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Key findings

Risk of stagnation from asset managers on ESG
e Overall Green ratings increased slightly to 43% (2024: 40%).

e 26% of funds could still not provide any examples of integrating ESG into decision making
(2024 26%).

Divergence in investment manager commitment to ESG issues

e 64% of funds rated Green for Philosophy, falling for the second year in a row (72% in 2024,
and 85% in 2023). We downgraded a number of managers due to weak firm-level targets on
climate change.

e 90% of managers have a policy on diversity and inclusion for their business, but only 61% have
firm-level targets on diversity and inclusion.

Engagement on social issues lags behind environmental

e Across equity, fixed income and multi-asset funds, 42% of portfolio holdings were engaged
with on environmental issues, but only 17% on social issues.

e 47% of Diversified Private Markets funds rated Red for Stewardship due to weak evidence of
engagement and ESG oversight.
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1. Risk of stagnhation among asset managers on ESG

Overall ESG score
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In 2025, the proportion of funds rated Green increased slightly to 43% (2024: 40%). Whilst an increase in the
right direction, this suggests relative stagnation from asset managers on average around ESG, and indeed the
picture is mixed when looking at the underlying asset classes.

We were pleased to see stronger responses in Active Equity following poor responses in previous years.
More managers were able to provide clearer evidence of making decisions linked to ESG risks and engaging
well with underlying companies, as we would expect. In contrast, Multi-Asset and Real Assets saw reductions
in Green ratings, largely due to poor responses on the Integration sub-section.

Across all funds within the Integration section, 26% of funds could still not provide any examples of
integrating any ESG factor into an investment decision (26% in 2024). This continues to be a source of
concern and suggests a material portion of managers are not fully capturing the full spectrum of investment
risks in their day-to-day management of portfolios.

% funds unable to provide any form of example of ESG factors being taken into account:

Active Fixed Multi- Secure Real Private
Equity Income Asset Income Assets Markets
10 62 22 13 12 18
Total funds (+5) -9) (-6) +0) (Ca)) Q)
Environmental 10% 18% 36% 23% 75% 67%
-57% -6% +25% +15% +25% +20%
Social 10% 26% 32% 38% 83% 61%
-57% -3% +20% +31% +33% +14%
Governance 10% 24% 36% 38% 92% 56%
-73% -1% +28% +31% +27% +3%
10% 16% 23% 0% 75% 56%
S -57% -8% +15% -8% +25% +14%
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2. Divergence in investment manager commitment
to ESG issues

We reported last year on the fall in Green ratings on firm-level Philosophy. That has continued this year
(falling from 72% to 64%), indicating a further divergence in commitment to ESG issues across the investment
managers.

Despite the temporary cessation of the Net Zero Asset Managers Initiative (“NZAMI”) earlier in 2025,

we expect managers to have clear firm-level targets to manage climate change as a systemic issue.

We downgraded a number of managers from Green to Amber because they did not have credible targets
around climate change, including managers who had explicitly softened their previous targets.
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We also observed that whilst 90% of managers had a policy around diversity and inclusion, only 61% had
internal targets on this.

We have seen a corresponding impact in terms of the fund-level approach to ESG, with the % of funds
rated Green on Integration falling for the first time in years (50% vs 58% in 2024). This was largely driven
by Multi-Asset, Secure Income and Real Assets, where we observed consistently poor responses when we
asked for examples of analysis embedding ESG risk factors into investment decisions.




3. Stewardship efforts are mixed

Stewardship has been a hot topic in investment markets for several years. The Pensions Regulator set out clear
expectations for pension schemes to be more active in their ownership of investment funds, and hold their
investment managers to account when engaging with underlying holdings. We see a mixed approach to
stewardship both by asset class and when looking at the topics for engagement.

Private markets continue to lag behind on engagement

Breakdown of Stewardship Rating by asset class
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Overall, the proportion of funds rated Green on stewardship continued to increase to 45% (2024: 33%), driven

by improvements across listed equity and fixed income. However, we saw a decline in Diversified Private Markets
(47% Red vs 33% in 2024), reflecting a lack of evidence of effective stewardship (to identify the issue, undertake
engagement, set milestones and escalate engagements where needed). This is an ongoing pattern and highlights
the difference between public and private markets. Public companies are subject to disclosure requirements,

and in listed equities clearly there is a shareholder voting cycle, both of which create a helpful structure for
engagement activity.

We have seen significant progress in secure income and LDI. In secure income we’ve seen great examples of ABS
managers implementing strong engagement programmes with issuers and underlying CLO managers, and in

LDI we’ve noticed growing engagement by managers with the UK government, which is important as a growing
portion of institutional capital is invested in government bonds.
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Rise in engagement on environmental issues

In previous years, we have found Governance to be the key area for engagement. This year we saw the
proportion of holdings engaged on Environmental issues (climate change plus impact on nature, water
use) increase.

Passive equity reported the largest increase in % holdings engaged with on any ESG issue (61% vs 41% in 2024).

Average proportion of holdings engaged with on ESG issues
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Despite the encouraging momentum in engagement on environmental issues, the data suggests that social
issues continue to receive less attention. Aggregating these asset classes, we see 42% of the portfolio holdings
on average engaged with on Environmental issues, with only 17% of the portfolio holdings engaged with on
social issues. This will be linked to well-known challenges in measurement and reporting on social risks.
Engagement on issues such as health and safety or worker rights is important as part of managing these

risk areas, which may otherwise go unnoticed without proper engagement.




Conclusion and next steps

The 2025 Ratings review suggests relative stagnation in progress on ESG issues by
investment managers. Against a challenging political backdrop, it’s clear that some
investment managers continue to understand and embed the financial materiality
of ESG and climate change risks across the board, whilst others face difficulty in
appealing to a bifurcated investor client base.

Mainstream listed asset classes continue to lead the way, with encouraging improvements in ratings in
Active and Passive Equity and Fixed Income. However, in alternative assets such as Real Assets, Secure
Income and Diversified Private Markets we still see laggards particularly in terms of climate analysis
and stewardship.

Over the next year we’ll be looking to see specific attention in the following areas:

¢ Clear firm-level strategy on climate change: NZAMI released its revised commitment statement to
asset managers on 29 October 2025. Managers have 3 months to decide whether to commit to the new
statement and join the initiative. We will be interested to see the strength of the manager targets being
set in response.

e Evidence of integration: We saw 26% of funds not able to provide any evidence of integrating ESG risks
into decision-making. This is an area we must see improvement otherwise we will have serious doubts
about the broader day-to-day management of risk.

o Stewardship and policy advocacy: Managers in all asset classes must continue to demonstrate that
their engagements are purpose-driven and lead to positive outcomes. There is an important role for the
capital markets to engage with policy makers and regulators to support broader change, and we’ll be
looking to see evidence of that taking place.

Next steps for investors

We have a clear framework to help investors enhance their responsible investment approach:

Beliefs: Take our free ESG beliefs questionnaire to gather your views and priorities

Ratings: Review the ESG rating of your managers and carry out climate analysis on your portfolio
to understand their approach and key sources of risk.

Engage: Engage with your managers and if necessary, consider alternative investment funds which
are better aligned to your objectives.

Monitor: Ongoing monitoring using XPS ESG Ratings and sustainability dashboard report.

XPS Group

(o)



XPS approach to assessing ESG

XPS assess and rate funds either Green, Amber or Red overall based on the following eight key aspects:
Parent, People, Product, Process, Positioning, Performance, Pricing and ESG. We refer to this as the 7Ps

and ESG. Any fund rated Red on ESG cannot be Green rated overall and recommended to clients. We assess
the quality of ESG risk management, utilising the five key areas that we consider to be fundamental when
assessing ESG practices:

Key ESG areas Explanation

1. Philosophy Firm-level philosophy relating to ESG, stewardship and broader sustainability issues.

2. Integration Taking account of ESG risks within investment research and portfolio construction.

3. Climate change Explicit climate change considerations within the investment and stewardship processes.

Approach to voting and engagement to drive positive change in invested companies

4. Stewardship and underlying managers.

5. Reporting Transparent communication of activity to stakeholders.

Note: Within passive mandates we do not assess managers on ESG integration or climate change as these managers have less control over stock
selection. For these funds our focus is on stewardship.

We request completion of a detailed ESG questionnaire involving over 70 questions.

We score each question +1, O or -1 with the scores weighted appropriately to inform a rating for each
sub-area and overall based on the below formula, with qualitative oversight to ensure that overall ESG
ratings are appropriate:

Weighted score Rating
Below -0.2 Red
Between -0.2 and +0.7 Amber
Above +0.7 Green

We do not award overall Green ESG ratings to funds which score Red on any individual sub-area, irrespective
of how well the fund has scored on other areas.

We provide tailored feedback to every fund manager on their ESG rating to highlight strengths and areas for
improvement.

Key change to questionnaire in the year:

* |n previous years we have asked managers if they are signatory to the Net Zero Asset Managers Initiative
(“NZAMI™), as an indication of their commitment to addressing climate risks.

* However, NZAMI temporarily ceased activities early in 2025 in response to many managers withdrawing.

* Therefore, this year we reframed the question to ask managers for specific detail on their firm level targets
and commitments around climate change, whether or not they were in NZAMI at the point of cessation.
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Find out more

If you would like to find out more on sustainable investment and ESG please contact
Alex Quant, Rebecca Helme or speak to your usual XPS Group contact.

Alex Quant . ; Rebecca Helme
Head of ESG Research | Deputy Head of ESG Research

n alex.quant@ 4 E rebecca.helme@
XpPSgroup.com - XPSgroup.com
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Important information: Please note the information and opinions expressed herein do not take into account the circumstances of individual

pension funds and accordingly may not be representative of the circumstances affecting your fund. This note, and the work undertaken to produce it,
is compliant with TAS 100, set by the Financial Reporting Council. No other TASs apply. The note has been written on the basis that decisions will not
be based on its contents. Appropriate advice should be obtained before any decisions are made. The information expressed is provided in good faith
and has been prepared using sources considered to be reasonable and appropriate. While information from third parties is believed to be reliable,

no representations, guarantees or warranties are made as to the accuracy of information presented, and no responsibility or liability can be accepted
for any error, omission or inaccuracy in respect of this. This document may also include our views and expectations, which cannot be taken as fact.
The value of investments and the income from them can go down as well as up as a result of market and currency fluctuations and investors may

not get back the amount invested. Past performance is not necessarily a guide to future returns. The views set out in this document are intentionally
broad market views and are not intended to constitute investment advice as they do not take into account any client’s particular circumstances.

Please note that all material produced by XPS Investment is directed at, and intended solely for the consideration of, professional clients within the
meaning of the Financial Services and Markets Act 2000 (FSMA). Retail or other clients must not place any reliance upon the contents.

This document should not be distributed to any third parties and is not intended to, and must not be, relied upon by them. Unauthorised copying
of this document is prohibited.

© XPS Group. XPS Pensions Consulting Limited, Registered No. 2459442. XPS Investment Limited, Registered No. 6242672. XPS Pensions Limited, Registered No. 3842603.
XPS Administration Limited, Registered No. 9428346. XPS Pensions (RL) Limited, Registered No. 5817049. XPS Pensions (Trigon) Limited, Registered No. 12085392. Penfida Limited
Registered No. 08020393. Polaris Actuaries and Consultants Ltd, Registered No. 09640309.

All registered at: Phoenix House, 1 Station Hill, Reading RG1 INB.
XPS Investment Limited is authorised and regulated by the Financial Conduct Authority for investment and general insurance business (FCA Register No. 528774).

This document is provided for information only and is not intended to constitute advice. We have not considered the applicability of this document to specific schemes/situations,
and so this document should not be relied upon in making decisions. Please seek advice from your advisers about how the topics covered here affect your scheme.
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