

















Pl: What is the difference between responsible investing and ESG?

John William Olsen: ESG is more about the way you do it and the type of topics that you might focus
on, while responsible investing is more about behaviour. It’s the concept of how you go about investing.
Going back to the discussion about delfilng responsible investment; I'm not sure that we need to. What
is important is the objective of the investor and it might be different for a lot of us.

The difl€Lilt part about this is when you look at the US, Australian and Asian markets. Their approach to
ESG is more from an ethical or a moral perspective. “ don’t like this, so I'm going to exclude it.” That has
been one of the things that some investors feel is detrimental to performance because you are reducing
your universe. People and society are changing and what we are seeing become more and more domi-
nant in the discussion about ESG is why is it material for the investment strategy.

The whole discussion about lﬂhciary duty has been important in the ESG debate and this is now chang-
ing, with regulation having an impact on certain sectors. It is becoming important from a [@hncial per-
spective. De@ng ‘why’ is pretty diff€lilt because we have all been educated in the old way of managing
credit and equity risk. Fund managers have been used to price-to-cash-[&lv and earnings growth, but
they are trying to think about how environmental effects are impacting returns and risk. Nobody’s edu-
cated with this kind of stuff.

We are gradually moving to a space where everybody talks about it, everybody has a feeling about the
materiality of it, but we lack the facts to back it up. That is probably one of the biggest issues now in our
industry. It is still driven by a belief conviction and there’s a lot of work that needs to be done on how you
should integrate that into a normal investment process.

Shackleton: The Environment Agency is a classic one who tried to make sure that their beliefs were
re[8bted in their investment portfolios. Increasingly, they have become more and more intentional in their
investments, saying: “Right, rather than this screening process, let’s invest intentionally to achieve the
impact that we want which re[kts our beliefs.” This is a journey and the labels that we put on some of
these things mean you can get caught up in differences of opinion over what a del@ition actually means.
Brooke Turner: Is it important that the ESG values are your own or can you use somebody else’s?
Shackleton: This has been an interesting discussion for the local authority pension funds who are pool-
ing. They have to come up with a common ESG policy that applies across all their member funds, which
is quite complex because they all have slightly different takes on it.

PI: What is driving responsible investment as a strategy?

Hollond: It's driven by what’s happening in the world, including serious issues with climate change. The
world is changing and we need to [glire out how we’re going help [Xlit. As shareholders in large com-
panies, if one can be slightly more activist and convince people that companies need to pay attention,
that’s a useful role to play.

Also younger people are much more interested in environment or social issues and over time that is
being picked up. For example, through the university investment portfolios there’s been quite a bit of
agitation about what they should or shouldn’t be invested in. So that is IENing through as well. We are
not going to change back. It is here to stay.

Manuel: You are right. What we've seen is an acknowledgement of a need for collective action to try
and achieve these goals that most people recognise need to happen in order to have a more sustainable
future. We've existed in that cycle where it's always been someone else’s fault or it’s easy to point and
say: “They are the person who needs to initiate this change.” What Paris did was start that ball rolling and
there’s been that obvious acceleration over the last few years of greater policy intervention as govern-
ments are looking to try and deliver on some of those promises and the commitments they have made.
Olsen: The tipping point was probably COP 21 and the United Nations’ millennium development goals
in 2015 which created a wave of regulation on top of what already existed in the investment market.
Regulation, certainly in the European Union now with their action plan, becoming more pronounced on
ESG is going to have a huge impact on the investment community and the [(Rhncial industry.

Wim Van Hyfte: It has to a large part been driven by institutional investors, starting a long time ago with
the church and purpose driven exclusion investing. The move into sustainability and ESG, although it
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can be quite complex to understand, is actually an intuitive and easy-to-understand proposition. You are
making an investment to make money, but you are also doing something good at the same time. The two
are not mutually exclusive. And | think that notion is becoming more widely recognised and accepted,
and rightly so.

ESG is both about managing risk or mitigating or avoiding exposures to some areas of the market that
you don'’t like, and also seizing sustainability opportunities. This is very much an inclusive way of invest-
ing. You are only investing in the good things and can have an impact on society and the issues that we
all know are out there. They are getting a lot more exposure through social media. So there’s a lot more
exposure to private investors than you saw [ years ago.

Brooke Turner: It has come about partly through globalisation. Supply chains are so enormous and
companies are so exposed and vulnerable in a way that they haven’t been before.

Manuel: | was with a pension scheme yesterday — they are in the food industry — and we got onto this
topic. The organisation sponsoring this pension fund has a statement which says that one of their goals
is to build a sustainable supply network with responsible sourcing. All the people in the room agreed that
this is something they pursue to lead to better outcomes. What that does is let you move on to a discus-
sion which is: “Well, if we’re investing in companies shouldn’t we look to understand what their goals are
in relation to sustainability? If that leads to better outcomes for all the companies we’re investing in that
will lead to better outcomes for investors”.

Brooke Turner: MSCI's research on companies with better ESG perform better makes sense. Compa-
nies that invest in safety would probably be better run.

Hollond: The Environment Agency’s track record over the last 12 years has been pretty good.
Shackleton: It demonstrates that there is some value in responsible investing.

Hollond: That's the [t proof we have that it's worthwhile and working rather than having to give up
return in order to invest like that.

Manuel: Because there is this angle of responsible investment there’s a collective need to all work
together. What you see today is a niche of pension schemes or investors that are pursuing this, but it is
often driven because there is a natural alignment or a set of beliefs that come from their stakeholders.
What will make a difference is if the mainstream starts incorporating these topics and themes into the
way they make decisions. The mainstream often doesn’t have that connection with a set of values. The
best way to progress the discussion is to focus on the risk and return because often that's the [¥st hurdle
you need to overcome.

Olsen: That's a complex discussion. You've talked about environmental, social and governance issues,
but having that type of discussion — why it is material from the risk/return side — can be complex for an
investor to understand and that’s not an easy job for us.

Manuel: When is any part of our job easy?

Olsen: True. You mentioned that young people are probably not going to approach it from a risk/return
perspective; it's more about beliefs and conviction. They want to invest with a purpose and they want to
have some return, but they want to make sure that it’s not detrimental to whatever they think is important.
The whole debate about climate change obviously can be idealistic and dogmatic about divestment but
it also creates a lot of opportunities, whether it's imposed by regulation or whether it’s created by market
opportunities via changing customer spending. How you materialise that, how do you bring that to life
for a pension fund is not always easy. Probably the biggest challenge for the ESG market is to become
fully mainstream.

Manuel: There’s a huge body of academic work out there. You see examples of meta-studies that
combine all of those, and more often than not most of those studies demonstrate that there is a positive
connection between ESG and [Bhncial outcomes. So why isn’t that body suf(Elent to prove the case?
Olsen: Everybody realises that good governance contributes to good returns because nobody wants
to be investing in companies that are not managed properly. Then there are aspects of gender diversity,
some research has been done there. If you start thinking about how we have been taught in terms of risk
modelling and return generation, there’s no academic research on sustainability, and that’s surprising.
So our students, whether it's economics or engineering, are still taught with the old principles of investing.
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We require a new way of academic research in terms of how you price assets, how you price externality.
Brooke Turner: I'm quite interested in the developments at MSCI on their ESG and passive indices and
how they construct them. This goes to the taxonomy point. They have a set of criteria for E, S and G
and then they score all the companies in their universe against that and the bottom 5% drop out. That
is similar to the credit markets. The bottom 5% become junk and therefore, the junk ESG, will (&l it
harder to attract capital. Returns would be higher, but companies will be motivated if MSCI's ESG indices
become a Ebship in same way as for investment-grade credit. What this nascent industry is missing is
a benchmark.

Shackleton: Asset owners will be the people who drive this agenda and make it mainstream. | see it
starting to happen. If you look at the pro@ of asset owners who have signed up to Pensions for Pur-
pose, some of them are clearly the sort that you were talking about where there’s an alignment of inter-
est. A lot of these members are local authority pension funds which are aware of social needs and want
to try and address those. What | (b interesting is that a number of people sign up and say they don’t
want a public pro[id. “We're not sure about impact investment, but we'd like to [iH out more, but we
don’t want people to know that we are looking at it.” So they are interested, they are intrigued and that’s
the start of movement.

Brooke Turner: For me, that’s particularly dif’€lilt to do well. That's where outsourcing those decisions,
like you outsource credit ratings, becomes quite attractive. You just have to say: “l don’t really mind, I'm
going to have MSCI's values for this in the same way as having S&P’s values for credit ratings.”
Manuel: | saw some analysis that was looking at two index providers who calculate ESG scores. When
their scores were plotted against each other there didn’t seem to be any correlation. So in a way your
outcomes could be completely different, depending on which index provider you buy into.

Olsen: You are also putting too much emphasis on the scoring and less on the actual work. In equities
we have a strong culture of doing the fundamental deep research ourselves; we don’t just follow the buy
and sell recommendations by Morgan Stanley. In many cases it’s a lot better than what'’s being produced
by the rating agencies. So it's okay to have a benchmark, but it doesn’t liberate you from doing the
work yourself.

Brooke Turner: A good bond manager wouldn’t outsource their analysis. They would do it themselves.
Van Hyfte: They will probably look at the credit rating but when getting to the point of investing they will
do their own analysis to come to the (bl decision. Those kinds of data providers are important but it stil
remains a tick-box exercise. You need to have an overall policy or a strategy.

Olsen: The ratings are only about ESG risk so they don’t take into account culture or sustainability.

Van Hyfte: Just one last point on the benchmark. During a period where | managed for a pretty big asset
owner, | found it a little frustrating but intriguing that | was always benchmarked against a normal equity
benchmark. | had to do performance attribution every quarter or every year and | got frustrated. We
agreed on a philosophy: sustainability. Yet every year | had to do a full report on why | underperformed,
where | outperformed? Why?” | see what happened in my portfolio and felt the impact of short-term
movements in the market but that’s not really relevant from the way I'm investing because you keep that
long-term focus. That benchmarking issue is de[#ltely a big problem in this industry.

Hollond: So what would you do?

Van Hyfte: It's dif(élilt. In Canada there was a pension fund that got rid of all its benchmarking and
said we have only one benchmark; in[&tion. It is simple. The only thing you would want to beat is that
benchmark. That changed the whole scope of investing because it was about re@ting your beliefs
and convictions in your portfolio. You don’t benchmark yourself anymore against a market cap-weight-
ed index, which are, from my humble perspective, not efl€lent. You have a different framework. It's
about beliefs, you keep a long-term focus. You want to address climate change, you want to integrate
social issues in the supply chain into your investment strategy, and that’s the way you invest. It is not
about the MSCI World anymore where if you are not invested in Apple and Facebook you underper-
form. It reduces the whole discussion of sustainability to maybe two or three stocks, which is not fair
from a sustainability perspective. So the whole benchmarking discussion is an important topic for the
ESG space.
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Pl: Why are the British more into engagement than screening and divestment?

Hollond: We are the second largest manager of assets in the world. We should be further ahead than
a lot of other people.

Shackleton: The local authority pension funds realised their potential quite some time ago and set up a
collective forum, the Local Authority Pension Fund Forum (LAPFF), to maximise their shareholder power
as a group.

Pl: How effective is this engagement?

Van Hyfte: You need the threat of divestment to have impact on engagement because otherwise it’s not
going to be effective. It is easy to say you will engage to achieve something, but how do you measure
whether you have achieved your objective. Regarding climate change, engagement can have impact.
The whole debate about divestment is a little misguided in terms of fossil fuels. In the UK | had a debate
with a university student about divesting from fossil fuels. The argument | made was could we switch on
the lights again if you divest now? The impact and the disruption are going to be huge. If you look at the
predominant uses it’s heating, transportation, power generation and we don’t have a viable alternative
for most of these issues at the scale that is required today.

Innovation is important, but simply divesting from fossil fuels I'm not sure will achieve what we want to
achieve. Divestment is de[Tiltely a tool when there is a viable alternative. Most will agree that there’s a
decent alternative to thermal coal in terms of power generation, but for others there isn’t for fossil fuels.
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It's not only about energy use. Don’t forget that it's about other types of chemical industry. You see it
in pharmaceuticals and fertilisers also. Fossil fuels have many purposes. So the divestment trend from
fossil energy is a little tricky. We need to realise where it's used, why it's used and do we have a decent
alternative that won't create disruption in society.

Shackleton: Friends of the Earth had an effective targeted campaign with local authority pension funds.
They sent their local campaign groups along to committee meetings to present their case to the local
authority committee.

It was a well thought-through presentation of the facts and obviously they are keen for pension funds
to divest. Actually, it meant that the committee then had quite an informed and engaging debate. One
or two have gone with divestment, but most of them are sticking with engagement as being the right
way forward.

Hollond: The other thing you can say about engagement is — and it may be a softer thing — if you have
collective and active engagement over time it might make corporate boards say: “We need to think about
these things because we are going to have this engagement issue coming through.” So it might just put
that on their agenda on a more regular basis.

Olsen: That is delfltely the case. We can see that from the leading companies across the world. In
Europe, where you’ve had this trend for much longer, the focus from company boards is much better.
Manuel: The great thing about divestment is if you have it as a policy it's easy to implement. “I'm just not go-
ing to invest.” People do acknowledge though that engagement has the potential to have a greater impact.
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Responsible investment: delivering for the long-term?

Tim Manuel, UK Head of Responsible Investment, Aon

Globally, investors are beginning to acknowledge that non-[Bhncial risks may
have a meaningful impact on long-term [®hncial performance. Companies
and investment managers are reacting to increasing demands from investors
to understand specil€] non-[Bhncial aspects of their business by providing
more appropriate disclosures.

Many governments around the world increasingly view responsible invest-
ment as imperative and are encouraging, guiding or legislating that investors
and companies operating within their borders must be able to deliver on sus-
tainability, climate and social development goals and promises.

Responsible investment, and more specilhlly environmental, social and governance (ESG) integration,
builds on the premise that robust, long-term sustainable investment returns are dependent on stable,
well-functioning and well-governed companies, industries and economies.

While consideration of ESG data has not traditionally been included as part of traditional fundamental
[®hncial analysis, assessing these non-[Bhncial risks can provide [Ahncial opportunities.

This area should be of interest to investors hoping to build investment portfolios that are resilient to
change and deliver better long-term risk-adjusted returns.

The universe of investment approaches

Responsible investment can be viewed as an overarching theme for a number of investment approaches.
At Aon, we consider the universe of responsible investment to have four main components: ESG integra-
tion, impact investing, mission-related investing (MRI) and socially responsible investing (SRI).

From our global survey on responsible investment, 47% of the investors we polled favoured the inte-
gration of ESG factors into investment decisions over other types of responsible investment. SRI came
second at 24% (Source: Global Perspectives on Responsible Investing).

As the oldest of the four broad responsible investment categories, SRI tends to be the area most inves-
tors are familiar with. SRI tends to use a negative selection process; excluding certain sectors or invest-
ments from a portfolio based on an individual's or an organisation’s value system. On the other hand,
impact investing typically focuses more on positive investment inclusion criteria rather than negative
screening.
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What can investors do?

A great place for investors to start is to understand the risks and exposures already embedded in their
portfolio and to review their current policies. Scenario testing, for example, is a useful tool to understand
how broader in[liknces such as climate change may impact future results.

Investors should have a clear understanding of their investment managers’ policies and actions. We have
set out [¥& questions below which investors can ask their investment managers to begin this process.

— What is your approach to responsible investment and how do you believe it will add value or reduce
risk?

— Are you a signatory to the United Nations Principles for Responsible Investment (UNPRI)?
The UNPRI is a set of six principles — signatories should be able to provide their latest transparency
or assessment reports. These outline a manager's approach and provide high level assessment from
the UNPRI.

— Do you have resources dedicated to responsible investment?

— How do you incorporate responsible investment into your investment decision-making for our
portfolio?

— Are you able to provide examples of how you have incorporated responsible investment views into
your investment decision-making?

This type of exercise can help investors shape their own Responsible Investment policies and ESG
beliefs.

Evolving landscape

The responsible investment landscape is evolving and the pace of change is rapidly accelerating. Regu-
lators are applying pressure on investors globally and investment managers are reacting by launching
products and implementing and updating ESG policies. We believe long-term investors should de[Bk
their own Responsible Investment beliefs.

Speak to your Aon contact for more information or get in touch with our responsible investment team
directly by emailing DG-AH-UK-INV-ESGWorkingGroup@aon.com.

You can read the results of our recent survey by visiting www.aon.com (search “Global Perspectives on
Responsible Investing”).

ON

Empower Results®

August 2018 portfolio institutional roundtable:



Electrifying investment portfolios (and its limitations)

Wim Van Hyfte, global head of responsible investments and research at Candriam Investors Group

The transport revolution is here. Electric cars are more powerful, more
ef&lent and soon will be cheaper than petrol-burners. That does not mean
responsible investors need to ignore the whole hydrocarbon chain: there are
sustainable companies in every industrial sector.

Revolutions of any kind are typically volatile, and the advent of electric
vehicles (EVs) is proving no exception. The share price of Tesla, the world’s
most well-known electric car producer, has yo-yoed 30% since late February.
Heroism and hyperbole accompany most ventures guided by Tesla’s CEO,
Elon Musk. But analysts are now concerned lest the company crashes in debt before it fullld its order
book — approximately 450,000 Model 3 saloons alone. Whether Tesla survives its own rapid growing
phase is debateable: there is absolutely no doubt that EVs will eventually dominate our roads.

The science is compelling from two aspects. First, battery engines are [¥ times more energy efl€lent
than combustion engines: up to 95% of battery power gets converted versus 17% to 21% for gasoline.
Second, EVs mitigate climate change. Sure, much of the electricity powering them might come ulti-
mately from hydrocarbons. How much depends on the speed of adoption of wind and solar. But if EVs
force petrol and diesel cars off the road — or from even being built — not only does the transport sector
become greener, oil extractors and sellers start losing their second-biggest customer base. In the case
for stranded assets, a collapse in revenue hits oil producers hard.

The quantum of revenue collapse is a matter of estimation, re[étted in the volatility around EV adoption
and the share price of related businesses. Bloomberg New Energy Finance predicts 7.3 million barrels of
oil a day will be displaced by EVs by 2040.

Bill Gates once said that we overestimate change over two years but underestimate it over 10. That
adage seems pertinent to the situation right now for EVs. Globally, there are just over 1 million electric
cars on the road right now. But remembering Gates’ adage, this could all change very quickly. Bloomb-
erg New Energy Finance reckons there will be 30 million electric cars by 2030.

One of the remarkable features of battery engines is their simplicity. They only have 20 parts, compared
with about 2,000 moving parts for a contemporary combustion-engine car. This relative simplicity cuts
maintenance costs but puts greater onus on those few parts, and none more so than the battery.

The battery is an EV’s key component, re[€kted in the rising prominence of battery manufacturers and
the eagerness of car-makers to create joint ventures with them.

One aspect of battery manufacturing that interests Candriam is the component metals. We see oppor-
tunities for client investors to bene[ffrom the growth in usage of lithium, nickel, manganese and cobalt
related to battery development.

Other metals Candriam likes include copper, platinoids, aluminium and high-resistance steel. Copper
will be an obvious benel&lary of more EV sales. We reckon EVs could command 6% of global copper

usage by 2025.

The appeal of aluminium and high-resistance steel relates to the preponderance of the battery in EVs.
They can weigh up to 500kg — more than one-quarter the entire vehicle’s weight. So not only are they
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the vital component, they also necessitate as light a frame as possible to reduce total car weight and
boost fuel ef€lency. Aluminium will (BH new markets in car manufacture. High-resistance steel will have
its place not only because it is currently cheaper but also stronger than aluminium for crash protection.

Platinoids — platinum, palladium and rhodium — are an exception to our grouping as their value lies in
combustion engines. They make the process less dirty, ensuring nasty side-effects such as carbon mon-
oxide and nitrogen oxide are mitigated, thereby satisfying rising requirements on exhaust emissions (not
just cars but cargo ships are now subject to more onerous standards).

We include platinoids in our analysis because Candriam takes a holistic view of the investment world in
our ESG analysis. Petrol-burning engines are not going to disappear overnight. The majority of new cars
will use them until the late 2030s. So for two decades car manufacturing will occupy a hybrid position.

Candriam’s policy is to identify those stocks which are best-in-class in a changing world. We do not
invest exclusively in companies that seem deep green. This can lead to skews in portfolio composition
that are not prudent because this opportunity-set is not representative of the economy. Sectors such
as banking and insurance appear to be very green until one takes a closer look at the business of their
clientele, which is what CO, Scope Ill emissions are supposed to do.

Candriam is a signatory to the 2015 Montreal Pledge on Carbon Disclosure so we Eﬂly believe in
transparency accounting of direct and indirect energy expenditure. Unfortunately, carbon emissions are
still only reported by fewer than half the world’s listed companies. Scope Ill emissions, de[#kd as those
caused upstream and downstream beyond the company itself, are the least accurately reported. Not
only does this leave a huge amount of work for external analysts. They then have to put reported levels
into context. Thus, Microsoft, P[Z&r and Vestas all have similar footprints. Does that mean these three
companies ought to be treated similarly, even though Vestas is building wind turbines? The carbon foot-
print tells us precious little about either a sector or speciLElcompany‘s direction and speed of travel, i.e.
how willingly is it adapting to a changing world.

If we go back to car frames: there are arguments for investing in steel rather than aluminium manufac-
turers. The former can be less carbon-intensive but much depends on whether renewables are used in
the extraction and smelting process. A tonne of aluminium in the US is extracted using almost a tonne
less carbon dioxide than some factories in India or China. Then there is the remarkable recycling of alu-
minium to factor in: 95% of it gets reused at just 5% of the original energy cost. Responsible investors
must do a lot of research to reach informed decisions. Simply screening out hydrocarbons by avoiding
oil producers and energy utilities incentivises none of those enterprises to change their ways. Likewise,
manufacturers of petrol-drinking machines. The preferred method of Candriam is to discover which busi-
nesses are making the most effective strides towards sustainability in a low-carbon world and engage
with them as best-in-class enterprises. This is much more involved and complicated but it re[&kts the
current energy transition we are all experiencing.
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For any further information on Candriam’s ESG solutions, please contact Fawzy Salarbux, Global Head of Consultant Relations
(fawzy.salarbux@candriam.com, +44 203 868 7710)
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A sustainable approach to investment

John William Olsen, fund manager, M&G Select fund range

The value of investments will (llctuate, which will cause prices to fall as
well as rise and you may not get back the original amount you invested.

In recent years we have seen a rapid acceleration in demand for a more
responsible approach to investment.

This means that, alongside traditional [Bhncial considerations, investors are
increasingly expected to take into account a broad set of environmental,
social and governance factors that can affect an investment. These ESG fac-
tors can represent risks and opportunities, and there is a growing body of evidence that they can have a
material effect on how an investment performs, particularly over the long term.

For institutions such as UK pension schemes with long investment horizons, a more ESG-aware
approach can offer the potential to mitigate a broad range of risks, from reputational damage to regula-
tory scrutiny, and support sustainable investment returns in their portfolios.

The principles underlying ESG investment are not new, but in recent years ESG-specil@l criteria has
emerged as a dominant framework for assessing the long-term sustainability of a company or organisa-
tion.

As of February 2018, €72 bn was invested in ESG investment strategies in cross-border and domestic
Europe, according to [Bhnce company servicing specialist Broadridge, up from €@32bn in 2010.

There has also been strong growth in asset managers becoming signatories to the United Nations PRI
(Principles for Responsible Investment). Signing up to the PRI includes the con[#hation that investors will
incorporate ESG issues into their investment analysis and decision-making processes.

M&G’s Select equities team integrates in-depth ESG analysis throughout its investment process, and
actively engages with companies to encourage best practice or to help bring about positive change.
Our approach focuses on long-term, sustainable investments. ‘Sustainability’ refers to the long-term
durability of a business, and factors affecting that durability include the competitive landscape, industry
structure and how a company is run as well as how it treats its customers, the communities in which it
operates, its employees and the environment.

We believe that these considerations are a matter of stewardship, and a sensible part of any invest-
ment strategy aimed at maximising long-term economic returns. In our view, social consciousness and
responsible management are important elements in many companies’ ability to generate economic value
in the future, and that disregarding ESG factors could affect a company’s performance — as well as its
share price.

We focus on three fundamental investment pillars — quality, deltas and valuation — which we view as
integral to the overall investment return pro[E of the companies in which our strategies invest.

We think that ESG factors must be integrated within [@hncial analysis, and these factors, as appropriate,
are modelled within the three-pillar framework.
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Quality: Moats (or the level of protection from competition) and sustainable business models — can
include business culture, brand preservation and ability to retain talent.

Deltas: Long-term drivers and risks — may include energy efl &lency measures for an industrial company,
or supply chain monitoring for a consumer business.

Valuation: Probability-based scenario modelling — discount rate upward adjustment to factor in higher
regulatory risks in utilities, for example, or potentially stranded assets in ‘asset heavy’ companies.

We believe that the importance of ESG factors should not be over-emphasised or under-emphasised.
Those factors form part of the mix that needs to be considered alongside more traditional [@Bhncial analy-
sis, looking at all the relevant elements to make a more informed decision.

It is important to note that ESG research is not outsourced to a third party, but is undertaken by the
Select team’s embedded analysts, with judgements on ESG factors not dissimilar to forming views on
[@hncial metrics. While some companies may score well or poorly on a third-party ESG rating system,
we prefer to analyse those factors ourselves.

A medical waste disposal company, for example, may appear on the surface to fall down on systematic
ESG criteria — but our research can uncover the positive impacts this company brings to society and the
systems it has in place to minimise negative impacts, as well as its cash-[@lv pro[id and the evolution of
its margins. We can also engage with that company to gain comfort in the sustainability of its business
model or to encourage positive change — this is fundamental to our investment philosophy.

We engage with companies, not only to assess non-[hncial aspects, but also to advise on ESG mat-
ters and, again, to help foster change. This is important for a number of reasons, not least of which is
an increasing body of evidence that shows engagement can have a positive impact on company per-
formance. We believe that active asset managers can have signi(&ant in[fiknce on corporate behaviour
and that, alongside like-minded investors, we will be able to strengthen corporate responsibility, culture
and long-term performance of the companies in which we invest.

For more information please visit www.mandg.com/equities

INVESTMENTS

For Investment Professionals only.

This article rel@kts M&G’s present opinions of current market conditions. They are subject to change without notice and involve a number of
assumptions which may not prove valid. Past performance is not a guide to future performance. The distribution of this article does not constitute
an offer or solicitation and should not be considered as investment advice or as a recommendation of any particular security, strategy or investment
product. Information given in this article has been obtained from sources believed to be reliable although M&G does not accept liability for the
accuracy of the contents.

M&G Investments is a business name of M&G Investment Management Limited and is used by other companies within the Prudential Group. M&G
Investment Management Limited is registered in England and Wales under number 936683 with its registered of &k at Laurence Pountney Hill,
London EC4R OHH. M&G Investment Management Limited is authorised and regulated by the Financial Conduct Authority.
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future earnings is potentially better for
companies that produce in an innovative,
less resource intensive manner; or provide
solutions for the world’s problems,” she
adds.

If proof were needed to support investor
bullishness, the negative impact on share
prices of poor ESG standards have been
laid bare by scandals involving energy giant
BP,

media darling Facebook.

car-maker Volkswagen and social

DON'T LOSE YOUR HEAD

This report has, unsurprisingly, been wel-
comed by those pushing the ESG agenda.
Yet it is easy for cynics to dismiss the noise
about ESG helping to make the world a bet-
ter place if the [Hancial returns and
improving shareholder value are not there.
So if MSCI’s conclusions prove correct,
then could ESG be on its way to being con-
sidered a mainstream strategy?

But the man behind the report makes it
clear that he is not saying that backing com-
panies with high ESG ratings always means
higher prold. “No investment approach
guarantees outperformance,” Giese says.
He points out that traditional factors out-
perform on average for long periods as
does the ESG signal on average in MSCI’s
benchmark universe. Giese does, however,
[tk a warning to investors and trustees: “It
doesn’t mean it outperforms every year and
it doesn’t mean it outperforms for every
single stock, of course.

“The key message that we have seen is that
ESG is a tool to achieve better risk-adjusted
returns,” he adds.

Indeed, in the US $8.7trn (£6.5trn)of funds
managed by professionals considered sus-
tainable, responsible or impact investing
factors when being put to work back in
2016, according to the US Forum for Sus-
tainable and Responsible Investment. This
bettered the $6.5trn (£4.9trn) reported in
20 4.

With so much already invested in compa-
nies with high ESG ratings, could this
research be the catalyst that moves ESG
into the mainstream from being just a
niche for religiously-minded or ethically-fo-

cused investors.

While it is unlikely that on the basis of one
report pension schemes, insurers and other
institutions will start moving all of their
portfolios over to an ESG mandate, this
could be the start of a long journey to being
an established investment style.

One investor believes that MSCI’s L_n‘dings
will not be a game changer for ESG invest-
ing; but regulation could. “Research tends
to evolve over time and change behaviours
gradually,” says Tim Manuel, Aon’s UK
head of responsible investment.

“What we haven’t seen is that one piece of
ESG research that really changes percep-
tions,” he adds. “It is more about an acumi-
nation of research over time that gradually
brings people round to the idea that this is
a material concern and can make a dil(&-
ence to their portfolios.

“It will help contribute to the debate, but it
will take a lot more than one piece of
research to shift perceptions,” Manuel
adds.

ESG is core to Newton’s approach and a lot
of people are already following that, Bell
says. “Sustainable strategies will become
much more common, but it will not hap-

pen overnight.

“There are still a number of asset owners
who don’t want to restrict their investment
universe, and they believe that the best
chance of success comes from having the
widest possible opportunity set,” Bell adds.
“There are strong arguments to suggest
that investing along ESG lines can help the
environment, help the world but also help
your returns.”

For some the arrival of ESG as a main-
stream market feels a lot closer. Jeannette

Andrews, corporate governance manager at
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Legal & General Investment Management
(LGIM), believes that momentum in this
space is growing. “It is something that we
have been looking at for many years,” she
says. “We are committed to it under the
stewardship code, under our obligations
under the Principles of Responsible Invest-
ment (PRI). It is something that our clients
ask us about. They expect us to be doing it.
“We are getting the data points now, we are
seeing the research coming through dem-
onstrating the materiality of it, so we are
well on the road to it becoming a main-
stream discussion,” she adds.

Another investor seeing ESG on its way to
becoming a major investment class is Can-
driam Investors. “People are looking in that
direction more and more because it is mak-
ing more sense to do things this way,”
global head of consultant relations Fawzy
Salarbux says.

The people running the country have
stepped in to help improve standards. The
Environmental Audit Committee has asked
the UK’s top 25 pension funds about how
they are dealing with climate change and
how they manage those risks. “It has shone

a spotlight on the issue and it has really

made those at pension funds take it seri-
ously because their responses will be made
public,” Manuel says.

The Department for Work and Pensions
(DWP) is planning to launch a consultation
toroll that out to all pension schemes in the
country.

“That is the right end of the investment
chain to start,” Manuel says. “If the asset
owners take it seriously then their interme-
diaries will take it seriously, which then

[Bws down to the companies themselves.”



Feature

APPLES WITH APPLES

MSCI is not alone in claiming to have
found a positive connection between ESG
standards and corporate performance.
Calvert Investments, in collaboration with
George Serafeim, a Harvard Business
School professor, found that a higher ESG
performance correlates with greater man-
agement or business model
quality. One of The Role of the
Corporation in Society: Implica-
tions for Investors’ conclusions
was that the valuations of [thns
with a better ESG performance
re[lekt higher expected growth
and a lower cost of capital.
Calvert-Serafeim’s research also
found that [Thns with superior
ESG qualities trade at higher
valuation multiples in equity
markets, while (s with better ESG per-
formance also had the added beneli] of
lower credit default swap spreads.

Serafeim is not the only academic to con-
tribute to the debate. A study by anthropol-
ogist Alex Edmonds, who is professor of
[Hance at London Business School, found
a positive link between how happy a com-
pany’s employees are and stock price
movements.

There is also a paper from Elroy Dimsen
called Active Ownership, which shows that
ESG

materially positive impact on companies.

successful engagement has a
Other academic studies on the subject
include the University of Hamburg, which
studied 2,000 research papers in 2015. It
examined the E, S and G individually and
found a stronger correlation between them
than when they are aggregated together. It
makes sense because investors run the risk
of'averaging out when you aggregate some-
thing together.

Research from Harvard concluded that
ESG factors lead to a lower cost of capital
and better operational performance.

“They all look at the same issue but come
back with slightly dili&rent conclusions,”
Andrews says.

Giese didn’t [[ld his research too taxing.
He looked at companies in the MSCI World

Index, where every company has an ESG

rating. “It is amazing how straight forward
it is within MSCI to link the ESG ratings to
[Hancial

integrated our ESG ratings into our portfo-

analysis because we have
lio risk analysis tool,” he says.

“So every stock in the universe not only has
standard measures like book value, market

cap and volatility, but the ESG signal is also

will become much more
common, but it will not

in the risk model. Therefore we can rela-
tively easily run all sorts of risk analysis
also using the ESG signal.”

For others looking at ESG ratings is not so
straightforward. Salarbux says that compar-
ing apples with apples in an ESG basket is
challenging. “Yes, some might use some
common sets of data, but at the end of the
day everyone comes at ESG from their own
perspective,” he adds.

In the same basket, he adds, you will have
an ESG strategy that is merely excluding
tobacco and alcohol, and you will have an
investor doing it from a much more
engaged perspective. “In the same ESG
basket there is a lot of dispersion, so to
draw an overall conclusion and say “yes,
ESG works” is dilZdult.”

GET THE MESSAGE

The main benelH of this research is the
message it sends out to management and
investors that ESG matters and, if done
properly, could lead to improved risk-ad-
justed returns.

Salarbux adds that the research means that
when an investor assesses a company they
have to look beyond the traditional [Han-
cial metrics.

The challenge is to have reliable and availa-
ble data of non-[lancial risk to see which

companies are exposed to long-term sus-

tainable trends and the long-term macro
perspective.
Whatever the conclusion that asset owners
and senior managers read into this
research, for Newton this is an investment
trend that is unlikely to fall out of fashion.
“Studies suggest that the next generation of
investors are more interested in engage-
ment in the environment and
the impact that companies have
on the world than the older gen-
eration,” Bell says. “As that
comes through, you will see
increasing pressure on asset
owners and investment manag-
ers to take more account of
these factors.”
Whatever conclusion institu-
tions glean from MSCI’s (Rld-
ings, Giese believes that his
report is a game changer. “A decade ago
ESG was a dilZdult [Eld, even [&k years ago
it was considered niche. It has changed in
the past few years. We have seen enormous
in-{olws going into ESG. For example, the
assets tied to our ESG indexes, in terms of
people tracking the ESG index or launching
an ETF, have quadrupled in the past two
years, so it is exponential growth.
“The reason for that is that there is now a
lot of evidence that ESG can help perfor-
mance. The evidence is not only there in
terms of research papers but also our ESG
Leaders Index has an eight-year track
record,” Giese says. “With an eight-year
track record people are comfortable to say
that this works, ESG helps to make portfo-
lio returns more resilient and now we see
that [olws are com ingin.”
Whatever happens following the publica-
tion of MSCI’s report it is clear that change
is in the air for ESG and the early adopters
could be among the biggest beneldlaries of
picking stocks on the [(Hancials alongside
non-[hlancial data. “It is called ESG now,
but maybe in 20 years it won’t be called
ESG it will just be called investing, because
that will be the right way to do it anyway,”
Salarbux says. “Mangers who have a frame-
work today, we’ve had one for about 22
years now, will have a signiElant advantage

in that respect.”
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