +1,13,9 +10,11
26 ToyOta Motor +2,9,8 +2 +2,8,13 +1,13,9 +10,11
27 BMW Group +1,2,9,14,8 +2,6 +1,2,8,13,14 +1,13,9,15 +10,11
28 Renault +2,9,14,8 +2,6 +2,8,13,14 +1,13,9 +10,11
29 | Ford Motor 4298 425 428133 41139 +1011
30 Repso| +2,9,14,8 +2,6 +1,2,8,13,14 +1,13,9,15 +10,11
31 | ThyssenKrupp AG +2.9.14.8 +26 +2813.14 +139 410,11
32 | Air Liquide +29.148 +2.6 +12813.14 +139 10,11
33 RWE +2,9,14,8 +2,6 +2,8,13,14 +13,9,15 +10,11
34 Total +1,2,9,14,8 +2,6 +2,8,13,14 +1,13,9,15 +10
35 Royal DUtCh She” +2,9,14,8 +2,6 +2,8,13,14 +1,13,9,15 +10,11
36 | BHP Billiton 129148 426 12814 +139 +1011

Sources: Direct investments! (marked with superscript number 1, see Appendix E for fund-spe-
cific direct investments), Indirect investments?*® (marked with superscript numbers from 2 to
15, which are all separate investment funds elaborated in Appendix F, also regarding which spe-
cific pension fund invests in the investment fund).

11 Only exception being LHV Pension Fund Index, which is as of 31.01.2019.
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Appendix E. Direct investments in the sample companies, per financial institution'?, per pension

fund (S marks direct investment through stocks and B through bonds).

Company LHV SEB SIF
1 Nucor Corporation Progressive - S
2 Phillips 66
3 LyondellBasell Industries Progressive - S K3,K4-S
4 Valero Energy K3, K4 -S
5 Southern Company
6 Chevron K3, K4-S
7 Berkshire Hathaway SSM,L,XL-B
8 Occidental Petroleum
9 ExxonMobil K3, K4-S
10 | Glencore Int Progressive - B
11 | OMV
12 | ConocoPhillips K3,K4-S
13 | Lukoil
14 | ArcelorMittal
15 | BASF SML XL-B K3, K4-S
16 | BP
17 | Duke Energy
18 | HeidelberCement K2,K3-B
19 | Anglo American K3, K4 -S
20 | American Electric Power
21 | Solvay
22 | Fiat Chrysler Automobiles

Daimler S, M, L, XL-B | Progressive - B
23 M, L, XL-S
24 | Dow Chemicals
25 | Rio Tinto Group K3, K4 -S
26 | Toyota Motor K3,K4 -5

BMW Group S, XL-B Energetic, Progressive, K2, K3, K4-B
27 Optimal, Conservative- B | K3, K4 - S
28 | Renault K3,K4-S
29 | Ford Motor K3,K4-S
30 | Repsol Progressive - B K3, K4-S
31 | ThyssenKrupp AG
32 | Air Liquide Progressive - B
33 | RWE
34 | Total SML XL-B K3, K4-S
35 | Royal Dutch Shell K3,K4-S
36 | BHP

5 companies 7 companies 16 companies

Source: see sources to fund-specific portfolio holdings in Appendix A.

12 The table excludes Luminor and Tuleva because none of their pension funds had made direct investments as of
February 28, 2019.
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Appendix F. Information of which Estonian pension funds have invested in which investment funds that have sample companies in holdings, as exam-

ined in Appendix D.

Investment fund information

Investments in the investment fund per pension fund*?

Fund (IE)

# Funds Portf. Sources to funds | #investees | LHV | Luminor SEB SIF Tuleva
date from 36
2 | iShares Core MSCI 15.02.19 | (Blackrock, 2019a) 35 Index A, A+ B
World UCITS ETF
3 | iShares Core S&P 500 08.04.19 | (Blackrock, 2019¢) 14 Optimal, Progres-
ETF sive, Energetic,
Energetic Index
4 | MSCI Emerging Mar- 04.03.19 | (DWS Investments, 1 Index
kets UCITS ETF 1C 2019a)
5 | iShares MSCI North 04.03.19 | (Blackrock, 2019b) 14 A, A+
America UCITS ETF
6 | iShares Core MSCI Eu- | 04.03.19 | (Blackrock, 2019c) 20 A A+ B
rope UCITS ETF
7 | iShares Core MSCIEM | 01.03.19 | (Blackrock, 2019d) 1 A A+ B
IMIUCITS ETF
8 | MSCI World UCITS 06.03.19 | (DWS Investments, 35 Index Optimal, Energetic
ETF 1C 2019b)
9 | Lyxor ETF Core MSCI | 09.04.19 | (Lyxor, 2019) 35 Index K90-99
World (DR) UCITS ETF
10 | iShares Developed 31.05.18 | (Blackrock, 2018a) 35 World
World Index Fund (IE) Stocks
11 | iShares Developed 31.05.18 | (Blackrock, 2018b) 34 World
World Ex Tobacco Index Stocks

13 See sources to specific funds from Appendix A.
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12 | iShares Emerging Mar- | 31.05.18 | (Blackrock, 2018c) 1 World
kets Index Fund (IE) Stocks
13 | Amundi Index MSCI 04.04.19 | (Amundi, 2019a) 35 Energetic K90-99
World UCITS ETF DR
14 | iShares STOXX Europe | 08.04.19 | (Blackrock, 2019d) 19 M, L Energetic
600 UCITS ETF (DE)
15 | Amundi MSCI Europe 04.04.19 | (Amundi, 2019b) 7 K2, K3,
UCITS ETF — EUR (C) K4

67




Appendix G. Questionnaire for Estonian pension fund managers’ on how Estonian pension

funds address climate-related ESG risks.
* Required Information

ADDRESSING CLIMATE-RELATED ESG RISKS IN ESTONIAN PENSION FUNDS

Thank you for agreeing to participate in the survey conducted as part of my master’s the-
sis at Lund University, Sweden.

Contact: Uku Lillevali, uku.lillevali@gmail.com, +372 56661999

The aim of the survey is to map if and how environmental, social and governance-
related risks relevant to climate (further: ESG/sustainability risks) are consid-
ered in the investment processes of financial institutions managing Estonian
pension funds (further: FI).

Depending on the sector, such ESG risks can be related to, inter alia, GHG emissions, waste & energy
management, and ecological impacts (environmental), supply chain management and employee health
& safety (social), and critical incident risk management, management of the legal & regulatory environ-
ment, and transparency (governance). Disregarding these can exacerbate policy and legal risks (e.g.,
increasing pricing of GHG emissions or exposure to litigation), market risks (higher costs of raw materi-
als), reputational risks (growing stakeholder concerns), physical harm to assets, and countless others.

Five things to know and consider when filling the survey:

The number and nature of questions depend on the answers but overall the survey is
expected to take 4-14 minutes, depending on the answers and their level of de-
tail.

The responses are analysed based on the level of detail and evidence provided: e.qg. if
you answer "Yes" to using specific methods but neither elaborate nor provide proof, the
"Yes" will carry a low weight in the analysis. Therefore, please substantiate answers
with details, examples and evidence, where possible. Any sensitive data will be
handled with discretion.

If FI is either a direct or indirect subsidiary of a foreign-owned company and the
practices adhered to are those of the holding company abroad, focus on how the
practices are or have been applied in the subsidiary's pension funds and invest-
ments.

While the survey refers to FI as the financial institution more broadly, ensure that re-
sponses clarify if the practices and policies differ between pension funds and
other investments & funds managed by FI.

The analysis is conducted based on two types of data: a) examining FIs' publicly available
documents, and b) pension funds' managers' survey responses. The results of all FIs
are compared and sent back with individual analysis for each financial institu-
tion in May.

I kindly ask you to respond by Monday 8 April 2019, preferably in English. The final
study will be published in mid-May 2019. Do not hesitate to ask should you have any
clarifying questions but note that the deadline is final, so it is suggested to contact with
any questions that might arise as soon as possible.

* 1. First and last name

* 2. Financial institution (FI)
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3. Does FI state publicly in its policies that it...
Par-

Yes | No ally

*(a) acknowledges that climate risks are associated with investment risks and O O O

returns?
*(b) supports transitioning to low-carbon portfolios and economy? D O D
*(c) actively seeks to divest from high-greenhouse gas-emitting companies and O O O
sectors?

* 4. Please specify. Which of the previous statements are included in which policies or documents? Are
these commitments relevant to all financial products and services, or just some (e.g., pension funds)? Do
the commitments also explain how they are operationalized? If partially then how? And other relevant infor-
mation. Support these statements with appropriate sources.

* 5. Does FI in some form consider ESG/sustainability risks in its policies and invest-
ment processes? For instance, a) negative screening by excluding companies, sectors or funds not com-
plying with certain standards, b) positive screening by investing in more responsible or impactful compa-
nies, c) sector-weighting for the funds to be less inclined to adverse risks and impacts, d) engaging with the
investees through voting or dialogue, or other ways. (Select one option)

D Yes Continue to Page No. 4

O No Answer Question 6 and Skip to Page No. 14

6. If FI does NOT consider ESG/sustainability risks in its investment processes, then
what are the main reasons for not doing so? For example, if FI focuses more on passive invest-
ing, then why is it not investing in ESG risk-adjusted benchmark indexes with equally diversified risks and
comparable or higher historical returns (e.g., many of Dow Jones Sustainability Indices vs traditional Dow
Jones Indices)? Or why are material climate-related ESG factors neglected in long-term investments such as
pension funds?

This section involves questions on different approaches to integrating ESG/sustainability criteria in invest-
ment processes. Please indicate whether FI uses the particular approach in some method or form, and
provide details, examples and evidence, if so.

* 7. Does FI use negative screening approach: avoiding investing in companies, sectors
or funds that do not comply with chosen ESG/sustainability criteria or accepted norms
and standards? For instance, excluding companies engaged in thermal coal extraction, funds with high
exposure to companies combusting fossil fuels, or companies not adhering to international standards such
as the UN Global Compact. (Select one option)

Ii::'Yes, for ALL investments/funds ICj'Yes, for SOME investments/funds O No

* 8. If yes, then how is the negative screening approach used? Which standards are followed
or how the ESG/sustainability criteria are chosen? Which companies, sectors or funds are excluded? How
often is the exclusion list or ESG criteria updated? Specify whether the same negative screening approach is
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used for all investments or only pension or other specific investment funds. Provide details, examples
and evidence.

* 9. Does FI use positive screening approach: investing in more responsible or impact-
ful companies, industries or funds? For example, investing in renewable energy as opposed to fossil
fuels or preferring ESG/sustainability-adjusted funds over the traditional benchmark indexes. (Select one
option)

I::}Yes, for ALL investments/funds Ii:}Yes, for SOME investments/funds D No

* 10. If yes, then how is the positive screening approach used? Which standards are followed
and how the ESG/sustainability criteria are chosen? Which companies, sectors or funds are prioritized? Is
the positive screening assessed only pre-investment or also post-investment, and if so, how? Specify
whether the same positive screening approach is used for all investments or only pension or other specific
investment funds. Provide details, examples and evidence.

* 11. Does FI utilise sector weighting: under- or overweighting portfolio with a chosen
industry or market segment, and regularly re-weighting based on ESG/sustainability
analysis? For example, using a maximum threshold of 10 per cent of investments financing fossil fuels, or
investing in funds that use similar thresholds. (Select one option)

I::}Yes, for ALL funds I::}Yes, for SOME funds O No

* 12. If yes, then how is sector weighting used? Which ESG factors or sectors are prioritised?
How often is the portfolio balanced or re-weighted? Specify if sector weighting is used for all investments or
only pension or other specific investment funds. Provide details, examples and evidence.

* 13. Does FI actively monitor and engage with controversial companies or funds to
lower their ESG/sustainability risks? For instance, making a company or fund to reduce its carbon
footprint through a dialogue, voting at shareholder meetings, collaborating with other investors, or other

ways. (Select one option)

I::}Yes O No

* 14, If yes, then describe the engagement process. What are the criteria for initiating the en-
gagement process? What are some examples of the engagement processes within the past 2-3 years? Has
the engagement been unilateral or with other investors? One time or with follow-up? Provide details, ex-
amples and evidence.
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* 15. Has FI divested from or blacklisted companies or funds that have been engaged in
controversial issues and/or that have not shown signs of improvements after engage-
ment processes? For instance, companies or funds significantly reinforcing climate change either in op-
erations or through lobbying activities. (Select one option)

OYes D No

16. If yes, then why and which companies/funds have been divested from or black-
listed because of ESG risks or sustainability issues? Please describe how the divestment/black-
listing decisions are made. Provide details, examples and evidence.

* 17. Does FI employ other methods to address ESG/sustainability risks? (Select one
option)

|::)Yes O No

* 18. If yes, then which methods not mentioned above does FI employ to address ESG
risks and sustainability concerns? Please describe these methods and explain if they are used for all
investments or only for pension or other specific investment funds. Provide details, examples and evi-
dence.

page 10

* 19. Does FI conduct ESG/sustainability analysis as part of the investment process? If
so, when? Answer "Other" and specify if it varies for different investments or funds. (Select one option)

O No Skip to Page No. 14

O Yes, pre-investment (due diligence) Continue to Page No. 11
O Yes, post-nvestment (regularly moni- Continue to Page No. 11
O Yes, both pre- and post-investment Continue to Page No. 11
O Other (Please specify) Continue to Page No. 11

page 11

* 20. Choose all levels of data collected for ESG/sustainability analysis. Choose also
"Other" and specify, if it varies for different investments or funds.

|:| Company-level
|:| Sector-level

|:| Macro-level issues, such as climate change
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|:| Regional trends

|:| Other (Please specify)

* 21. Please describe the ESG/sustainability risk analysis process. Through which channels
and data providers FI collects ESG/sustainability data that it bases its ESG analysis on? How do the pre- and
post-investment analysis differ? And other relevant information. Provide details, examples and evi-
dence.

page 12

* 22. Who is responsible for conducting ESG/sustainability analysis in FI? (Select one
option)

O Investment managers who have received ESG training
o Employed in-house ESG/sustainability specialist(s)

O External service-provider(s)

o Both in-house specialists and external experts

O Other (Please specify)

* 23. Please specify. If investment managers, then where and how often have they received ESG train-
ing? If in-house ESG specialists, then how many full-time equivalents, what are their roles, what is their ed-
ucation and experience with ESG? If external service-providers, then who? If using both internal and exter-
nal, then how is this divided? If both pre- and post-investment ESG/sustainability analysis are conducted,
then who is responsible for what? Provide details, examples and evidence, where possible.

page 13

* 24, Has FI established a structured process of how ESG factors are considered in in-
vestment processes? And if so, what does the process consist of? For instance, ESG/sustain-
ability reporting, explicit ESG/sustainability priorities, a protocol for documenting if and how ESG factors are
considered in decision-making, designated ESG inputs, ESG threshold trigger, mandatory or optional pro-
cesses, etc. Provide details, examples and evidence, where possible.

* 25. Does FI monitor and assess its progress on tackling climate change or other sus-
tainability issues in its investments? (Select one option)

I::)Yes, in ALL investments/funds (Continue to Page No. 15)
I::}Yes, for SOME investments/funds (Continue to Page No. 15)
D No (Skip to Page No. 16)

page 15
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* 26. Please specify. What elements do the monitoring and assessment consist of? For instance: gov-
ernance, strategy, risk management and metrics and results. Does FI monitor and assess the progress for
all investments & funds or only for pension or other specific investment funds. Provide details, examples
and evidence, where possible.

* 27. Does FI communicate externally its methods and progress on tackling climate
change or sustainability concerns more broadly in its portfolio? If so, how does the dis-
closure vary for different investment funds? To whom are these disclosures made
available? Provide details, examples and evidence, where possible.

page 16

* 28. If FI is a subsidiary of a foreign-owned bank and the ESG is managed by the hold-
ing company, then how are ESG-related practices coordinated between the Estonian
subsidiary managing pension funds and the foreign holding company? Who is responsible
for the ESG analysis and investment decisions? Does it differ for companies, sectors or investment types?
What is under the ESG mandate of the subsidiary and what under the ESG mandate of the holding com-
pany? Provide details, examples and evidence.
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