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Introduction to Responsible Investing & ESG

Responsible Investing

The UN PRI defines Responsible Investment (RI) as “a strategy and practice to incorporate environmental,

social and governance (ESG) factors in investment decisions and active ownership.”

There are several approaches to responsible investing, which the PRI summarizes as follows:
Considering ESG Issues when Building a Portfolio (ESG In- Improving Investees’ ESG Performance

corporation) (active ownership)

ESG issues can be incorporated into existing investment Investors can encourage the com-

practices using a combination of three approaches: integra- | panies that are already invested in to

tion, screening and thematic. improve their ESG risk management.

Integration
Explicitly and sys-
tematically includ-
ing ESG issues in
investment analy-
sis and decisions,
to better manage
risks and improve

returns.

SmartETFs.com

Screening
Applying filters to
lists of potential
investments to
rule companies
in or out of con-
tention for invest-
ment, based on
investor's prefer-
ences, values or
ethics.

Thematic

Seeking to com-
bine attractive
risk-return profiles
with an intention
to contribute to a
specific environ-
mental or social
outcome. Includes

impact investing.

Engagement
Discussing ESG
issues with com-
panies to improve
their handling,
including disclo-
sure, of such is-
sues. Can be done
individually, or in
collaboration with

other investors.
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Proxy Voting
Formally ex-
pressing approval
or disapproval
through voting on
resolutions and
proposing share-
holder resolutions
on specific ESG

issues.
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Our Approach to Responsible Investing & ESG

This paper outlines our approach to responsible
investing when managing the SmartETFs Sustain-
able Energy Il ETF. It defines what ESG is, our ESG
methodology and how ESG is incorporated into
our investment process for the fund (ESG integra-
tion). It also discusses how we engage with com-

panies on ESG issues (active ownership).

We also discuss our designation of the Sustainable
Energy Il ETF as an impact fund, given that it seeks
to combine capital appreciation with a positive en-
vironmental outcome: in particular, the reduction

of carbon emissions globally.

ESG

Fundamental data and rigorous research have
always been the cornerstones of our investment
process at SmartETFs. While ESG factors have
inherently been integral in our company analyses,
the emergence and evolution of new data sources
has allowed us to establish a more defined score-
based framework and thus harness additional

investment insights.

This paper outlines what ESG is, our ESG meth-
odology and how ESG is incorporated into our
investment process. It also discusses how we

engage with companies on ESG issues.

ESG refers to measuring and assessing the poten-
tial risk and opportunities from environmental, so-
cial and governance factors. Environmental criteria

consider how a company performs as a steward
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of nature; Social criteria examine how it manages
relationships with employees, suppliers, custom-
ers, and the communities where it operates; and
Governance deals with a company’s leadership,
executive pay, audits, internal controls, and share-

holder rights.

Environmental concerns are growing and forc-

ing regulators to take notice and take action. For
example, the impact of BP's Deepwater Horizon
explosion and oil spill on the Gulf Coast in 2010
reportedly cost the company $62 billion. More
recently, the diesel emissions scandal is set to
reportedly cost Volkswagen upwards of $46 billion
in the US alone. These negative factors have clear-
ly affected the financial results of these (and other)

firms.

Similarly, the social impact of a company’s be-
havior is increasingly being felt on the bottom

line. Sexual harassment and gender discrimina-
tion accusations have roiled the shares of several
household names, with senior leaders or key talent
having to step down to address claims of impro-
priety. Multiple claims of this type can appear to
be indicative of a company’s culture, which in turn

can hamper both its brand and share price.

Governance is a critical aspect of the analysis of
any company. The effectiveness of a board and
executive management team to set the strategic
direction and the culture of the organization are
crucial to a firm’s future success. Good gover-

nance reduces the principal-agent problem, in
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Our Approach to Responsible Investing & ESG SmartETFs

that management’s incentives are aligned with the mass of information available.
those of shareholders and stakeholders.
Our investment philosophy leads us to place im-

In the asset management industry, interest in ESG portance on the following activities:

SmartETFs.com

has soared since the launch of the United Nations
sponsored Principles for Responsible Investments
(PRI) in 2006. As proud signatories of the Unit-

ed Nations PRI ourselves, we are committed to
adopting and implementing responsible invest-
ment principles in a manner that is consistent with
our fiduciary responsibilities to clients. We do this
by integrating ESG analysis into our investment
process and engaging with investee companies on

ESG issues.

Our Investment Philosophy

We believe that active investment management,
when coupled with the discipline and intellectual
integrity of a good, rigorous investment process,

will deliver superior performance for investors.

We believe that inefficiencies exist in all markets
because of:

1. The behavior of market participants
2. The flow and type of information being open
to multiple interpretations

By adopting an approach in which the key abso-
lute and comparative characteristics of all invest-
ments are intelligently analyzed and measured, we

consider ourselves better able to manage and use

SOLR: SmartETFS Sustainable Energy Il ETF | 3

1. Understanding key macro drivers

2. Intelligent screening of a large group of rel-
evant equities

3. Understanding what we own via interaction
and diligent detailed analysis

4. Generating our own ideas rather than relying
on investment ideas from third parties

5. Maintaining a structural sell discipline

We believe that ESG analysis is embedded within

these a number of these activities. Specifically:

» Understanding the key macro drivers of
Sustainable Energy markets requires us to form
a view on the winners and losers in the energy
transition, from an environmental and social
perspective. For example, we must understand
the environmental drivers behind wind and
solar power generation taking market share
from fossil fuel power sources, as carbon costs

increase.

e Our intelligent screening of a large group of
relevant equities includes ESG scoring to iden-

tify poorer performers.

» Understanding what we own involves dis-
cussion with investee companies around ESG

concerns, while our company modelling cap-
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Our Approach to Responsible Investing & ESG

tures any quantifiable effects of ESG factors.

Simply speaking, we believe that considering ESG
issues is a pragmatic part of our day-to-day activ-
ities as investors, helping to form our understand-
ing of the business model of a company, its long-
term return on capital potential and its mitigation
of risk.

1. ESG Integration

The PRI defines ESG integration as “the explicit and
systematic inclusion of financially material ESG

information in investment analysis and investment
decisions”. As long-term investors seeking to iden-

tify good “quality” companies across our portfolios,

we believe that ethical and ESG considerations
play a direct role in managing company specific
risks, and thus can have the potential to have a

meaningful impact on long-term returns.

We consider ESG factors to impact both our “top-
down” and “bottom-up” investment process for
the Sustainable Energy Fund:

ESG factors in our “top-down” analysis

We think of “top-down” ESG as the various short
and long-term trends associated with the glob-
al energy transition. Which sustainable energy
technologies will have their adoption accelerated
owing to their positive environmental credentials?
Which technologies will struggle to gain the ap-
propriate social license to expand?

SmartETFs.com
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Here we lean on our twenty-two years of ener-
gy investing experience and have developed an
in-house global energy transition model which
analyzes how the world likely moves away from
hydrocarbon-based fuels in the coming 50 years.
“Top-down" ESG factors at play in the model
include issues such as government incentives and
subsidies; urban pollution; energy security; and
carbon taxation. Many of these will be as import-
ant as economic factors — i.e. the falling costs of
sustainable energy technologies — in determining

the outcome.

SmartETFs Global Energy Transition Model
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Source: Guinness Atkinson Asset Management.
Data as of March 31, 2021

This analysis therefore contributes to the identi-
fication of which sustainable energy subsectors
we think are likely to win through and achieve

sustainable growth in the years to come. These

subsectors become areas of focus in the portfolio.
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ESG factors in our “bottom-up” analysis

Our "bottom-up” ESG framework — also developed in-house — focuses more on the ESG factors at a com-
pany-by-company level. It begins with a quantitative review based on:

(a) the guidelines specified by the Global Reporting Initiative (GRI) Sustainability Reporting Standards,
and

(b) the ESG metrics identified as material by the World Federation of Exchanges (WFE).

The GRI is an independent, international organization that has developed a widely used sustainability re-
porting framework for companies to communicate their ESG performance.

The WFE — a global industry group representing over 250 exchanges and central counterparties — publishes
a host of reference ESG indicators for exchanges to encourage members to report on. The aim is to im-
prove both disclosure and comparability of ethical reporting.

Using both sources we have developed a scorecard that is used to evaluate a company based on various

sector, industry and company-specific ESG criteria. Factors that are considered can be broadly categorized

as follows:
Environmental Social Governance
Climate Risk Human Capital Man- Renumeration Board Diversity
Resource Efficiency agement Independent Board Entrenchment
Emission Intensity Health & Safety Over-boarding Audit

Supply Chain Shareholder Rights

A key component of the scorecard is "materiality”, by which certain criteria can be weighted according to
their importance and likely effect on corporate performance. In practical terms, this means that each score-
card can be tailored to the ESG factors that are most relevant to the sector and industry that a company
operates in. We believe this is a superior way to assess the impact of ESG metrics on a company compared

to using a generic, one-size-fits-all framework.

We also believe — as active managers — that building our own methodology to assess ESG factors is better
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Our Approach to Responsible Investing & ESG

than relying solely on third-party scores or using
an exclusionary criterion. With an increasing num-
ber of investors taking an interest in responsible
investing, the largest ESG rating agencies have an
ever-growing following. With this comes a greater
likelihood of herd behavior; for example, invest-
ing only in companies that are scored highly by a
rating agency could result in the company’s share

price being bid up, thus lowering its future return.

Following a similar logic, our methodology is not
based on simply excluding sectors or industries
based on third-party recommendations, and our
use of exclusion lists is limited. If widely adopted,
an exclusion approach could result in pushing
down the share price of screened-out companies
or industries, thus increasing their expected future

return.

The illustration below provides an overview of the
process undertaken by us; the approach is best
categorized as a "best-in-class” methodology,
whereby each company is given overall percentile
ranks relative to other companies within the same

industry group and within the wider market.

SmartETFs ESG Scorecard Methodology

Identify the relevant ESG metrics material to the
industry group in which the company operates.
For example, energy-intensity-per-sales may be
deemed highly material for an aircraft manufacturer but
not so relevant for a software company.

v
Assign weights to the metrics and identify how
each metric is scored.

For example, a higher value (combined with an improv-
ing rate of change) of independent directors is better;
having a climate change policy is better than not having
one.

{

Each ESG metric for the company is scored as
a percentile vs its industry group peers. Lack of
disclosure is penalised with a score of 0.

3
Each of the overall scores for value, deviation and
policy is a weighted average of the percentiles
from each ESG metric. The weights are customis-
able.

3
Each of the Environmental, Social and Gov-
ernance scores is a weighted average of their
respective value, deviation and policy scores
(weighted by # of metrics).

v
The overall ESG score is the weighted average of
the E, S and G scores.

v
The ESG score is converted into a percentile vs its

industry peer group, and vs the overall universe.

SmanrtETFs
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Example SmartETFs ESG Scorecard

Source: SmartETFs
The scorecard ultimately informs us whether a
company’s disclosure is improving or worsening,
how well the company ranks versus its peers, and
how each measure compares to the company’s

history and its peer group.

We must be aware of the several drawbacks from
existing data, and there are of course many issues
around disclosure, quality of self-reporting, con-
sistency, and frequency. Data deficiencies mean
there is a need to go beyond headline scores for
ESG insights. To fully understand the ESG risks and
opportunities, therefore, we must complement
the quantitative analysis with a rigorous qualitative
assessment. This involves a thorough review of the
company’s sustainability report and other contem-
porary company-specific issues so that we can
form more complete and meaningful investment

conclusions.

Our "bottom-up” ESG analysis ultimately helps us
assess the risk-adjusted value in the equity of each
company. Good ESG behaviors from our com-

panies (for example minimizing environmental

D
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risks; allocating capital wisely; and integrating well
with the communities in which they operate) are
important components in defining future return
on capital employed and their valuation. However,
we will consider owning a company that has poor
ESG characteristics if, after our assessment, we
see attractive risk-adjusted valuation potential and
a positive direction of travel with respect to ESG
issues. An example of this would be our ownership
of power utilities or independent power producers
which have legacy fossil fuel power generation
assets. If the company has reached a tipping point
towards new renewable assets and the direction of
travel is clear, we will consider owning that stock.
And rather than divesting, we believe it is more
effective to engage with such companies and sup-
port management teams that are de-carbonizing

or making their operations more energy efficient.

It would be remiss of us not to point out that
incorporating ESG factors into investment deci-
sion-making is in its infancy compared to tradi-
tional financial analysis. While negative factors
(such as oil spills or harassment) can cause a short
and sharp correction in a share price once in the
public domain, positive factors (such as improving
governance or management alignment) can take
years to play out. It is precisely for this reason that
we believe investment managers who have already
established their ESG credentials, and who are ac-
tively engaging with the companies they invest in
to help improve their ESG footprint over time, can
leverage a potential competitive advantage over
those that do not.

SmanrtETFs
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Our Approach to Responsible Investing & ESG

2. Screening

A second approach to ESG Incorporation, accord-
ing to the UN PRI, is the application of screening.
The PRI defines this as "applying filters to lists of
potential investments to rule companies in or out
of contention for investment, based on investor’s

preferences, values or ethics.”

The SmartETFs Sustainable Energy Il ETF is fo-
cused on the transition to a low carbon energy
economy, but it is not screened for “carbon-free”
companies and therefore it is not a “carbon-free”
fund. Indeed, we believe that it is contradictory to
designate any fund as “carbon-free” since every
company has a carbon footprint from either its
Scope 1, 2 or 3 emissions. Furthermore, we are
content to own companies that may have some
legacy carbon emissions, if we are confident that
the companies are embracing the shift away from
hydrocarbons. With these types of companies, we
engage with them to ensure that they are aware of
climate risks and are positioning their businesses

for the transition to a lower carbon world.

In regard to negative screening, the SmartETFs
Sustainable Energy Il ETF complies with the exclu-
sion list of companies prepared by Norges Bank.
The Norges Bank Exclusion list is based on recom-
mendations from the Norwegian Council on Ethics
(appointed by the Norwegian Ministry of Finance)

and currently contains around 130 companies.

Companies might be placed on the list because
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of serious violations of norms or because of what
they do (for example, nuclear weapons, cluster
munitions or the production of tobacco). Particu-
larly relevant for the SmartETFs Sustainable Energy
[l ETF is that exclusions cover any power producer
or mining company that derives 30% or more of its
income from thermal coal or has 30% or more of

its operations based around thermal coal.

3. Thematic Investing

A third approach to ESG incorporation, according
to the UN PRI, is the application of thematic in-
vesting. The PRI defines this as “seeking to com-
bine attractive risk-return profiles with an intention
to contribute to a specific environmental or social

outcome. Includes impact investing.”

We view the SmartETFs Sustainable Energy Il ETF
as an impact fund in that it seeks to combine
capital appreciation with a positive environmental
outcome: in particular, the reduction of carbon
emissions globally.

The transition towards a low carbon economy is
underway, that much is certain. As is the fact that
there will be winners and losers from the transi-
tion. Companies which sell products and services
which displace, sequester, or reduce carbon emis-
sions are set to capture a disproportionate share
of future investment while helping to contribute
towards mitigating climate change: doing well
while doing good.
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These are the companies which the SmartETFs
Sustainable Energy Il ETF aims to own. Owning our
fund will facilitate global decarbonization, provid-
ing positive environmental impact for investor’s
portfolios, which we believe permits it the desig-

nation of an impact fund.

Each year, the positive impact of our fund is mea-
sured by estimating the net carbon emission sav-

ings from the activities of our investee companies.
This data is aggregated to provide a portfolio level
view of total carbon emissions saved by an invest-

ment in the Fund.

We also map our portfolio each year to the UN's
17 sustainable development goals and 169 sustain-
able development targets, to help us and investors
understand the breadth of impact the portfolio

is having. The fund is aligned to the World Bank's

nine principles of impact investing.

Active Ownership

As active, long-term investors, we seek to encour-
age the companies in which we invest to adopt
best-in-class ESG practices. We choose to engage
with companies around ESG issues via three main
approaches:

i) ESG Engagement

SmartETFs follows a corporate ESG policy, which
includes the screening of all its investee funds for

SmartETFs.com
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companies that have poor environmental, social
and governance scores. At the corporate level, this
screening is carried out using an ESG scorecard
taken directly from Bloomberg. We engage annu-
ally with companies that score poorly versus their
peers, requesting improved ESG disclosure, and
that deficiencies in specific aspects of ESG low

scoring are addressed.

Direct ESG engagement is also carried out by

the Sustainable Energy investment team when
meeting the management of our investee, and
potential investee, companies. Communication
can involve debating “top-down” ESG themes with
management, questioning management on poor
“bottom-up” ESG scores (from our scorecard) or

encouraging disclosure on material ESG metrics.
i) Proxy Voting

SmartETFs has a policy of voting on shareholder
resolutions, many of which touch on ESG issues.
Proxy voting for companies in the Sustainable En-
ergy portfolio is carried out by the portfolio man-

agers of the fund.
iii) Collaborative Action

At SmartETFs, we also believe in collaborative
action around ESG issues: focused programs of
engagement where the sum of the parts is sig-
nificantly more effective than if each participant

attempted to engage across the whole sector.

SOLR: SmartETFS Sustainable Energy Il ETF | 9

@SmartETFs



N UTHIT
2

Our Approach to Responsible Investing & ESG SmartETFs

Disclosure

Investors should consider the investment objectives, risks, charges and expenses carefully before investing.
For a prospectus or summary prospectus, please visit SmartETFs.com or call (866) 307-5990. Read the pro-

spectus carefully before investing.
Investing involves risk including the loss of principal. Please visit SmartETFs.com for specific fund risks.

International investments may involve risk of capital loss from unfavorable fluctuation in currency values,
from differences in generally accepted accounting principles or from social, economic, or political instabil-
ity in other nations. Emerging markets involve heightened risks related to the same factors as well as in-

creased volatility and lower trading volume.

Prices of energy, whether traditional or sustainable, may fluctuate or decline due to many factors, including
international political or economic developments, real or perceived, demand for energy and sustainable
energy, production and distribution policies of OPEC (Organization of Petroleum Exporting Countries) and
other oil-producing countries, energy conservation projects, changes in governmental regulations affecting
companies in the energy sector, including Sustainable Energy companies, changes in technology affecting

Sustainable Energy, and changes in tax regulations relating to energy.
A decline in energy prices would likely have a negative effect on securities held by the ETF. The ETF's focus
on the energy sector to the exclusion of other sectors exposes the ETF to greater market risk and potential

monetary losses than if the ETF's assets were diversified among various sectors.

Foreside Fund Services, LLC, distributor.
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