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      Establishing An Exchange-Traded Fund (ETF) For Child Rights BASIC Research Grant Quinn Liu December 2019 BASIC Research Grant Quinn Liu Harvard University 2 BASIC Research Grant Quinn Liu Harvard University Table of Contents I Introduction 1 II Existing ESG Investment Vehicles and Gaps in Measuring Corporate Impact on Children 2 2.1 Corporate Impact on Children 2 2.2 ESG Investment Vehicles 4 2.3 ESG ETF Market Analysis 6 2.4 Existing Efforts in Managing Child Rights Issues by Corporates and Investors 7 III Constructing An Index for Child Rights 12 3.1 Child Rights Metrics 12 3.2 Company Examples 21 3.3 Portfolio Construction 22 IV Active Engagement Based on the Child Rights Index 23 V Comparable Analysis of ESG ETFs 24 5.1 Analysis of Existing ESG ETFs 24 5.2 Limitations in Existing ESG Indexes 26 5.3 Competitive Advantages of the Child Rights ETF 27 VI Potential Challenges 29 6.1 Data and Disclosure 29 6.2 Market Appetite 30 6.3 Impact on Corporate Behavior 31 VII Summary 31 Appendix 1. Convention of the Rights of the Child 34 Appendix 2. Company Actions Regarding Child Labor Issue in Cobalt Sourcing 39 Appendix 3. Examples of Company Evaluation Based on Child Rights Metrics 41 Appendix 4. Analysis of 22 ESG ETFs and Socially Responsible Funds 44 Reference 50 1 BASIC Research Grant Quinn Liu Harvard University I Introduction As stakeholders pay more and more attention to sustainable development goals and sustainable investment returns in recent years, asset managers are increasingly integrating environmental, social & governance (ESG) information into financial analysis and investment decision-making. Investors have started to realize that ESG information is critical to sustainable investment returns and long-term portfolio management. More and more investors take active ownership in engaging with investees on ESG issues and urging for better ESG management and disclosure. There are also growing interests in sustainable investment vehicles and financial products. While there have been exchange-traded funds (ETFs) focusing on ESG, most of the investment themes have been quite broad and most of the financial products have mainly focused on environmental issues. Out of environmental, social and governance factors, corporate governance has always been a fundamental issue in investment decision-making. In recent years, listed companies have started to expand the disclosure and evaluation of their carbon footprints as investors start to shift towards low-carbon portfolios. Unfortunately there has been limited focus on the social factor of ESG so far. This is partly because social factors can be rather broad and their impacts are usually hard to measure. One important social issue is child rights. Children hold the future of the world in their hands. In order to have a sustainable future, we need to ensure that we provide high-quality education, safety, food, health and opportunities for children. Business behaviors and commercial products are exerting profound impacts on children around the world. All aspects of children's wellbeing and opportunities are influenced by corporate behaviors. However, there is very limited disclosure or measurement on how companies affect children. There has been barely any 1 BASIC Research Grant Quinn Liu Harvard University disclosure about companies' impact on children's health and opportunities, not to mention some companies even have child labor in their supply chains. This paper conducts an analysis on business impact on child rights, designs a framework to evaluate such impact and create a methodology for an ETF with a focus on business impact on children. First, the paper analyzes how corporate behavior and business strategies affect children, including both positive impacts and negative impacts. Then it evaluates existing ESG ETFs and their gaps in integrating children-related factors. Finally the paper proposes a methodology to create a stock index that can be used for investors to measure, evaluate and compare corporations' impact on child rights. Such index can provide responsible investors with a feasible investment vehicle, a child rights ETF, to make socially responsible investment decisions. The paper also proposes ways for investors to engage with companies and advocate for better corporate conduct for children. II Existing ESG Investment Vehicles and Gaps in Measuring Corporate Impact on Children 2.1 Corporate Impact on Children Children and young people have the same general human rights as adults as well as specific rights that recognize their special needs. Child rights in this paper are defined in accordance to the Convention of the Rights of the Child1. Children, in addition to fundamental human rights, should be afforded the necessary protection and assistance, should grow up in a family 1United Nations Human Rights Office of the High Commissioner, Convention on the Rights of the Child. 2 September 1990. 2 BASIC Research Grant Quinn Liu Harvard University environment, in an atmosphere of happiness, love and understanding, and should be fully prepared to live an individual life in society. A consolidation of child rights outlined in the Convention of the Rights of the Child is shown in Appendix 1. Corporate social responsibility towards children has been focused mainly on child labor in the past. Indeed, child labor is a severe and serious problem in the global value chain. In the least developed countries, slightly more than one in four children (ages 5 to 17) are engaged in labor work that is considered detrimental to their health and development2. Working children are often unable to access school education, which leaves them at a clear disadvantage for future economic, social and personal development. For example, two-thirds of the world's cobalt, an essential ingredient in smartphones and electric cars, comes from the Democratic Republic of the Congo (DRC). Amnesty International pointed out in a report that children as young as seven are mining cobalt in DRC. The report evaluated major electronics and electric vehicle companies on the child labor issue in the cobalt supply chain. Many of the global leading giants are not doing enough to stop human rights abuses from entering their cobalt supply chains (see detailed list in Appendix 2)3. Corporate impact on children extends beyond labor issues. Companies exert effects on children through overall business operations, products and services, marketing methods, relationship with local and national governments, investment in local communities, etc 4. Commercial products are constantly affecting the health, education and development of children. The advertisements that businesses make for their products may be fine for adults but could be misleading or harmful to 2 UNICEF, Child Labour, October 2019. https://data.unicef.org/topic/child-protection/child-labour/. 3 Amnesty International, Time to Recharge, November 2017. 4 UNICEF, Children Are Everyone’s Business, 2012. 3 BASIC Research Grant Quinn Liu Harvard University children. The environmental impact of business operations may affect children’s health and development more in a severe way, as children’s immune systems are less able to expel contaminants compared to adults. Children affected by business are often left unseen and uncounted. Companies rarely consult children groups when they engage with stakeholders. Children don’t have unions or voting rights to express their demands. Moreover, children who are not in school, and children who are discriminated against – such as ethnic minorities or girls and disabled children – are particularly likely to be overlooked. At the same time, business can also have positive impact on children. They can provide products and services for children’s education, health and entertainment. They can provide trainings and personal development programs for young workers and interns. They can create jobs in low- income communities so the poor families can afford to send children to schools. Business can also promote children’s rights through marking campaigns and advertisements5. 2.2 ESG Investment Vehicles In recent years, there have been increasing discussions and interests in sustainable investing, along with various kinds of sustainable investment vehicles, including ESG funds, SRI and impact investing. Socially responsible investing (SRI) originally channels investments into ethical and value-based areas using exclusions or negative screening. SRI investors add a value- based screening to its investment portfolios to avoid funding companies that violates their ethical beliefs. ESG investors integrate environmental, social and governance factors into financial analysis and active ownership in order to create sustainable investment returns 6. Impact 5 UNICEF, The Global Compact and Save the Children. How Business Affect Us, 2012. 6 Principle of Responsible Investors, What is PRI? https://www.unpri.org/pri. 4 BASIC Research Grant Quinn Liu Harvard University investments, on the other hand, are investments made with the intention to generate positive, measurable environmental and social impact alongside financial returns 7. Different investors may choose their preferred investment vehicles based on their investment objectives and value. Specifically regarding child rights issues, it is part of the social arm of ESG issues and it applies to all companies. SRI investment approach may exclude companies with the worst conduct in child rights, but it may not encourage the majority of companies to improve their management. Impact investing could identify the top performers in managing child rights, which could drive value for some impact investors and social enterprises. However, it may not affect most companies in the market. ESG investing, on the other hand, could organically integrate child rights factors into existing ESG metrics and financial analysis, providing responsible investors with access to existing markets and investment universe. At the same time, having exclusion criteria could “penalize” companies that directly hurt or violate child rights and encourage higher business conduct in managing child rights. ESG integration can be applied to various asset classes, including actively managed equities, actively managed fixed income, passive assets, etc. Fixed income strategies provide investors with relatively more stable income and lower risk compared to equity strategies. However, fixed income investors do not have ownership in the investees and therefore could not play a direct role in guiding corporate management or strategies. Equity investors, on the other hand, are shareholders of companies and have the rights to advice, supervise and decide on corporate strategies through voting and active engagement. Most actively managed portfolios require higher costs and more efforts in tracking markets and managing portfolios. They may invest in a 7 GIIN, What Is Impact Investing? https://thegiin.org/impact-investing/need-to-know/#what-is-impact- investing. 5 BASIC Research Grant Quinn Liu Harvard University relatively small number of companies with concentrated market exposure. Passive funds, on the other hand, track specific indexes with periodical rebalances. Passive fund managers can invest in a large number of companies with lower management costs. With the aim of integrating child rights factors into investment decision-making, actively engaging with companies and having broad market exposure, passively managed equity funds should be ideal for responsible investments that are linked with child rights. A child rights ETF allows investors to channel their funding into responsible companies and engage with companies to encourage better management of child rights at relatively low costs. Therefore, this paper recommends the introduction of a child rights ETF and an approach to design the underlying index for the ETF. 2.3 ESG ETF Market Analysis Exchange Traded Funds (ETFs) are funds that track indexes. The shares of an ETF are shares of a portfolio that tracks the yield and return of its native index. ETFs don't try to outperform their corresponding index, but simply seek to replicate the index’s performance8. In terms of assets size, US-based ETFs have racked up a record $4 trillion in assets under management as of July 2019, with 136 ETF providers offering 2,062 ETFs to investors, according to ETFGI9, a London- based ETF research firm. ETFs have grown rapidly since their invention in the early 1990s, largely because of their low associated costs, exchange access, holdings transparency and range 8CFA Institute, Exchange Traded Funds (ETF). https://www.cfainstitute.org/en/advocacy/issues/ exchange-traded-funds. 9ETFGI, ETFGI Reports Assets Invested in the US ETFs and ETPs Industry Broke Through the US$4 Trillion Milestone at the end of July 2019, August 16, 2019. https://etfgi.com/news/press-releases/ 2019/08/etfgi-reports-assets-invested-us-etfs-and-etps-industry-broke-through. 6 BASIC Research Grant Quinn Liu Harvard University of asset classes available10. As ETFs track indexes, they do not bear the higher costs of discretionary, active portfolio management. ETFs are accessible to a board range of investors with a diversified range of portfolios and asset classes. Most ETF providers disclose their entire portfolios on a daily basis, providing more transparency to investors. There has been increasing investor interests in sustainability-liked ETFs. In September 2019, total assets invested in ESG ETFs and exchange-traded products (ETPs) listed globally rose 7.81%, reaching a record of $47.33 billion. ESG ETFs and ETPs listed globally gathered $2.8 billion in net new assets during September 2019, according to ETFGI 11. A large number of the ESG ETFs track an ESG index, such as MSCI ESG indexes and FTSE ESG Indexes. The increasing global awareness and concern about climate change have been driving the growth of environmentally responsible ETFs, with themes including green bonds, low carbon, low emissions, climate change, etc. On the social side, however, there has been limited push other than the recently rising gender inclusion ETFs. 2.4 Existing Efforts in Managing Child Rights Issues by Corporates and Investors • Corporate Sustainability Reporting Guidelines As the awareness and interests in responsible investing increase in recent years, more and more companies start to disclose their ESG information along with financial results. Unlike financial information disclosure that is required, guided and regulated by stock exchanges or capital 10CFA Institute, Exchange Traded Funds: Mechanics and Applications. https://www.cfainstitute.org/en/ membership/professional-development/refresher-readings/2020/exchange-traded-funds-mechanics- applications. 11ETFGI, ETFGI Reports Assets Invested In Environmental, Social, And Governance (ESG) ETFs And ETPs Listed Globally Reaches A New Record Of US$47.33 Billion At The End Of September 2019, October 25, 2019. https://etfgi.com/news/press-releases/2019/10/etfgi-reports-assets-invested- environmental-social-and-governance-esg. 7 BASIC Research Grant Quinn Liu Harvard University markets regulators, the disclosure of ESG information in most markets are voluntary. For the voluntary disclosure, most companies follow one of the international sustainability reporting frameworks, including Global Reporting Initiative (GRI), the Sustainability Accounting Standards Board (SASB), the Integrated Reporting Framework (IRF), etc. While there are specific guidelines for environmental disclosure such as CDP and Task Force on Climate-related Financial Disclosures (TCFD), guidance on social information has been very limited and immature. Looking at the three leading integrated sustainability disclosure frameworks, namely GRI, SASB and IRF, reporting guidelines for children-related issues have been largely undefined. The principles for defining GRI report content are materiality, stakeholder inclusiveness, sustainability context and completeness12. Children-related standards are covered in GRI 400 series, out of which only one indicator-child labor-is directly linked to child rights. Parental leave standards and codes for marketing communications could also be linked with children. Nevertheless, child rights factors have not been systematically integrated in the GRI standards. They are not included in the impact assessment, due diligence, organizational responsibility or remediation. SASB standards focus on financially material issues because SASB’s mission is to help businesses around the world report on the sustainability topics that matter most to their investors13. SASB materiality map identifies 26 issues from environmental, social capital, human capital, business model & innovation and leadership & governance aspects. Child rights are not 12 G4 Guidelines – Implementation Manual. GRI. 13 SASB Materiality Map. https://materiality.sasb.org/. 8 BASIC Research Grant Quinn Liu Harvard University explicitly covered in any of the issues. It could be indirectly reflected in human rights & community relations and labor practices. SASB fails to recognize the fact that business operations have different impact on adults and children and such impact could be material for long-term investors. Similar to SASB, IRF’s integrated reporting brings together material information about an organization’s strategy, governance, performance and prospects in a way that reflects the commercial, social and environmental context within which it operates14. IRF does not provide specific reporting metrics but instead guide companies to identify material indicators, the value addition of the indicators and the communications through integrated reporting. In this way, how a company discloses its impact under IRF on children depends on how the company views the materiality and value of children in its business strategy. As we can see, all of these disclosure guidelines cover some aspect of child rights, but they are more topic or thematic driven than systematic integration. The reporting guidelines can be extended to further integrate children factor in reporting standards, especially where business operations exert different impact on children and adults. • Corporate Disclosure on Child Rights We have seen increasing news and disclosure about companies’ efforts in managing their impact on children in recent years. The increase in disclosure has been largely driven by public interests and advocacy on a case-by-case basis. There is still not a systematic improvement in corporate disclosure on child rights. 14 Integrated Reporting. https://integratedreporting.org/. 9 BASIC Research Grant Quinn Liu Harvard University Traditionally, child rights issues are mainly exposed and discussed on child labor issues. Globalization and product outsourcing have allowed multinational corporations to manufacture products in markets with lower labor costs and more relaxed labor protection regulations. As consumers and advocates increasingly push for higher labor policies in global supply chains, companies have started to establish policies measures in child labor management. According to Bloomberg and UNICEF15 , out of those companies that has data in 2015 on their child labor policies, only around 30% have a child labor policy, indicating that the majority of the market does not mention child labor whatsoever. However, the trend is positive: the percentage of companies has risen each year, and nearly doubled since 2010. In recent years, market development, public interest shifts and advocacy campaigns have opened doors for more child rights-related topics in corporate social responsibility. For example, the rapid development of the e-cigarette market has brought public attention to teen vaping problems. The expansion of technology and social media has brought discussion over the impact on technology on children. The MeToo movement has been driving corporate disclosure on managing women’s rights, which also drives attention to child rights. Although we have seen increasing awareness and concerns over corporate management and disclosure about their impact on children, they are largely event-driven. There is space for systematic integration of children into corporate stakeholder management and sustainability disclosure. • Investors Engagement 15Vendran Sekara et al., Trends in the Adoption of Corporate Child Labor Policies: An Analysis with Bloomberg Terminal ESG Data, Johns Hopkins University, 2018. 10 BASIC Research Grant Quinn Liu Harvard University Alongside other corporate stakeholders, investors are also paying more and more attention to corporate impact on children, driven by public interest, market development and investors awareness. For example, two investors, JANA and CALSTRS published a request to Apple in 2018, urging the company to offer parents more choices and tools to ensure that young consumers are using Apple products in an optimal manner16. Institutional investors are also actively engaging with leading technology companies including Apple, Dell, Microsoft and Tesla on the child labor issues in the companies’ cobalt supply chains. Clearly, shareholders and others stakeholders of companies are paying more attention to corporate impact on children. The thematic engagement approach opens a door for further exploration on child rights issues. There is great potential in expanding the scope and depth of investor engagement in child rights. • Investment Vehicle As for responsible investments vehicles related to children. There has been only one public fund launched in September 2015 with a focus on Children-RobecoSAM Child Impact Equities Fund. Unfortunately, the fund was liquidated in October 2018 due to its failure to attract demand17 . The methodology used by the fund was jointly developed by Global Child Forum and RobecoSAM. The fund methodology was built on bottom-up stock selection based on the Global Child Forum benchmark, a RobecoSAM Global Child Score, quantitative factors and 16 CalSTRS Statement Regarding Shareholder Letter to Apple Inc. CALSTRS. January 8 2018. https:// www.calstrs.com/statement/calstrs-statement-regarding-shareholder-letter-apple-inc. 17 Citywire, RobecoSAM Merges Two Sustainable Funds And Axes Another, November 26, 2018. 11 BASIC Research Grant Quinn Liu Harvard University fundamental company valuation 18. According to the fund’s holdings at the end of 2016, the fund invested in around 70 companies in North American, Europe, Japan and Israel marekts, with 49.9% of the portfolio companies from the US19. The detailed methodology and fund documents are no longer publicly disclosed since it was liquidated, and therefore it is hard to understand why the fund invested in companies like Exxon Mobil, Royal Dutch Shell and Snap. When the fund was liquidated in December 2018, it had only EUR14.58 million assets. III Constructing An Index for Child Rights To construct an ETF with a focus on child rights, it is important to take into account all material factors that may affect a company’s performance, including both financial information and ESG information. Currently there have already been many ESG indexes and ETFs available but there is no index or fund that integrate children factors. It makes sense to add children factor into existing indexes that have integrated other ESG information. This paper focuses on the development of child rights-related metrics, on top of existing ESG metrics. The child rights metrics are developed based on UNICEF’s Children’s’ Rights and Business Principle. 3.1 Child Rights Metrics Corporate behaviors affect children through a range of ways, from the way they generate revenues, the way they treat labors to the way the engage stakeholders. Some of such impacts are more direct and severe while some others could be indirect and subtle. In order to factor in all the 18 Press Release: Global Child Forum Launches First Ethical Fund To Focus On Children's Rights. Global Child Forum, November 2015. https://www.globalchildforum.org/other/press-release-global-child-forum- launches-first-ethical-fund-to-focus-on-childrens-rights/. 19Semi-Annual Report, Robeco, December 2016. https://www.robeco.com/docm/semi-2016-robecosam- general.pdf 12 BASIC Research Grant Quinn Liu Harvard University impacts in an index, there should be both exclusionary screening and inclusionary screening for children-related business factors, on top of the existing ESG metrics. Exclusionary criteria Although not all business affects children in the same way, there are value-based factors that have direct and material risks to children. Companies involved in certain areas should be excluded from the child rights index. These exclusionary factors include: • Adult entertainment: companies that have an industry tie to adult entertainment, including producing, distributing, retailing or ownership. • Gambling: companies that have an industry tie to gambling through operation, support, licensing or ownership. • Weapon: companies that are involved in the production, distribution and sales of weapons. • Alcohol: companies that are involved in the production and distribution of alcohol. • Breast milk substitutes: companies that are involved in the production and distribution of milk substitutes. • Child labor: companies that have been reported of using child labor in their business operations. • Tobacco: companies that are involved in the production and distribution of tobacco products. Inclusionary criteria 13 BASIC Research Grant Quinn Liu Harvard University Other than these exclusionary criteria, there are a number of other factors that should be considered when evaluating companies’ impact on children. Such factors may not affect children directly, but they impost material impact on children and business conduct. Analysts should evaluate how each company manages these factors and integrate that into the company’s overall ESG score. UNICEF’s Children’s Rights and Business Principles set guidance on the full range of actions that companies should take in workplace, marketplace and community to respect and support children’s rights20. The principles provide high-level guidance on corporate behavior. To make it more concrete and clearer, detailed questions should be asked to evaluate the way that all companies may affect children’s health, education and development, including: Principle 1: All business should meet their responsibility to respect children’s rights and commit to supporting the human rights of children. • Policy commitment & governance: Has the company integrated children’s rights considerations within its statements of business principles, codes of conduct, and other values-related corporate commitments and policies? • Impact management & integration: Has the company integrated children’s rights considerations into human rights risk and impact assessments and, as relevant, other company risk and impact assessments? • Assessment & action: Has the company identified specific actions to embed respect for children’s rights across relevant internal functions and processes? Does the company have a procedure to screen, select, evaluate and prioritize suppliers or other business 20UNICEF, the United Nations Global Compact, Save the Children, Child Rights and Business Principles, March 2012. 14 BASIC Research Grant Quinn Liu Harvard University relationships that integrates children’s rights into the assessment scope and analysis? Based on findings from risk and impact assessments? Principal 2: All businesses should contribute towards the elimination of child labor, including in all business activities and business relationships. • Policy commitment & governance strategy: Does the company have a policy clearly stating the minimum age for employment in line with national law or international minimum standards, whichever is higher? • Impact management & integration: Does the company have a process in place for monitoring, reporting and managing cases where children below the minimum age are discovered? • Assessment & action: Is there a formal grievance mechanism in place for receiving, processing, investigating and responding to reports of violations regarding the employment of children below the minimum age? Principle 3: All businesses should provide decent work for young workers, parents and caregivers. • Policy commitment & governance strategy: Does the company have a defined approach to providing decent working conditions for young workers and student workers? • Impact management & integration: Does the company have clear procedures in place for how to prevent, identify and address any alleged violations of a young worker’s labor rights? 15 BASIC Research Grant Quinn Liu Harvard University • Assessment & action: Is there a formal grievance mechanism in place for receiving, processing, investigating and responding to reports of violations of young workers’ rights, including students and vocational school workers? Principle 4: All businesses should ensure the protection and safety of children in all business activities and facilities. • Policy commitment & governance strategy: Does the company have a zero-tolerance policy on violence, exploitation and abuse of children, including but not limited to sexual exploitation? • Impact management & integration: Is there a process in place to identify, assess and monitor risks and impacts related to non-compliance with the zero-tolerance policy on violence, exploitation and abuse of children? • Assessment & action: Is there a formal grievance mechanism in place for receiving, processing, investigating and responding to reports of violence, exploitation and abuse of children in the context of business activities? Principle 5: All businesses should ensure that products and services are safe, and seek to support children’s rights through them. • Policy commitment & governance strategy: Does the company have policies in place outlining how it ensures the safety of children when using or exposed to its products and services, including in research and testing, as relevant? • Impact management & integration: Are procedures in place for the company to assess and monitor the use of its products and services in order to identify any dangers (mental, moral or physical) to children’s health and safety? 16 BASIC Research Grant Quinn Liu Harvard University • Assessment & action: Is there a formal mechanism in place for receiving, processing, investigating and responding to complaints from customers and the general public, including children, on product or service risks to children? Principle 6: All businesses should use marketing and advertising that respect and support children’s rights. • Policy commitment & governance strategy: Does the company have a global responsible marketing and advertising policy in place that prohibits harmful and unethical advertising related to children? • Impact management & integration: Does the company follow industry best practices with regard to marketing and advertising, including participation in voluntary marketing codes and standards? • Assessment & action: Is there a formal mechanism in place for receiving, processing, investigating and responding to complaints from customers and the general public, including children, about content and visuals relating to children? Principle 7: All businesses should respect and support children’s rights in relation to the environment and to land acquisition and use. • Policy commitment & governance strategy: Does the company’s environmental and resource use policy and targets take into account its potential and actual impacts on children? • Impact management & integration: Is there a process in place to identify, assess and monitor environmental risks to and impacts on children and pregnant women? 17 BASIC Research Grant Quinn Liu Harvard University • Assessment & action: Is there a formal grievance mechanism in place for receiving, processing, investigating and responding to complaints related to environmental risks to and impacts on children and pregnant women? Principle 8: All businesses should respect and support children’s rights in security arrangements. • Policy commitment & governance strategy: Does the company have a policy in place related to security arrangements that incorporates children’s rights? • Impact management & integration: Is there a process in place to identify, assess and monitor risks to and impacts on children’s rights related to security arrangements? Do security personnel receive training on children’s rights and child protection, including with regard to appropriate communication, conduct and use of force in situations where children are victims or witnesses of violations, or have allegedly committed an offence on company property? • Assessment & action: Is there a formal grievance mechanism in place for receiving, processing, investigating and responding to complaints about risks to and impacts on children related to security arrangements? Principle 9: All businesses should help protect children affected by emergencies. • Policy commitment & governance strategy: Does the company consider children’s specific rights and needs in contingency planning for emergency situations caused by business operations? • Impact management & integration: Does the company’s due diligence process address the heightened risk of child rights violations during conflict? 18 BASIC Research Grant Quinn Liu Harvard University • Assessment & action: If the company contributes to relief efforts during disasters, does it have a defined approach for how it will support children in coordination with local authorities and humanitarian agencies, and in accordance with best practices? Principle 10: All businesses should reinforce community and government efforts to protect and fulfill children’s rights. • Policy commitment & governance strategy: Does the company have a policy, standard or other document that addresses corruption, taxation and bribery? • Impact management & integration: Does the company take specific actions to collaborate with other stakeholders to encourage and influence the government to increase transparency? • Assessment & action: Is there a formal grievance mechanism in place for receiving, processing, investigating and responding to complaints about corruption, taxation and bribery? These 30 questions under the 10 principles evaluate companies’ commitment, integration and actions in managing their impact on children. The evaluation and scoring are based on policy commitment & governance, impact management & integration and assessment & actions to implement. Policy commitment & governance reflects how the company value and consider certain aspects of children’s rights. It is important to have policy framework and corporate governance to guide the business conduct and operations. However, merely having policy commitment is not enough. It is important to integrate such policy commitment into business strategy management so that the frameworks are applied in day-to day business operations. In 19 BASIC Research Grant Quinn Liu Harvard University addition, whenever there are risks or problems identified, companies should take timely and targeted actions to alleviate the risks and solve the problems. Each company in the investable universe should be evaluated based on these 30 factors, with scores from 0 (no action) to 10 (best practice). The Child Rights and Business Principles outline the responsibilities that all business should undertake, and the factors should be the minimum requirement for business conduct. The total child rights score of a company should be an aggregation of the company’s score in all 10 principles, ranging from 0-100. Companies in different countries and different industries may face different regulatory standards. For example, the UK government requires 39 weeks of paid maternity leave while there is no such regulation in the US21. In terms of minimum legal working age, in UK the youngest age a child can work part-time is 13 and children can only start full-time work when they reach 1822. The Fair Labor Standards Act (FLSA) in the US sets 14 as the minimum age for employment, and limits the number of hours worked by minors under the age of 16 23. Due to such regulation differences, comparing companies from different markets or industries may not be reflective of the companies’ real incentives or performances for managing their impact on children. Thus, companies’ child rights scores should be compared to their peers in the same country and same industry. Companies that rank top 75% among peers would be included in the child rights index. In this way, the index will be balanced across markets and industries. Such evaluation incentivizes and rewards companies to become industry leaders and market leaders in child rights and enhance business conduct at an industry-/market- level. It also avoids having the 21 OECD Family Data Base. http://www.oecd.org/els/family/database.htm. 22 UK Government, Child Employment. https://www.gov.uk/child-employment. 23 United States Department of Labor, Fair Labor Standards Act (FLSA). 20 BASIC Research Grant Quinn Liu Harvard University portfolio largely tilt towards some countries with high minimum standards while having little exposure to companies in developing countries with limited regulation frameworks. As mentioned earlier, the child rights metrics are not a standalone screening, but it is an addition to companies’ existing ESG information. With the additional layer of child rights factors, the child rights index will have a more refined and well-rounded ESG screening for companies. 3.2 Company Examples We selected two companies with relatively high weightings from the RobecoSAM Child Impact Equities Fund, American Express and Microsoft, and evaluated their performance according to the child right metrics. The detailed evaluation is shown in Appendix 3. Based on the evaluation, both American Express and Microsoft have some policy commitment in some aspects of children’s rights, but neither of the companies have comprehensive and systemic policies to protect children’s rights at corporate governance level. Notably, American Express has not publicly disclosed a statement regarding their responsibility and commitment to support human rights including child rights. Microsoft has published a Global Human Rights statement and has emphasized on its efforts in eliminating child labor in its supply chains. But this could be largely driven by the concerns from advocacy groups and shareholders over the child labor issues in the company’s supply chain. We have seen very limited efforts, or at least disclosure, in both companies regarding integrating policy commitment into business operations and strategies. In terms of assessment and actions, both companies have taken some actions in supporting child rights, including parental care, product marketing, community engagement and emergency response. However, most of these actions are considered as voluntary or charitable actions, or as 21 BASIC Research Grant Quinn Liu Harvard University part of company marketing. Both companies have partnerships with NGOs or international organizations such as UNICEF to protect and promote child rights. In general, American Express and Microsoft recognize children as their stakeholders and have established polices and taken efforts in protecting child rights in some aspects of their business operations. However, there are still disclosure gaps in the company policies, integration, assessment and actions. Looking at the disclosed information, neither company has made comprehensive commitment in protecting child rights. Neither of them has systematically integrated their policies into business operations. There are some actions taken to protect child rights but those are driven by external pushes, partnerships or branding factors. But there lack systematic approaches to assess and respond to potential company impact on children and the actions taken are not sustainably integrated into business strategy. 3.3 Portfolio Construction After screening out the investable companies based on ESG and child rights metrics, the next step is to build an index portfolio with selected companies. There are different ways to construct a stock index, including market cap-weighted, price-weighted and unweighted. Among these, market cap-weighted indexes are the most common stock indexes. In such indexes, a company’s representation within the index is based on its size, and its performance contributes to the performance of the overall index proportionately, meaning the index constituents are weighted according to the total market cap or market value of their available outstanding shares. Market- cap weighted indexes can capture the changes in stock performance and market size over time24. In order to reflect the market size and stock movement of companies in the child rights index, it 24FTSE Russel, “How Are Indexes-Weighted.” https://www.ftserussell.com/education-center/how-are- indexes-weighted. 22 BASIC Research Grant Quinn Liu Harvard University makes sense to use market-cap weighting. Under this method, the index portfolio would weigh the portfolio companies according to their free float-adjusted market capitalization. IV Active Engagement Based on the Child Rights Index Apart from evaluating companies, it is important to actively engage with companies to drive changes in corporate behavior. There are multiple ways to conduct active engagement with companies, including investor engagement, index provider annual review and advocacy. Investor engagement is key for fulfilling investor stewardship and fiduciary duty to asset owners. Investors could and should engage with portfolio companies through actively voting in shareholder meetings and actively engage with company management on company policies and actions regarding child rights. Annual review allows the index to factor in the most updated information. Investors and index provider of the child rights index can also use this opportunity to advocate for better disclosure and management of business impact on children. In addition to engagement and annual review, advocacy can also play a role in enhancing the awareness of corporate’s influence on children, increasing the management and transparency of child rights disclosure and driving higher regulations on corporate influence on children. It is not rare for investors to advocate for environmental and social issues. For example, State Street Global Advisors placed a Fearless Girl statue on Wall Street in March 2017 to raise awareness about the importance of gender diversity in corporate leadership. As of June 30, 2019, 43% or more than 580 of the 1,350 companies identified as part of the Fearless Girl campaign responded 23 BASIC Research Grant Quinn Liu Harvard University by either adding a female director or committing to do so 25. Likewise, the child rights index can also drive the attention of investors, companies, and even regulators through active engagement and advocacy for child rights. V Comparable Analysis of ESG ETFs 5.1 Analysis of Existing ESG ETFs This paper analyzed 22 representative ESG ETFs and socially response indexes and funds across different markets (see full list in Appendix 4). • Fund size: The sizes of the ESG-related funds vary vastly, from $1 million to over a billion. Even those ETFs that track the same indexes have very different sizes. This could be due to branding, marketing, market exposure, investor exposure, etc. For the funds that are invested by pension investors, they can receive stable monthly money inflows and thus keep growing larger. • Fee: There is a clear trade-off between fee and fund size. The funds with largest net assets are usually the ones with lower fees (less than 0.5%). Low fee is definitely one of the main attractions for investors to invest in ETFs. • For profit vs. non-profit issuer: Out of all the ESG ETFs, the ones issued by Impact Shares are probably the ones with greatest vision for impact. The ETFs launched by Impact Shares capture sustainability development goals, minority empowerment and women’s rights. But they are also the smallest funds among major ESG ETFs. This could 25State Street Global Advisors, “Social Issues, Climate Change Lead State Street Global Advisors’ Asset Stewardship Agenda,” September 5, 2019. 24 BASIC Research Grant Quinn Liu Harvard University be due to: 1) the issuer is relative small and unknown to investors; 2) the ETFs launched by Impact Shares promote more "impact" as in "donation" rather than "investments"; 3) they have limited marketing channels to mainstream investors. Non-profit players may not be able to use market-based strategies to attract investors into their financial products. • Methodology: Most of the ETFs are passively managed, which means that the fund managers simply track an index without actively changing portfolio positions. This is a simple and cheap way of managing assets. Most of the indexes use exclusionary criteria based on market exposure and market capitalization. In this way the funds could have a balanced exposure and risk profile while featuring ESG criteria. • ESG strategies by issuers: The largest 5 issuers in both US and Europe markets all have ESG strategies and products, although their commitment and engagement in ESG vary based on company strategy and values. • Child rights: Currently there is no ETF or fund trading in the market with a lens on children. Based on the analysis, the market has increasing appetite for ESG ETFs but most ESG ETFs track a few certain indices. There is a lack of focus on social factors among the ESG ETF issuers. Marketing and engagement are important to the expansion of asset size and social impact. The child rights ETF proposed in this paper could meet the market appetite and investor interests in ESG. It is important to make sure that its methodology is financially and socially sound. And it has to be complemented by active corporate engagement in order to drive changes in corporate behaviors. 25 BASIC Research Grant Quinn Liu Harvard University 5.2 Limitations in Existing ESG Indexes As investors increasingly integrate ESG factors into their investment research and portfolio management, third-party ESG data providers are playing an increasingly important role in helping ESG research and guiding ESG investments. The current ESG research market is dominated by a few ESG data providers, including MSCI, Sustainalytics, Thompson Reuters, Bloomberg, etc. Each ESG data provider has its own coverage, methodologies, rating scales and company engagement strategies. Generally they conduct bottom-up analysis based on company disclosure and use their proprietary model to score a company’s overall ESG scores. Unlike financial information that has clear definition and reporting standards, ESG information has less strict reporting framework or requirement. Different people may interpret the relevance and significance of different ESG data differently. As different ESG providers use different methodologies to rate companies’ ESG performance, the way that a company’s raw ESG reporting turns into an ESG score is almost like a “black box”. It is difficult for ESG data users to understand how to comprehend or compare the meaning behind different ESG scores. In fact, the cross-sectional correlations among the leading ESG data providers’ ESG scores are quite low. The ESG ratings by MSCI and Sustainalytics only have 0.53 correlation. And the correlation between MSCI and Bloomberg’s ESG scores is only 0.6626. Different ESG data providers follow different frameworks of sector breakdown and issue breakdown. For example, MSCI ESG Research looks at 37 ESG key issues, divided into three pillars (environmental, social and governance) and ten themes27. Sustainalytics covers nearly 40 26 State Street Global Advisors, The ESG Data Challenge, March 2019. 27 MSCI ESG Research, MSCI ESG Ratings Methodology, January 2019. 26 BASIC Research Grant Quinn Liu Harvard University industry-specific indicators and the indicators are split into two dimensions: disclosure and performance 28. Thomson Reuters selects 178 of the most relevant ESG data points and group them into 10 thematic categories 29. However, out of all these rating metrics, the ones that evaluate companies’ impact on children only cover child labor, maternity leave and certain metrics that are only relevant companies that produce children products. The ESG ratings have not been able to comprehensively consider how companies in different industries affect children throughout their business operations and supply chains. 5.3 Competitive Advantages of the Child Rights ETF There is no investible fund with a focus on children in the market at this moment. Therefore, the launching of the child right ETF can give investors the unique exposure to responsible children management. However, given that previously RobecoSAM Child Impact Equities Fund failed to sustain after 3 years, this new child rights ETF should have the following features in order to generate sustainable returns, highlight child rights issues and attract investor interests: • Methodology: the rationale and transparency of methodology are key to the effectiveness of an ETF. The methodology of the child rights ETF would be based on the established existing ESG metrics. It adds an additional layer of child rights metrics based on guidelines from UNICEF, which adds credibility to investors. It is important to disclose the methodology and publish transparency reports to let investors and stakeholders understand how companies are selected into and out of the fund. 28 Sustainalytics, The ESG Risk Ratings, November 2019. 29 Refinitiv, Environmental, Social and Governance (ESG) Scores from Refinitiv, June 2019. 27 BASIC Research Grant Quinn Liu Harvard University • Market exposure: a global portfolio with balanced market exposure would give investors diversified market access and portfolio positioning. Around 50% of the Robeco fund invested in US equities and almost all the companies were in developed markets, while the fund was promoted as a global fund. If we are to provide investors with global exposure, it is important to balance country and sector allocations and identify outperformers in each market. • Fee structure: one of the key advantages of an ETF is its low cost. Unlike the actively managed equity fund by Robeco, an index-linked ETF would have a lower fee and be more attractive investors. • Branding and marketing: from the analysis of existing ETFs, some ETFs tracking the same indexes have vastly different investor bases and fund sizes. Branding and marketing are clearly essential for attracting investors’ interests. The ETF issuer should reach out to various distribution channels, both institutional and retail investors, to promote the fund. It will be helpful if the ETF can attract pension investors as they would have monthly money injections into the fund. • Engagement and partnerships: in order to maximize the fund’s influence on corporate behavior, guidance on investor engagement can help investors better understand how business affect children and how to effectively and collectively engage with companies in order to drive sustainable investment returns. • Timing: when Robeco launched its children impact fund in 2015, there was still limited attention to ESG issues among investors. Over the last a few years, there have been increasing discussions and attentions to sustainable investing. Apart from the increasing 28 BASIC Research Grant Quinn Liu Harvard University number of environment and climate change-related funds, social issues are gradually coming into investors’ radar with increasing launches of gender-focused funds. The child rights ETF could benefit from the rising trend in socially responsible investment vehicles, as an addition to the gender lens issues, to drive broader campaign and interests among investors and the public. VI Potential Challenges 6.1 Data and Disclosure Data quality and disclosure are among the key problems of ESG indexes. There has been a lack of mandatory disclosure requirement for ESG data and companies have little incentive or awareness of ESG disclosure. Companies that do report ESG data tend to follow different disclosure standards, making it hard to for investors to compare different companies. It is also hard for investors and external stakeholders to verify the raw ESG information disclosure by companies and there is little requirement or incentive for companies to audit their ESG disclosure. In addition, unlike financial data that are easily quantifiable, many ESG metrics are based on qualitative information that are hard to evaluate or quantify. Like other ESG metrics, the child rights metrics also face the challenge of data quality and disclosure. Companies may only disclosure their labor conduct according to regulatory requirement. They may make commitment to protect child rights but do not disclose their detailed measures or actions. The data gap will cause challenges in evaluating company performance and constructing an optimal index portfolio. 29 BASIC Research Grant Quinn Liu Harvard University ESG data providers have been exploring ways to handle the disclosure issue. Some assume that not disclosing certain ESG metrics means no effort of managing certain ESG factors. Some data providers are using AI and machine learning to capture unstructured data and identify alternative sources of data, such as company coverage in news and media. Machine learning has also been used to estimate the missing data based on companies’ business operations, industry positioning, news, etc. Other than finding ways to better process data, it is critical to for investors to engage with companies to request for better disclosure and higher business responsible conduct. Facing the expectations and pressure from investors, companies will be more incentivized to enhance their disclosure. 6.2 Market Appetite As mentioned earlier, previously RobecoSAM Child Impact Equities Fund was closed due to limited investor interest. This child rights ETF may also face the risk of limited market appetite. In order to prevent that, it is important to optimize two factors: financial rationale and marketing. Essentially investors aim to increase their investment returns through the ETF, and children is one of the many factors that affect investment returns. Therefore it is important to integrate this factor in to the investment process instead of solely or overly focus on children in this index. In addition, as we find that the fund size of an ETF does not have direct correlation with the theme of the indexes. Marketing and distribution play a vital role in launching and expanding of the ETF. Therefore, it is important to identify the right issuers and distribution channels to promote the ETF to mass market. 30 BASIC Research Grant Quinn Liu Harvard University 6.3 Impact on Corporate Behavior There has been criticism around the impact of ESG investing and ESG ETFs on companies. As the shares held by ETF investors are relatively small compared to major institutional investors, the inclusion and exclusion of a company in an ESG ETF may not affect its stock price and therefore may not push company management to drive better corporate responsibility. Some other argue that passive ETF investors may not actively engage with companies and thus cannot drive passive changes in business operations. These arguments are valid but they are not absolute. It is true that ETF investors may not be able to affect the stock price of a company. But the establishment of socially responsible ETFs can send a market signal to companies, investors and fund managers. It may drive more interests in sustainable and responsible investing. In addition, it is true that many passive ETF investors do not engage with companies, and that engagement is important for driving changes in corporate behavior and business strategies. Therefore, it is essential to have solid engagement strategies around the child rights ETF, as stated earlier. VII Summary Companies are constantly affecting children through its business operations, product offerings, labor practice, marketing and community engagement. Children are important stakeholders of companies, but they are often neglected in company engagement and corporate social responsibility programs. As investors increasingly take ESG factors into company analysis and investment decision making, an ETF linked to child rights provides a tool for investors to 31 BASIC Research Grant Quinn Liu Harvard University conduct responsible investing while pushing companies to better disclosure and manage their impact on children. There are increasing amount of assets flowing into responsible investment vehicles and ESG ETFs, most of which are linked to some certain ESG indexes while very few focus on social factors. This paper proposes the methodology to construct an ETF with a focus on child rights. In addition to existing ESG metrics and screening, the paper creates a set of exclusionary criteria and inclusionary factors to evaluate business impact on children, based on Child Rights and Business Principles. Such factors evaluate business impact on children in business operations, labor practice, advertisement, emergencies and community engagement. Companies are evaluated based on their policy commitment, strategies and actions in managing child rights. In addition to investing in the child rights ETF, investors should actively engage with companies on child rights-related issues and advocate for better disclosure and actions for managing corporate impact on children. 32 BASIC Research Grant Quinn Liu Harvard University 33 BASIC Research Grant Quinn Liu Harvard University Appendix 1. Convention of the Rights of the Child 34 BASIC Research Grant Quinn Liu Harvard University Definition of a child A child is any person under the age of 18. All children have all these rights, no matter who they are, where they live, what language they speak, what their religion is, what they think, what they No discrimination look like, if they are a boy or girl, if they have a disability, if they are rich or poor, and no matter who their parents or families are or what their parents or families believe or do. No child should be treated unfairly for any reason. When adults make decisions, they should think about how their decisions will affect children. All adults should do what is best for children. Best interests of the Governments should make sure children are protected and looked after by child their parents, or by other people when this is needed. Governments should make sure that people and places responsible for looking after children are doing a good job. Governments must do all they can to make sure that every child in their Making rights real countries can enjoy all the rights in this Convention. Governments should let families and communities guide their children so Family guidance as that, as they grow up, they learn to use their rights in the best way. The more children develop children grow, the less guidance they will need. Life survival and Every child has the right to be alive. Governments must make sure that development children survive and develop in the best possible way. Children must be registered when they are born and given a name which is officially recognized by the government. Children must have a nationality Name and nationality (belong to a country). Whenever possible, children should know their parents and be looked after by them. Children have the right to their own identity – an official record of who they are which includes their name, nationality and family relations. No one Identity should take this away from them, but if this happens, governments must help children to quickly get their identity back. Children should not be separated from their parents unless they are not Keeping families being properly looked after – for example, if a parent hurts or does not take together care of a child. Children whose parents don’t live together should stay in contact with both parents unless this might harm the child. If a child lives in a different country than their parents, governments must Contact with parents let the child and parents travel so that they can stay in contact and be across countries together. Governments must stop children being taken out of the country when this is Protection from against the law – for example, being kidnapped by someone or held abroad kidnapping by a parent when the other parent does not agree. Respect for children's Children have the right to give their opinions freely on issues that affect views them. Adults should listen and take children seriously. 35 BASIC Research Grant Quinn Liu Harvard University Children have the right to share freely with others what they learn, think and Sharing thoughts freely feel, by talking, drawing, writing or in any other way unless it harms other people. Children can choose their own thoughts, opinions and religion, but this Freedom of thought should not stop other people from enjoying their rights. Parents can guide and religion children so that as they grow up, they learn to properly use this right. Setting up or joining Children can join or set up groups or organisations, and they can meet with groups others, as long as this does not harm other people. Every child has the right to privacy. The law must protect children’s privacy, Protection of privacy family, home, communications and reputation (or good name) from any attack. Children have the right to get information from the Internet, radio, television, newspapers, books and other sources. Adults should make sure Access to information the information they are getting is not harmful. Governments should encourage the media to share information from lots of different sources, in languages that all children can understand. Parents are the main people responsible for bringing up a child. When the child does not have any parents, another adult will have this responsibility Responsibility of and they are called a “guardian”. Parents and guardians should always parents consider what is best for that child. Governments should help them. Where a child has both parents, both of them should be responsible for bringing up the child. Protection from Governments must protect children from violence, abuse and being violence neglected by anyone who looks after them. Every child who cannot be looked after by their own family has the right to Children without be looked after properly by people who respect the child’s religion, culture, families language and other aspects of their life. When children are adopted, the most important thing is to do what is best Children who are for them. If a child cannot be properly looked after in their own country – adopted for example by living with another family – then they might be adopted in another country. Children who move from their home country to another country as refugees Refugee children (because it was not safe for them to stay there) should get help and protection and have the same rights as children born in that country. Every child with a disability should enjoy the best possible life in society. Children with Governments should remove all obstacles for children with disabilities to disabilities become independent and to participate actively in the community. Children have the right to the best health care possible, clean water to drink, Health, water, food, healthy food and a clean and safe environment to live in. All adults and environment children should have information about how to stay safe and healthy. 36 BASIC Research Grant Quinn Liu Harvard University Every child who has been placed somewhere away from home - for their Review of a child's care, protection or health – should have their situation checked regularly to placement see if everything is going well and if this is still the best place for the child to be. Social and economic Governments should provide money or other support to help children from help poor families. Children have the right to food, clothing and a safe place to live so they can Food, clothing, a safe develop in the best possible way. The government should help families and home children who cannot afford this. Every child has the right to an education. Primary education should be free. Secondary and higher education should be available to every child. Children Access to education should be encouraged to go to school to the highest level possible. Discipline in schools should respect children’s rights and never use violence. Children’s education should help them fully develop their personalities, talents and abilities. It should teach them to understand their own rights, and Aims of education to respect other people’s rights, cultures and differences. It should help them to live peacefully and protect the environment. Minority culture, Children have the right to use their own language, culture and religion - language and religion even if these are not shared by most people in the country where they live. Every child has the right to rest, relax, play and to take part in cultural and Rest, play, culture, arts creative activities. Children have the right to be protected from doing work that is dangerous or Protection from bad for their education, health or development. If children work, they have harmful work the right to be safe and paid fairly. Protection from Governments must protect children from taking, making, carrying or selling harmful drugs harmful drugs. The government should protect children from sexual exploitation (being Protection from sexual taken advantage of) and sexual abuse, including by people forcing children abuse to have sex for money, or making sexual pictures or films of them. Prevention of sale and Governments must make sure that children are not kidnapped or sold, or trafficking taken to other countries or places to be exploited (taken advantage of). Children have the right to be protected from all other kinds of exploitation Protection from (being taken advantage of), even if these are not specifically mentioned in exploitation this Convention. Children who are accused of breaking the law should not be killed, tortured, treated cruelly, put in prison forever, or put in prison with adults. Prison Children in detention should always be the last choice and only for the shortest possible time. Children in prison should have legal help and be able to stay in contact with their family. 37 
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