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Sustainable returns through better engagement

The recent scandal at Volkswagen (VW) over rigging emissions tests was a prime example
of company governance gone bad. Many believe the alarm bells were sounding long before
things finally came to a head at the car manufacturer, but the subsequent 34% drop in its
share price would have no doubt caught some investors off guard. Hindsight is, of course,
a wonderful thing and spotting the warning signs early is often difficult to do. But it is clear
that improving engagement with companies on an ongoing basis can mean being alert to
governance misdemeanours before they meaningfully damage returns.

Being aware of governance is important, but it’s not all about that when it comes to ESG
— there’s also the ‘E’ and the ‘S’ to consider. In terms of ‘E’, December sees the 21st
Conference of Parties to the United Nations Framework (COP21) in Paris, with the aim of
achieving a universal and legally binding agreement to address climate change applicable to
all countries, in light of limiting global warming to 2°C. Elsewhere, Bank of England governor
Mark Carney recently warned the challenges currently posed by climate change “pale in
significance compared with what might come”. Recent events might have brought the topic
to many investors’ attention, but are they really engaged enough for it to filter through to
their portfolios? Trailblazers such as the Environment Agency Pension Fund and the Church
Commissioners (represented in this roundtable) have led the way in reducing the risk posed
by climate change but others are yet to follow. Elsewhere, the ‘S’ is being played out through
the Living Wage campaign and investor interest in securities such as social impact bonds. But
again, this begs the question: are asset owners really taking these issues seriously?

To date the ESG conversation has centred around equity investing. With investors increasing
diversification, more of them have large investments in assets like property and things as
diverse as private equity, forestry and the many multi-asset funds in the market. The ESG
conversation needs to penetrate all of these areas, but the fact is it is hard enough to be
an active owner in fixed income, let alone more esoteric assets classes. Therefore, much of
the responsible investment work and looking into how companies address various types of
ESG risk has to be done before buying the individual securities. This is not yet part of the
mainstream conversation but it needs to be sooner rather than later.

Elsewhere, in the defined contribution space the continuing pressure on reducing the fee
cap poses the question of how much money fund managers will spend on ESG. There’s
a potential compromise there: if people want a low fee cap environment then there will be
limited resources to spend. A subsequent focus on more passive products means it's going
to be more important for those providers to put resources behind proper engagement.

This roundtable assembles a panel of experts
including asset managers, consultants and
asset owners to discuss the current issues in

responsible investment.

Sebastian Cheek

deputy editor, portfolio institutional
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lan McVeigh

“One of the things that intrigues me when company chairmen come to see us is
how often they say there is remarkably little discussion of companies’ cultures.

To us a company’s culture has always seemed such a predictor.”

A recent survey revealed there was annual growth of 25% in responsible investment (RI) funds
between 2012 and 2014. But what are currently the key areas in RI?

Tanya Pein: The kind of issues seen recently at Volkswagen (VW) are not just important to pension fund
trustees but to pension fund members too. At the trustee level it's about the accuracy of company valu-
ations and looking at the ESG risk within the portfolio. Looking at it at such a deep level that either you
pre-empt the issues by spotting the way the management deals with them, or you’re better able to deal
with it when it happens. Because, in terms of fiduciary duty, those trustees have actually got a policy, a
clear approach to managing ESG risk and their thinking is oriented towards good governance in general.
lan McVeigh: | have been having a close look and it’s very interesting that VW had appalling ratings. In
the domestic German market it was ranked fourth out of 100 with 100 being the top. It scored appallingly
on things like board independence and board integrity and the effects of controlling shareholders, and of
course massive regular fall-outs with the owning families. You spotted the risks through the governance
agenda a lot earlier than you did through waiting for the announcements to come, and that’s so often the
case. We felt very much with Tesco that governance issues gave you the warning signs a long time before
the trading started to deteriorate.

Edward Mason: This is another example, it appears, of where a company has really gone astray ethically
and there appear to be cultural and risk issues at the company. So these are conversations that we have
with companies, often at board level because really it’s at that kind of level where you get the guardianship

of culture. We often see that where there are ethical problems at companies there’s a strong link to the
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Tanya Pein

“[Executive pay] is another hot topic at the moment. The investment managers
are obviously paid very well themselves and they’re engaging with companies

about issues which actually could be applied to themselves.”

governance of the company.

Peter Martin: About four or five years ago VW was held as a gold standard in the area of efficiency and
car engines so it's amazing how things change over time. So it’s a question of the efficacy which you can
apply to those types of scoring mechanisms and what they do when they’re not stopped. When we look
at managers, it's how they operate and the culture they apply in their investment criteria and philosophy.
Anne-Marie Williams: | read something recently that said a poorly-governed company is likely to be one
that’s going to be doing badly. It's an over-arching indicator above everything else. If the governance isn’t
right then other things are probably going to be wrong. | suppose the key thing is to have that ongoing

engagement with companies, so you can pick these things up.

So, warning signs around failings in company governance can be spotted early?

McVeigh: One of the things that intrigues me when company chairmen come in to see us is how often
they say there’s remarkably little discussion of companies’ cultures. You might not expect it to be raised
with the CEO, but to us a company’s culture has always seemed such a lead indicator, such a predictor.
Pein: Pension scheme members have delegated the governance of their scheme and their future in retire-
ment to the pension trustees. Governance tends to be a good way to start discussing ESG issues with
trustees because they know the Law Commission supports factoring in non-financial factors as part of

fiduciary duty. So, whether it's Apple or Tesco or whether it’s oil companies and oil spills and problems
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with environmental regulation, it's quite often a good jumping-off point.

Mason: In terms of research, there’s a strong academic base to point to the fact that governance really
matters financially. We often find when we talk to our managers about ESG integration, they might not
necessarily always be that well-versed at the start of the conversation on the language of responsible
investment and ESG, but they really get governance. They’ve been looking at it for years. So | really agree
that it's often the best entry point of discussion for RI.

Williams: It's interesting because quite often while the pension scheme trustees are looking at the very
long term, the actual issues on the table are those that are hot in the media. So one week it will be Volk-
swagen, previously it's been the living wage campaign, which is absolutely the social part of ESG. I've
had conversations with clients about whether members want to actually have their portfolio managed by
investment managers who are not living wage employers themselves?

Pein: | think it comes into play with something like executive pay, which is another hot topic at the
moment. The investment managers are obviously paid very well themselves and they’re engaging with

companies about issues which actually could be applied to themselves.

Do certain ESG issues need to be addressed closer to home by the asset management industry?
McVeigh: | think that’s where asset owners become important because there’s less of a conflict of interest
there. It's important for asset owners to drive the processes that asset managers implement on issues like
executive remuneration so that it doesn’t just happen in that financial world bubble.

Martin: Yes, there are always issues in the media or social media which get huge focus but memories are
short. There’s always a next issue. So it’s a question of having a balanced approach and not getting too
caught up in the issue of the day because it's the entire
portfolio and across asset classes. You need to look at
portfolios holistically, not just focus on the equities.
Mason: That’s a great point, because one thing we’ve
done recently is to put in place a responsible investment
framework. That covers our whole portfolio, all asset
classes, how we select our managers, how we monitor

them, how we rate them on ESG issues.

Are we seeing greater collaboration among
investors over engagement?

Pein: Yes, all areas of institutional investment with pen-
sion, foundation and individual investors coming together

Peter Martin like the ‘Aiming for A’ coalition at a BP AGM recently.

These are often global efforts, which are agnostic to sec-
tor and asset class. But they are not agnostic as to issue
and can be very successful. | think that this trend will continue because each collaboration strengthens
relationships and networks and the success of them emboldens people to carry on.

Mason: | think this is a really important trend in engaging. We're part of the core ‘Aiming for A" network
and what'’s really interesting about that initiative is the power of collaboration that it's demonstrating. So
there’s the core group of investors that are driving it, but then we’ve got a wider range of investors that are
prepared to co-file resolutions with us. That’s really the only way investors can make their voice known on
an issue like climate change.

Williams: It's those partnerships that enable things to go on because very often the conversations around
responsible investment are either, “Where do we begin?” or, “We’d like to do this but we just don’t have
the resource.” Actually there are parts of the market that actually are rather well-resourced on R, rather

well-experienced; the Church of England being an example. Therefore, that kind of sharing can enable so
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much more to be done than a smaller pension fund can manage.
Martin: As you say, it’s a journey. Just because someone signs [the UN PRI] on day one it doesn’t mean
they change overnight. This goes back to culture and philosophy. The people you employ as fund manag-

ers, it's got to be embedded in their process and that takes time to come through.

At what point does divestment come into play?
McVeigh: Obviously there’s a lot going on across the world with the disengagement from the fossil fuel
companies in their various forms. It’s quite an extreme view. It goes back to the early days of the 1980s
when the Cold War pension schemes tried to get their fund managers to sell out of the oil stocks and
legally were told that was in breach of trustee duty. That’s changed now. Lots of the big foundations have
now moved out. | think the Norwegians have sold out of quite a lot of their coal companies in particular.
Mason: We've implemented a new climate change policy so we no longer invest in companies that derive
more than 10% of their revenues from thermal coal mining or the production of oil from oil sands. | think
what we’ve tried to do is to show that there is no silver bullet on climate change. What you need is actually
quite a sophisticated approach. Divestment or investment restrictions may be part of that. We’ve focused
on the highest carbon fossil fuel assets where we think the moral case for ceasing activities in those areas
of fossil fuels is strongest and also the investment risk is highest.

McVeigh: We could claim a singular investment success, actually, in 2008/2009 when we engaged with
both Shell and BP on the tar sands issue. We were very impressed by Shell’s robust view of what they
were doing and how they were managing it. We were actually quite stunned by how poorly we felt BP
were. We felt that this suggested other risks within the business weren’t being very well handled. Instead
of just sitting there thinking how interesting it was, we sold out
before things went wrong for them in the Gulf of Mexico. So
one often feels, the way that the city currently works, if you
go along to the results presentation the day after the num-
bers have been announced, you're one of hundreds. If you go
down this particular route, talking to companies about how
they’re managing environmental risks, you get insights into
businesses that other people don’t get because they’re just

ploughing a much more conventional furrow.

Are investors changing their thinking on climate change?
Pein: The Law Commission states trustees must consider
‘all material financial risks’. With the COP21 discussions on
climate change in Paris seeking global and national agree-

ments, it would take a very brave pension or charity trustee to Anne-Marie Williams

say that climate change was not at the heart of their decision-

making, both now and going forward.

Mason: We were partners in the recent Mercer study on climate change, investment and asset alloca-
tion. One of the most interesting findings was that over a time horizon through to 2050 the transition to a
low-carbon economy, a two-degrees type scenario, does not have a negative impact on portfolio returns.
Given the economic damage we know that climate change will cause beyond 2050 if it's not mitigated,
there will certainly be a positive impact after 2050. So that’s a very important conclusion.

Williams: That study actually highlighted new investment opportunities. So there’s infrastructure, there’s
renewable energy, water treatment, for example. There are all kinds of technologies that will cope with the
trends that are triggered by climate change. So it’s not just about reducing the ESG risk for trustees in their
portfolio, it’s also about then boosting returns.

McVeigh: There’s going to be an extremely interesting development, possibly even a rethink, out of what’s
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Edward Mason and lan McVeigh

“The core of investors are driving [collaboration], but a wider range of investors
[are] prepared to co-file resolutions with us. That’s really the only way investors

can make their voice known on an issue like climate change.”

happened at VW because if you look back to what caused the problems it was down to the fact that,
under political pressure, the European motor industry went down the diesel route which was obviously
dramatically low for carbon emissions to achieve the various globally-agreed targets. But it gave rise to

”

other issues on NOX. This was cheered to the rafters, the famous “dash for diesel” as it was called and
now it's become the root of the problem.

Martin: It’s the law of unintended consequences. If you focus on one area, you won’t necessarily pull
through the risks attached to that. There was a lot of focus on wind farms, off-shore or on-shore. | think
it was somewhere in Spain that there was so many wind turbines they were having a negative impact on
the environment so they were banned from being built. So you may want to move to renewable energy,
but if you focus too much it can have a negative impact in terms of the environment and the biodiversity
of that particular area. It's a question of thinking things through.

Mason: This idea of intellectual capital on sustainability issues is very interesting. One thing that we've
done in recent years is to have relationships with certain managers that focus on sustainability issues and
see all their investments through a sustainability lens. That’s given us great insight into sustainability issues
more widely.

Williams: To me it’s all part of shareholders demanding transparency of data in all these industries. | think
that’s affecting the whole world. When you look at the VW scandal, the more information that shareholders

are given the better decisions that they can make in terms of ESG and everything else. Another issue is
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corporate lobbying where you get a company making these announcements about their climate change

policy while on the other hand they’re members of these trade associations like Business Europe that are

actually lobbying against climate change.

Is there really an appetite from end investors towards these issues though?

Pein: Yes, we have major asset owners doing collaborative work at the top level, but also issues raised
directly from scheme members which will only grow larger through social media. | think pension fund
trustees may even look back on today as being a honeymoon period before they had to deal with whole
waves of investor engagement that are coming.

McVeigh: | had a very interesting meeting recently with the head of corporate finance [at an asset man-
ager] who said that from their institutional customer base they’re almost never asked things about gov-
ernance and they get any number of questions on the E and the S part of ESG. That’s a trend that has
grown and grown. The governance bit obsesses the city, but it doesn’t really seem to resonate with the
end owners, with the trustees.

Martin: I’'m not sure it doesn’t resonate. | just think trustees have limited budgets of time and it’s a ques-
tion of what they focus on. So because you’re delegating to fund managers they will include this in a lot of
the reports, so there needs to be good disclosure. Just because there is not explicit question at trustees
meetings, doesn’t mean it's not thought about.

Mason: | think this is why it’s important to have responsible investment integrated into how decisions
are taken around the trustee board. When we’re looking at appointing a new manager, we have an ESG
section in the proposal to trustees. At every trustee meeting there will be some kind of responsible invest-
ment issue in terms of developing our policy, for example, or how engagement is going with an individual
company. So it can be integrated into the time budget.

Pein: | think views will also increasingly be expressed through member-nominated trustees. There is a
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“A poorly-governed company is likely to be one that’s doing badly. It’s an over-
arching indicator above everything else. If the governance isn’t right then other

things are probably going to be wrong.”

very interesting initiative by the Association of Member Nominated Trustees (AMNT) where they have
developed, on a collaborative basis, guidelines for all the MNTs across the country to share responses to

a template set of questions for fund managers.

Is the only way for get this to be taken seriously to have a comply-or-explain policy in place?
Williams: | don’t know if it's the only way but it does have a legal basis in that trustees have to take ac-
count of material financial risks.

Pein: In terms of the non-financial factors, the Law Commission states you can take them into account
provided there’s no significant financial detriment to the fund. | suggest they be more explicit about it so
rather than saying, “You can do,” they could come out and say, “You should do.” | think the law or legal
guidance has to be stronger in that area.

Mason: | don’t think you can regulate your way to responsible investment. We are actually quite strong
fans of the existing framework of fiduciary duty. We think it gives trustees an awful lot of flexibility to invest

in the way that they think is most appropriate for their fund. That’s both financially and ethically.
Are people still hung up on the idea of responsible investing jeopardising their returns?

Martin: To me the fundamental thing is not maximising return; it’s about the trustees generating a suf-

ficient return to pay the beneficiaries over time in a prudent manner. If you’re thinking ESG gives you good
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Edward Mason

“I don’t think you can regulate your way to responsible investment. We are
actually strong fans of the existing framework of fiduciary duty. It gives trustees

an awful lot of flexibility to invest in the appropriate way.”

sustainable returns then it’'s part of being prudent. If it's embedded through how things are managed
across all asset classes, it will lead to a good sustainable return which is sufficient to your needs so your
members are paid.

McVeigh: We sold out of our coal companies in the mining sector ages ago. We've taken the view that
while it's quite hard to see who the winners are, it's quite easy to spot who the losers are going to be.
Obviously lots of these assets have collapsed in price and fossil fuels are going to be a big part of the
world’s energy requirement for as far as the eye can see. So we then come back to the point of this con-
flict between returns and social responsibility. It’s a function of price and valuation as well as what society

thinks of it. The valuation has certainly dramatically changed downwards in the last couple of years.

The Church Commissioners has its own ethical investment body and schemes like USS have the
internal governance to do this. Does the size of an investor matter when it comes to RI?

Mason: There are many, many sources of help these days. Obviously there is the UN Principles for
Responsible Investment which supports its members of all sizes. They have particular programmes for
smaller asset owners. You've got investment consultants now who can offer a lot of help on responsible
investment. You've got the National Association of Pension Funds [now the Pensions and Lifetime Savings

Association] which organises things like its stewardship forums. So there’s an awful lot to tap in to.
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Martin: For the sub-£500m pension funds, it's a case of delegating to fund managers and understand-
ing on appointment there’s a question about time resources as part of the decision-making process. For
every single trustee it won’t be on the agenda at every single point in time, but it’s just when it’s appro-
priate. There may be things where members have asked questions, whether it be VW or payday loans.
McVeigh: The point on reporting is really important and it's something we’re working on in our relation-
ships with managers: getting better regular reporting on ESG issues. It very much focuses on financial
issues, macro-economic outlook and so on, but we’re looking for information on the ESG characteristics
of the portfolio. How the managers are managing ESG risk, what kind of engagement and stewardship
activities they’re undertaking. | think this is something that asset owners can push on and asset managers
can be more responsive to.

Martin: And also presenting it in a fashion which is easy to understand, engage and summarises things
so you don’t have to spend three hours reading it through. Just providing a list of, “We voted on the fol-
lowing 200 shareholding meetings over the last three months.”

Williams: | think it would also be really interesting if there was some sort of standardised voting disclosure
for fund managers so it was easy for them to declare where they’d voted. At the moment it’s not a par-
ticularly satisfactory system. It’'s not always transparent and clear and | think that would be really helpful.
Some sort of standardised method that you could access. A lot of the time trustees are very dependent
on the investment consultants who tend to have their set of fund managers. | think that’s a bit of a prob-
lem, really, the fact there tends to be a certain set of fund managers that have a monopoly.

Martin: We have a bench of managers constantly evolving. We’re not wedded to a particular three, five,
six or seven. It's depending on the asset classes and best in class and these factors will be part of what-

ever it will be that we look into.

How is Rl developing in DC?

Martin: It really depends whether it’'s part of the default
arrangement, whether it be GPP contracts and where
there is member choice. Most people will find with mem-
ber choice take-up is limited.

Mason: There’s also what are the responsibilities of the
big passive investment managers and what can they do
on issues like stewardship? They’re owning the whole
market and they can do an awful lot in engagement.
Martin: To me, given the continuing pressures on reduc-
ing the overall fee cap for DC products and the reduced

fees given to fund managers, it's a question of how much

lan McVeigh

money they will spend on this. So if there is a focus on

more passive products, it's going to be more important
that those providers do properly engage and put the re-

sources behind it. If people want a low fee cap environment, then there will be limited resources to spend.

Where next for RI?

Pein: At the extreme end, one thing on the horizon is a court case against trustees for not addressing
fiduciary duty to prevent harm to ecosystems. It's a new legal concept being developed called Ecocide.
Mason: | went to an interesting session at PRI in-person recently in London with Sir Ronald Cohen. He
said something that really resonated with me, which was investment in the 20th century was about risk
and return. In the 21st century it will be about risk, return and impact. That’s a really interesting way of
summarising the change we have underway. It’s not just about the money. It’s not just about the risk/

return. Beneficiaries and wider society are increasingly concerned about the impact of investment too.
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Corporate governance: into battle on behalf of our investors

By Ian McVeigh, head of corporate governance, Jupiter Asset Management

What is meant by corporate governance? It is the task of ensuring that the
boards of the companies that we as fund managers invest in - the non-
executive directors appointed by us on our clients’ behalf - are doing a
proper job of overseeing the executive management.

There are many ‘stakeholders’ in businesses, but none more important than
the shareholders, who are the owners of those businesses and carry the
risk. They, along with the employees, are the ones who have the greatest
interest in the long term success of individual companies: to ensure stable
jobs and growing pay for the employees and dividends for those who put
their hard-earned money into the shares.

One of the biggest single lessons that we, at Jupiter, as medium to long-term investors, took from the
Global Financial Crisis was the critical importance of good corporate governance.

This does not mean getting involved in the day-to-day business of running the company - that is the task
of the management team. The task of the non-executive directors, appointed by us the shareholders,
is to make sure that they have the best possible management in place. They must be prepared to
replace the management if necessary and constantly question and act on behalf of the shareholders,
to challenge them on the strategy and direction that they are taking.

Shareholders need to think and behave as the owners of the businesses. This is something that |
believe should be central to investment in a business and the power to exercise this view is crucial. At
Jupiter, it is the responsibility of the individual fund managers whose funds own the shares, to engage
with the directors to ensure that we can be supportive of the direction a management is taking. The
fund managers are the ones who decide how to vote at the AGMs. We exercise our votes and often
vote ‘against’ if we disagree with the resolutions.

These same managers, together with the Governance team, meet the chairman and non-executive
directors of the invested companies and discuss all aspects of the oversight of the management:
strategy, capital investment, executive pay, succession planning, the board’s confidence in the CEO
and his team. If we can develop a close relationship with the board, we are much less likely to be
surprised by ‘events’.

In the course of any year, we will, across Jupiter’s funds, have hundreds of meetings with chairmen
and other board members. These meetings produce endless insights into how a company is likely
to perform. The output of these meetings is formally pulled together in the regular meetings of the
Stewardship and Sustainability Committee whose role is to decide on the key issues we want to raise
with companies and debate whether we are getting the right responses from the boards we have met.
The insights and issues raised give us the ability to exercise our views and question the management
if we are concerned about the direction it is taking. It allows our shareholder voice to be heard
and ensures we are doing what we believe is in the best interests of our clients, whose money we
have invested in the business by helping to ensure the long term
success of the company.

JU TER We think of our approach to Corporate Governance as one that

sees it not as a ‘box ticking’ exercise but as a critical part of the
On the planet to perform investment process of our respective fund managers.
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Good ideas become great ideas when they can
withstand scrutiny. That’s why we encourage our fund
- managers fo pursue strong individual perspectives,
and give them a forum for debate and peer review.
We believe this makes their strategies more robust,
| and supports our unchanging aim of delivering
outperformance over the medium fo long ferm.

This document is intended for investment professionals and is not for the use or benefit of other persons, including retail investors. Jupiter Asset Management Limited is authorised and regulated

by the Financial Conduct Authority and its registered address is 1 Grosvenor Place, London SWIX 7)J.

-

To find out more about our funds and their managers
visit jupiteram.com or search JUPITER ACTIVE.

Past performance is no guide to the future. Market
and exchange rate movements can cause the value
of an investment to fall as well as rise, and you
may get back less than originally invested.
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Responsible investment: A respectable history, but a
whole lot more to come

By Mike Clark, director of responsible investment, Russell Investments

The United Nations Principles for Responsible Investment (UNPRI) celebrate
their 10th anniversary next year. Launched in 2006 by 20 leading global
investors, with one drafting session in (apparently) a nuclear bunker under
the UN building in New York.

When the Principles launched Responsible Investment (RI) onto the world
stage, it is unlikely that the founders could have envisaged the current
$59trn commitment by 1300+ signatories, some nine years later. Nor would
they have imagined that the recent PRI conference - held this year in London
- would have attracted over 1000 delegates.

The Principles seek to support the creation of sustainable long-term value in the real economy. They
explicitly recognise that Environmental, Social, and Corporate Governance (ESG) issues can affect the
performance of investment portfolios. The idea that this value ultimately belongs to citizen savers, in
their role as pension scheme beneficiaries and other long term savers, lies at the heart of the Rl ideal.
The savings of these individuals are aggregated by asset owners, then passed to investment managers
who in turn provide investment capital to companies, and other users of capital. The value so created
flows back to those citizens.

Many parts of the financial system have spawned initiatives with this longer-term focus. The accounting
profession promotes Integrated Reporting, with its focus on business model value creation. The
Sustainable Stock Exchanges Initiative supports greater transparency in reporting by companies, to
assist efficient capital allocation by investors. The Sustainability Accounting Standards Board (SASB),
works to develop and disseminate sustainability accounting standards that help public corporations
disclose material, decision-useful information to investors. Many industry collaboration efforts and
independent Not-for-Profit organisations have been formed to promote a focus on a specific long
term investment issue. One of these, the Carbon Tracker Initiative, advocates the concept of a carbon
budget, and its implications. They have helped to make the term stranded assets part of the language
of sustainable finance. The Climate Bonds Initiative promotes the issuance of green bonds to sustain
green capital formation.

There is plenty of academic interest — one example is the Smith School’s Stranded Assets Programme
at the University of Oxford. And it is not just research, with Rl now appearing as a topic on the finance
curriculum.

Investors have always considered ESG risks, though they have often not used that term. Indeed,
there is a real terminology issue here. Those of a more traditional investment mind-set may too readily
link ESG integration in investment decisions with the ethical stance of the early socially responsible
investors. It is helpful to be clear whether an investor is simply focusing on long-term financial value, or
has other, wider beliefs and values that influence their investment strategy. If the latter, this often leads
to the exclusion of certain types of economic activity.
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Asset owners, such as Pension Fund Trustees, are increasingly asking their investment managers to
report on ESG issues and their relevance to portfolio decision making. Earlier this year, to help develop
some commonality in reporting, 16 UK Pension Funds published a guide to Investment Managers on
Rl reporting.

Investors increasingly realise they have a role to play in engaging with policymakers. Climate risk is one
of the most prevalent issues, with the Europe-based International Investor Group on Climate Change
(IGCC) a good example of such collaborative activity. There are sister organisations in other regions of
the world carrying out similar work.

Significantly, some asset owners have started to include climate risk in their investment beliefs and
hence investment policy. We are beginning to see the first low carbon investment mandates awarded
as these investment strategies begin to be implemented. Further, one UK pension fund has asked their
Scheme Actuary to consider how the scheme’s lower environmental risk might prove to be of benefit
in the scheme’s actuarial valuation.

Regulators are stirring, too. Stewardship Codes focusing on long term ownership now exist in several
countries, often prompted by “soft” regulatory action. More significantly, Bank of England Governor,
Mark Carney referenced the implications of the carbon budget in a speech last year. Recently, he
followed this up with a speech to insurers highlighting the impact and risks of climate change. The
occasion marked the launch of the PRA Report on climate change adaptation. The Report highlights
three categories of risk:

—  Firstly, there are physical risks which arise from weather-related events, such as floods and
storms. They comprise impacts directly resulting from these events, such as damage to prop-
erty, and also those that may arise indirectly through subsequent events, such as disruption of
global supply chains or resource scarcity.

—  Secondly, transition risks are the financial risks which could arise for insurance (and other)
firms from the transition to a low carbon economy. This risk factor is mainly about the potential
repricing of carbon assets, and the speed at which such repricing might occur.

—  Thirdly, liability risks are risks that could arise for insurance firms, and others, from parties who
have suffered loss or damage from climate change and who seek to recover those losses from
insurers or others whom they believe may have been responsible.

Investors are becoming more forceful in exercising their ownership rights in the companies in which they
invest. Earlier this year an investor collaboration resulted in a Shareholder Resolution being put to both
the BP and Shell AGMs. The Resolutions sought greater disclosure by the companies of the risks to
their business models posed by climate change. Companies can often be cautious about Shareholder
Resolutions, but in both cases the companies recommended shareholder support, resulting in 99%
and 98% votes in favour. It is a short step to a good question, which can be posed to many companies:
“Please explain how your business model is aligned to 2-degree climate change resilience”.
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Where is Russell in all this? Russell became a UNPRI signatory in 2009 and we are taking a steady path
to integrate ESG factors into our decision making, evolving our business model to meet client needs.
We have had a well-established global proxy process for many years, and this continues to develop.
Hiring an ESG data provider in 2011 has enabled us to carry out a range of published research on
capital markets and managers. 2014 saw us appoint eight associates as ESG Knowledge Specialists,
all, but one were manager research analysts, so increasing the focus on ESG factors in our manager
research could change the way we look at our portfolio construction.

What of clients? The first thing to note is that the nuances of ESG vary by country. The UK has a strong
approach to stewardship. Australia has a growing focus on low carbon. Continental Europe shows a
stronger social thesis, perhaps to be viewed as a more inclusive view of capitalism. We might see this
as acknowledging Adam Smith’s broad view of political economy, embracing capital, labour and land.
The more market-oriented view of capitalism, often underpinned by a narrow view of fiduciary duty,
places a heavy emphasis on capital, and on financial returns, whereas some cultures realise more
readily that the creation of value is a means to an end, not just an end in itself.

What of the future? It is clear that all market participants are being asked to raise their game and
develop their RI/ESG capabilities. Non-Governmental Organisations (NGOs) are challenging asset
owners on their interpretation of fiduciary duty. Asset owners are demanding more of their investment
managers. Investors are asking more of companies. So perhaps when we look back in 2026, with the
UNPRI celebrating a second 10 years, responsible investment will just be called “investment”.

Russell
] Investments

20 December 2015 portfolio institutional roundtable:



Russell
1/ Investments

INVESTED.
TOGETHER.

Russell Investments has been improving
financial security for people around
the world since 1936.

Russell Investments is
authorised and regulated
by the Financial
Conduct Authority.



portfolio
institutional

Editor: Chris Panteli This publication is a supplement of
Deputy editor: Sebastian Cheek portfolio institutional and sponsored by:
Contact:

Sidra Samm Russell

Phone: +44 (0)20 7822 8522 /l Investments

E-mail: s.sammi@portfolio-verlag.com

Printer: Buxton Press

TER

On the planet to perform

Pictures: Richie Hopson =
Layout: Wani Creative J U

Publisher:

portfolio Verlag

Office 5.05 - 5th floor
Fleet House

8-12 New Bridge Street
London EC4V 6AL

ISSN: 2052-0409

© Copyright portfolio Verlag. All rights reserved. No part of this publication may be reproduced in any
form without prior permission of the publisher. Although the publishers have made every effort to ensure
the accuracy of the information contained in this publication, neither portfolio Verlag nor any contributing

author can accept any legal responsibility whatsoever for any consequences that may arise from errors or

omissions contained in the publication.




Are you interested in participating in future roundtable discussions?
Investors and investment consultants are invited to share their opinion and can be offered a
complimentary place in future roundtable events. Asset managers interested in joining the

panel can secure one of the limited sponsorship packages.

Contact us to find out more:
Sidra Sammi
Phone: +44 (0)20 7822 8522

E-mail: s.sammi@portfolio-verlag.com

The next portfolio institutional roundtable will be held on 15 January 2016

Fixed income

Topics for upcoming roundtable discussions:
Frontier markets

Real estate

Impact investing
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