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Contents Introduction
T he environmental, social and governance (ESG) requirements 

of global investors are not just rising, they are broadening. 
Increasingly more countries are paying attention to such investment 
concerns, adding to the growing demand for detailed company 
information; meanwhile ESG screens are growing to encompass 
elements from the UN’s 17 social development goals.

While the European Commission is planning to develop a new green bond standard, 
the European Parliament and European Union member states have already agreed 
new rules on the disclosure and transparency requirements for sustainable 
investments.1The regulations are designed to bring more rigour to sustainable 
investment efforts, with tougher disclosure requirements aimed at minimising so-
called greenwashing – where companies tout their environmental credentials while 
engaging in environmentally unsustainable practises.

These are in addition to existing initiatives such as the United Nation’s Principles 
for Responsible Investing, its 2030 Agenda for Sustainable Development and 
the Financial Stability Board’s creation of a Task Force on Climate Related 
Financial Disclosures.

Amid market calls for more transparency and better benchmarking of ESG 
investments, S&P Dow Jones Indices launched its new S&P 500 ESG Index in 2019, 
designed to exclude companies producing tobacco or weapons or scoring poorly 
across broader ESG criteria.2

At a corporate level, there are also new signs of movement. In August 2019, 
the heads of 181 of the US’s biggest companies redefined the purpose of a 
corporation from making the most money possible for shareholders to improving 
society by adopting tighter ethics, caring for the environment and doing more for 
their employees.3

With all these initiatives and attention, is it any wonder the sustainable investment 
market is now worth an estimated US$30 trillion?4 While securing reliable data, 
benchmarking and the cost of ESG integration remain live issues, the market 
continues to grow. According to data provider Morningstar, sustainable funds 
attracted an estimated US$8.9bn in net flows in the first six months of 2019, 
overtaking the US$5.5bn inflows for all of last year.5

Here, BNY Mellon Investment Management firms examine the latest developments 
within the ESG landscape, exploring the added reporting pressures, the growth 
of ESG practices and their scope as well as external developments, such as 
technology, influencing this growing area.
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1 IR Magazine. New EU Rules may boost ESG focused asset managers. 20 March 2019. 
2 IPE. S&P Dow Jones launches ESG version of S&P 500 index. 08 April 2019.
3 Guardian. Top US firms switch focus from investors to society. 20 August, 2019.
4 CNBC. McKinsey: It’s time to simplify sustainable investing, which is now a $30 trillion market. 07 August 2019
5. FT. ESG money market funds grow 15% in first half of 2019. 14 July 2019.
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Too much information
Between investor demand, political agendas and new regulations, ESG reporting requirements 

are rising fast. The question is, though, can the investment industry keep pace with the added 
resource burden that accompanies it? Experts across BNY Mellon Investment Management 
explore the growth in data requests and whether they will give active managers a key advantage.

Globally, the evolution of non-financial 
reporting is on the rise. Today there are 
more than 1,750 sustainability reporting 
provisions across 60 countries, 
representing more than a 10-fold 
increase in 25 years, according to the 
Reporting Exchange.1

Investors need better information on 
how companies, across a wide range 
of sectors, have prepared or are 
preparing for a lower-carbon economy, 
according to the Task Force on Climate-
related Financial Disclosures (TFCD).  
Those companies that meet this need 
may have a competitive advantage 
over others, the group stated in a 
recent report.2 

The TFCD created a climate-change 
related disclosure framework in 2017 
and today 785 companies, including 374 
financial entities, and five countries 
(Belgium, Canada, France, Sweden and 
the UK) are committed to supporting it. 
This is amid growing evidence and 
acknowledgement that climate change 
presents financial risk to the global 
economy and that delays in tackling this 
issue could cost companies nearly 
US$1.2 trillion over the next 15 years.3

In its status update in June 2019, the 
TFCD commented that while disclosure 
of climate-related financial information 
has increased substantially, it is still 
insufficient for many investors. Present 
valuations of companies may not 
adequately factor in climate-related risks 
because of insufficient information, the 
group states. 

Greater clarity is needed on the potential 
financial impact of climate-related issues 

on businesses and three out of five 
companies surveyed by the TFCD are not 
reporting enough on their resilience to 
climate-related risks.

In their report Mind the Gap4, consultants 
PwC took a similar view. They found 
investors are increasingly aligned around 
a desire to understand companies’ 
long-term value creation plans while 
receiving credible, standardised 
information to support long-term 
risk assessments.

The report notes the challenge for ESG 
investors is that differing interest levels 
and type-of-information requests are 
making corporates feel only scattered 
pressure to provide what could be a lot 
of work for limited value.

Olivier Cassin, head of EMEA institutional 
sales at BNY Mellon Investment 
Management, believes technology will 
consequently play a big role in ESG 
offerings. “Currently, many managers are 
lagging behind in investor demands for 
greater reporting but they are adapting 
quickly and building the necessary 
systems. This will result in the faster 
implementation of a standardised 
framework as well as a greater ability to 
customise ESG/sustainability/impact 
investments to client needs, both in terms 
of reporting and performance attribution.”

Cassin says technological investment by 
asset managers will be a significant 
landmark and a distinguishing – and 
valued – feature of their ESG credentials. 

PASSIVE CHALLENGES
Detailed information might also become 
a factor in favour of active management. 
Passive ESG investing has been a rising 
theme in asset management, spurring a 
proliferation of ESG indices. Despite this 
growth though, the passive ESG industry 
faces hurdles. A discussion paper by the 
UN’s Principles for Responsible 
Investment (PRI) earlier this year says 
passive investments are challenged by 
the availability and consistency of 
corporate data, the consistency of ESG 
scores, complexity and transparency of 
benchmarks, and unintended portfolio 
skews and costs.5 

In addition, with respect to the PRI’s 
Principle 2 (requiring signatories to be 
active owners), passives must contend 
with: familiarity with holdings, resourcing, 
contributions to overall portfolio 
performance, divestment, proxy voting 
regulations and stock lending.

According to the PRI, the collection and 
publication of ESG data by companies is 
generally voluntary, resulting in limited 
availability and little standardisation. The 
lack of a defined global taxonomy for ESG 
data has resulted in a range of collection 

methodologies and difficulties with 
respect to comparisons. This lack of 
consistency creates challenges in the 
structuring of ESG benchmarks as the 
construction of ESG indexes often 
requires complicated calculations and 
qualitative judgements.6

Johan Stromberg, head of Nordic 
distribution at BNY Mellon Investment 
Management, agrees collecting a robust 
level of data from the underlying 
members of an index can be challenging 
for even active managers.

UNIVERSAL OWNERSHIP
Stromberg believes increased demand for 
detailed ESG information at the company 
level is part of the overall momentum 
towards universal ownership. A 
philosophy underpinning many ESG 
interests, universal ownership is about 
acting in such a way as to encourage 
sustainable economies and markets, to 
reduce the economic risk presented by 
sustainability challenges. 

Recently the momentum behind this 
philosophy was evidenced in the 
headlines about 181 top CEOs realising 
“companies need a purpose beyond 
profit.”7The articles stemmed from the 
August 2019 open letter from the 
Business Roundtable, a US business 
lobby. It included a one-page declaration 
interpreted as a rebuke of the Milton 
Friedman worldview that the 
responsibility of business is to increase 
profits. Instead, the letter stated: “Each of 
our stakeholders is essential. We commit 

to deliver value to all of them, for the 
future success of our companies, our 
communities and our country.”

Universal ownership encourages 
institutional investors to seek assurances 
the investments they make fit into the 
societal network, Stromberg says, 
commenting this kind of demand takes 
reporting requirements from traditional 
performance metrics to include a much 
broader set of variables. “For each stock 
it’s not just what the company’s ESG 
policy and actions are but also its CO2 
emissions, water usage, outstanding 
lawsuits, labour issues and so on. How 
does it fit into the UN’s SDG goals? 
Ultimately, is their business model 
additive to society or detracting from it?”

This approach is understandable. 
According to an article from the UN’s 
Principles for Responsible Investment, 
universal owners’ portfolios are 
inevitably exposed to growing and 
widespread climate-related risks, 
which are in large part caused by the 
companies and other entities in which 
they are invested. It states: “Inefficiently 
allocating capital to companies with high 
external costs, such as those engaged in 
highly-polluting or socially disruptive 
activities, can over time lower asset 
values, reducing returns to investors: one 
company’s externalities can damage the 
profitability of other portfolio companies 
and overall market return.”8

COUNTRY INTERESTS
Already in places like the Nordic region, 
funds are increasingly excluded from 
any selection process if they fail to meet 
ESG requirements. “You can only make 
it onto a short list of funds to be 
considered if you have an ESG policy,” 
notes Stromberg. “However, regardless of 
performance and pricing, you’re unlikely 
to win the mandate if you’re not strong 
in terms of your ESG policy.” 

But, given much of the world is still 
behind the Nordics in terms of ESG 
demands, are other markets likely to 
follow? Stromberg believes there is 
already evidence this is the case, citing 
France, Canada, Benelux, Australia, 
Germany and New Zealand as also having 
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1  The Reporting Exchange provides an online platform designed by the World Business Council for Sustainable Development (WBCSD) in partnership with the Climate Disclosure Standards Board 
and Ecodesk to help business navigate corporate reporting. It summarises and connects ESG reporting requirements and resources globally across 70 sectors. https://www.cdsb.net/sites/
default/files/cdsb_report_1_esg.pdf

2  Task Force on Climate-related Financial Disclosures: Status Report. June 2019.
3 Ibid.
4 PwC: ‘Mind the Gap’, February 2019.

5 A PRI Discussion paper: How can a passive investor be a responsible investor? Summer 2019.
6 Ibid.
7 Harvard Business Review. 181 Top CEOS Have Realised Companies Need a Purpose Beyond Profit. August 2019.
8 United Nations’ PRI, produced in collaboration with PWC. https://www.unpri.org/sdgs/the-sdgs-are-an-unavoidable-consideration-for-universal-owners/306.article.
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“You’re unlikely to win the 
mandate if you’re not strong 
in terms of your ESG policy.”

Johan Stromberg, BNY Mellon 
Investment Management



All too often the focus on ESG appears to centre on 
the environmental and social elements rather than  

governance. This is a mistake, says Insight investment  
specialist April LaRusse.

9 Osborneclarke.com. Amendment of Directive 2007/36/CE on the exercise of certain rights of shareholders in listed companies. 30 May 2017.

high watermarks with respect to rigorous ESG requirements from 
institutional investors.

Hilary Lopez, head of intermediary distribution, Europe, at BNY Mellon 
Investment Management, notes there is a spectrum of diligence and 
interest by client type and country across Europe and while the Nordics 
are widely recognised as pioneers in ESG investing, markets such as 
France and Benelux are fast catching up. While asset flows, to date, have 
been dominated by institutional and sovereign investors she says, the 
acceleration in demand from intermediary clients has been marked, 
albeit not in a uniform way, with adoption and interest levels highest in 
Northern Europe. 

Lopez believes a dominant trend in ESG will emerge, especially as 
wealth transfers to more environmentally and socially-minded 
millennials and Generation X investors. “In the not-too-distant future, 
ESG will be a prerequisite investment feature in investment funds, 
as the industry adjusts to the forthcoming demographic change and 
subsequent wealth transfer.”

The BNY Mellon Investment Management-commissioned paper, 
Future-proofing your asset allocation in the age of mega trends, 
highlights how countries like the US might be behind in the ESG 
movement now but this is likely to change given the current pressure on 
companies. The 2019 report, written by CREATE Research likewise notes 
ESG has yet to gain hold in much of Asia. Author Amin Rajan states: “ESG 
is widely perceived as the responsibility of the state, not investors, who 
will only take notice if they are mandated to do so. With rising financial 
education, however, a mind-set shift may well be discernible before 
long.” Already changes are being seen in this vein in Japan, where the 
largest pension funds are leading the way.

DIRECTING GOVERNANCE
Another EU-rule that, while wide-ranging, has ESG 
implications is the Shareholder Rights Directive 
II (SRD II), which aims to improve corporate 
governance in companies. A follow-on from the 
original directive implemented in 2007, EU member 
states have until September 2020 to impose SRD II 
into national law.

Among the aims of the directive is to increase the 
level and quality of engagement with investee 
companies: institutional investors and asset 
managers will have to be transparent about 
their investment and how they engage with the 
investee companies.

By increasing the minimum level of disclosure 
required of the industry, SRD II is expected to give 
investors ESG information on more companies. 
According to the directive: “Greater involvement 
of shareholders in corporate governance is one of 
the levers that can help improve the financial and 
non-financial performance of companies, including 
as regards environmental, social and governance 
factors.”9 

The EU goes on to state enhanced disclosure 
of information is “particularly useful to indicate 
whether the asset manager adopts a long-
term oriented and active approach to asset 
management and takes social, environmental 
and governance matters into account.”

Gerald Rehn, head of international product 
& governance at BNY Mellon Investment 
Management, comments: “SRD II is a continuation 
of the wider trend towards even better corporate 
governance and should provide investors with 
greater transparency around how companies 
are managed from an environmental and social 
perspective. The industry needs to receive better 
data on these ESG metrics and this is something 
we hope SRD II will reinforce.”

The UN’s PRI has stated the directive strongly 
supports active, engaged ownership of companies 
over the long-term. This is strongly in line with the 
six Principles, especially Principle 2: “We will be 
active owners and incorporate ESG issues into our 
ownership policies and practices.” According to the 
PRI, SRD II places a positive duty on all investors 
to consider stewardship and long-term factors, 
while a regular vote on remuneration policy gives 
shareholders greater opportunity to encourage 
alignment with long-term strategy and value 
creation.

The groundswell behind ESG is one of 
the defining narratives of recent years. 
Once something of a minority sport for 
investors, today, in many markets, 
ESG has gone mainstream. 

Yet for April LaRusse, investment 
specialist, Insight Investment, ESG’s rise 
to prominence has been accompanied by 
an interesting twist: while environmental 
and social concerns have rightly been 
front-and-centre (think plastics, pollution 
or diversity) the same cannot be said for 
governance. Far too often, she says, 
governance seems almost an 
afterthought in the ESG trifecta.

For LaRusse, this is problematic. “It’s 
relatively straightforward for an investor 
to make peace with the E and the S of 
ESG, but that’s not the case for the G. 
Failures in environmental and social 
practices can generate bad publicity and 
raise the cost of capital but they’ll rarely 
be terminal for a company’s prospects. 
Sloppy governance, on the other hand, 
can be a killer. It’s the fountainhead for 
a whole flood of other risks.”

To stress the point, LaRusse creates 
a hypothetical: imagine a company 
struggling to address its carbon footprint. 
While this might create bad publicity it is 
unlikely to lead to a total default in its 
debt. The same goes for social failings. 
A company that relies on unsafe or 
exploitative working practices might lose 
clients or suffer reputational damage but 
will rarely go out of business. 

There are plenty of companies that have 
outlived scandal. 

By the same token, progress towards or 
away from environmental or social best 
practice can be incremental, allowing 
credit analysts to take a view on the 
direction of travel and current 
momentum. “At the very least,” says 
LaRusse, “you can track the progress 
they’re making and make a call on 
whether they’re moving in the right 
direction at a reasonable speed and 
managing those risks responsibly.”

In contrast, governance is often far more 
binary. “It’s either there or it’s not,” says 
LaRusse. “And if it’s not, then that counts 
as an immediate red flag. It opens up the 
possibility of a lack of oversight or a 
conflict of interest, which in turn makes 
catastrophic failures in other parts of the 
business much more likely.” 

UGLY DUCKLING?
It’s fairly easy to see how this has played 
out in real life, she says. To take just three 
well known examples from the 1990s 
– defaults at Enron, WorldCom and 
Parmalat were all the result not of social 
or environmental issues but reportedly of 
failures in governance. 

So, given its importance, why has 
governance remained the ugly duckling 
of the ESG world? For LaRusse it’s a 
question of perception. Unlike 
environmental or social issues, failures 
in governance rarely elicit the strong 

reactions often associated with unfair 
social practices or environmentally 
destructive behaviour. 

“Environmental issues are without 
question among the most emotive things 
a company can face,” she explains. “To a 
lesser extent the same is true of social 
issues. But you can’t say that about 
governance. It’s a rare person who gets 
exercised about, say, a chief risk officer 
reporting directly to the CEO rather than 
to the board. Yet it’s precisely that kind of 
reporting structure that can create the 
kind of catastrophic lapses that destroy 
companies and affect their bond 
holders.” 

Meanwhile, a whole industry has grown 
up around the need for more data to 
understand how companies measure up 
to their ESG responsibilities. And, in line 
with this, the burden of work on analysts 
has increased accordingly. Now, in 
addition to the usual roster of tasks 
– balance sheets, financials, meetings 
with management, value assessments 
– today’s credit analysts also have to 
determine an ESG score. 

But here, LaRusse questions whether 
this is really that much of departure from 
well-established norms. “For a credit 
analyst it’s absolutely fundamental to be 
concerned about what could go wrong 
at a business,” she says. “In which case 
you’d argue it’s just basic groundwork 
to try to understand what’s going on in 
terms of governance. If you’re not doing 
that from the get-go you’re not really 
doing your job properly. In that sense 
I don’t think a focus on the G of ESG 
should be anything new at all,” she 
concludes. 

Environmental, Social & Governance
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SPENDING GROWTH ON ESG DATA, PARTICULARLY ON  
ESG INDICES
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Coming clean
As scientists warn of unparalleled global warming, what progress are governments and 

companies making in tackling climate change and what opportunities do sectors such as 
renewable energy offer to global investors? Mellon’s global infrastructure team considers the 
road ahead.

some of which have been focused on the 
construction of wind and solar farms. 
Separating these businesses from the main 
utility means the “yield cos” operate as 
standalones, but their income is generally 
still backed by a fully regulated utility. 
Lydotes says some of these renewable 
farm contracts can be as long as 20 years, 
enabling strong income payments.

Yield cos serve a similar purpose as a real 
estate investment trust, a structure many 
US utilities cannot use for regulatory 
reasons. Lydotes explains: “The practice 
only started a few years ago so the 
universe at the moment is somewhat 
limited.” 

TAX INCENTIVES
Campbell adds that while tax incentives, 
which helped to nurture the early 
development of US renewables, are now 
tapering off, the industry has already built 
critical mass. He anticipates investment 
opportunities will only grow in areas such 
as onshore and offshore wind and solar 
power and in companies who produce the 
components that drive renewable power 
generation.

However, the industry is not without 
its challenges. From a power supply 
perspective, back-up systems are 
required for renewable grids, which 

Campbell says will still depend on fossil 
fuels in the short-term. 

“An obvious problem with renewables is 
their intermittent nature. If the wind isn’t 
blowing and the sun isn’t shining you 
don’t have electricity. The backstop over 
the short to medium term is natural gas, 
which provides a relatively clean source 
of electricity generation. Longer-term, we 
believe improved battery or other storage 
technologies may hold the key for a future 
of carbon-free power generation.”

In parallel with renewable energy 
generation, Brock believes the growth of 
“green” transport areas such as electric 
vehicle development – with global sales 
of electric vehicles forecast to reach 44 
million by 20307 – could also provide 

innovative solutions to wider electricity 
storage and distribution needs.

“With the rise of electric vehicles, our 
antiquated grid systems aren’t really 
designed to handle the kind of changes 
in power consumption that the rise of 
electric vehicles (EV) presents. Ultimately 
we could see a future where grid 
operators and renewable generators will 
be able to use the electric vehicle fleet as 
a floating battery. 

“While we won’t see this in the near term, 
we believe a fleet of EVs would have the 
potential to store huge amounts of 
electricity and could draw a charge from 
the grid when they need it and discharge 
power back into the grid when they do not.”

1 BBC. Climate change : Current warning “unparalleled” in 2,000 years. 24 July 2019.
2 AP. The Latest: Heat Wave Smashes Weather Records in Europe. 25 July 2019. 
3 BBC. Climate change: UK government to commit to 2050 target. 12 June 2019.
4 LA Times. California hit its climate goal early — but its biggest source of pollution keeps rising. 23 July 2018.
5 Sky News. UK sets new record by going whole week without coal power. 08 May 2019.
6 BNEF. New Energy Outlook 2019 (NEO). 18 June 2019. 

7 IEA/EV30@30 Scenario. 27 May 2019.
8 Guardian. World’s biggest sovereign wealth fund to ditch fossil fuels. 12 June 2019.
9 Guardian. Norway’s $1tn wealth fund to divest from oil and gas exploration. 08 March 2019.
10 Ibid.

In July 2019, scientists warned the speed 
and extent of current global warming is 
greater than in any similar recorded 
period in the past 2,000 years.1 

Increasingly warm weather in parts of 
Europe has been common in recent years, 
with record high summer temperatures 
recorded yet again in countries such as 
France and Germany.2 

Is this coincidence or clear evidence of 
climate change? While opinion is divided, 
one thing is clear: the threat of global 
warming and climate change refuses to 
go away.

Although global efforts to tackle climate 
change suffered a setback in 2017 
when President Trump announced a 
withdrawal of the US from the Paris 
climate agreement, other governments – 
and many states in the US – have 
stepped up their commitment to 
reduce carbon emissions. 

Amid a growing backdrop of high profile 
climate change protests by groups such 
as Extinction Rebellion and the attention-
grabbing pronouncements of activists like 
Swedish teenager Greta Thunberg, 
climate change is rapidly moving up the 
global political agenda and influencing 
government policy.

In June 2019, the UK government pledged 
to cut greenhouse gas emissions to 
almost zero by 20503; California claimed 
to have already hit its target of a 40% 

reduction in emission by 2030 (from 
1990 levels).4

In May 2019, investment in renewables 
also helped the UK set a new record by 
going a whole week without coal power – 
the longest period of coal free energy 
production since the Industrial Revolution 
in 1882.5

FALLING COSTS
Mellon global infrastructure portfolio 
manager Brock Campbell says, “Climate 
change is something consumers and 
governments are watching closely and a 
natural outcome of that will be developing 
renewable energy sources. Regulatory 
environments across a range of countries 
are also supportive of cleaner energy.

“We believe we are at an inflexion point 
for renewables with various types of 
sustainable generation becoming 
increasingly economical in markets such 
as the US. In our view, that bodes very well 
for the next 15 years and we are going to 
see more and more renewable energy 
come on stream, not just because 
governments are mandating it but 
because consumers want it and because 
it is a cheaper resource than fossil fuel 
based generation.”

According to international energy analyst 
BloombergNEF, global electricity demand 
is set to increase 62% by 2050, resulting 
in global generating capacity almost 
tripling between 2018 and 2050. It 

predicts this will attract US$13.3 trillion 
in new investment, of which wind energy 
will take US$5.3 trillion and solar energy 
US$4.2 trillion.6

Against this backdrop, Campbell says 
changing economics are creating a 
win-win environment for renewables in 
the US. Individual states, including 
Republican-led states such as Texas, are 
driving ahead with major new renewable 
investment projects, he notes.

“In the US, electricity is largely governed 
by the states instead of federal 
government policy. State governments 
have shown no sign of slowing their desire 
for renewable energy. The economic reality 
today is that, in many places in the US, you 
can build wind or solar, retire a coal power 
plant and save consumers money at the 
same time. What government official isn’t 
going to want to do that? Even in the really 
staunch coal or more conservative leaning 
areas of the US, you are still seeing a lot of 
support for that kind of a move.”

Mellon global infrastructure lead portfolio 
manager Jim Lydotes notes the US has 
created a new type of company just to 
participate in the surge of renewable 
energy projects. US utilities are carving 
out their existing renewable offshoots, 
creating new companies known as 
“yield cos.”

Lydotes notes US utilities are huge 
conglomerates, which have many arms, 
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NORTHERN LIGHTS? NEWTON VIEWS ON FOSSIL FUEL DIVESTMENT

In June 2019 the world’s biggest sovereign wealth fund, 
Norway’s Government Pension Fund Global, announced plans 
to divest US$13bn of investments in fossil fuels. 

The plans included measures to drop coal investments 
worth an estimated US$6bn and worth US$7bn in oil 
exploration and production companies, while retaining 
stakes in oil companies committing to invest in clean 
energy technologies.8 

The fund – which has historically built much of its wealth 
from proceeds from Norway’s supplies of North Sea oil9 – 
also said it would have a new legal mandate to invest 
directly in renewable energy projects.10 

While the move was broadly welcomed by some 
environmental groups, including Greenpeace UK, others 
were more cautious in their praise, citing its benefits as 
more nuanced.

According to Newton responsible investment analyst Victoria 
Barron: “The Norwegian government is extremely progressive 
and operates in a region which has often been at the forefront 

of green, ethical and sustainable investment. The benefit 
that flows from this story is that of seeing a major investing 
institution reduce its top line exposure to fossil fuels. 

“However, the divestment only takes it away from upstream oil 
and gas companies and doesn’t rule out investment in some 
integrated energy companies, which are arguably among the 
biggest polluters and carbon emitters in the world.”

More broadly, says Barron, divestment within the secondary 
market itself offers mixed benefits, with some investors 
removing their holdings in fossil fuel related investments only 
for others to buy them, taking potentially influential investors 
away from table. However, she does recognise a growing trend 
towards divestment and believes Norway’s latest move has 
sent another loud message.

“Calls for divestment are just going to grow and that is 
something all investors need to be aware of. The world is 
now moving towards a call for action demanding greater 
disclosure and greater clarity about what institutions are 
investing in. The Norwegian government clearly felt the 
need to do that.” she adds.
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As the European Union (EU) works to build a financial system that genuinely supports 
sustainable growth, Insight Investment ESG analyst Joshua Kendall charts the road to 

reform and some potential hurdles that may lie ahead.

The European Commission Action Plan 
on Sustainable Finance is a proposed 
regulatory framework for asset 
managers, insurers and pension funds 
which centres on sustainability. 
Launched last year, it is designed to be 
implemented over a multi-year period 
from this year through to 2022 (for its 
main elements and beyond 2023 for 
some more specific measures). One of its 
key proposals was to establish a specific 
framework on sustainability,  
with a particular focus on environment-
related activities.

While this should be considered a 
substantial first step in the right 
direction, a deeper look into the details 
reveals gaps in definitions, methodologies 
and scope, which threaten to limit the 
framework’s effectiveness if they remain 
unaddressed.

The European Union’s (EU) goal of 
building a financial system that supports 

sustainable growth has its roots in two 
landmark international agreements 
reached in 2015: the UN’s 2030 Agenda 
and Sustainable Development Goals and 
the Paris Climate Agreement. 

While their objectives are different, both 
agreements represent a long-term, 
international commitment to transition 
the global economy to a low-carbon, 
resource-efficient and sustainable one. 

The European Commission’s 
subsequently proposed Action Plan is a 
prescriptive regulatory framework. It has 
three main objectives: 

 ● To reorient capital flows towards 
sustainable investment in order to 
achieve sustainable and inclusive 
growth

 ● To manage financial risks stemming 
from climate change, resource 
depletion, environmental degradation 
and social issues

 ● To foster transparency and long-
termism in financial and economic 
activity

Although this framework is intended to 
address the entire investment ecosystem, 
it is especially relevant to asset managers 
and institutional investors due to their 
outsized influence over capital flows and 
corporate governance and business 
practices. 

However, looking into the details of the 
proposal reveals significant gaps in the 
framework. Key definitions are incomplete 
or do not consider industry and subsector 
nuances, there is a lack of industry 
expertise in decision-making groups, and 
the scope of the framework is largely 
limited to focus singularly on climate-
change. These issues will need to be 
addressed by the Commission so as not to 
dull the effectiveness of the framework or 
create unintended consequences for 
investors and companies. 

DEFINING ISSUE
The Commission recognises there are 
inconsistencies in how member states 
define “environmentally sustainable 
activity” that can make it difficult to 
impose a wide-ranging framework meant 
to promote sustainability. They have 
therefore provided a standardised set of 
criteria (taxonomy) that can be used to 
define what “sustainable activities” are 
irrespective of national boundaries. 
However, this fails to cover all industries. 

The Commission even acknowledges 
in their analysis there are high risk 
industries and debatable sectors where 
they have not yet reached agreement on 
what is considered green or sustainable. 
Nuclear energy is one such example still 
being debated.

The use of nuclear power has polarised 
large parts of Europe. In France, public 
opinion is generally favourable towards 
the industry and nuclear power remains 
a major source of energy in the country. 
Just across the border, however, Germany 
has steadily decreased its number of 
nuclear plants since 2011 and plans to 

phase out nuclear energy completely in 
the next decade. 

The fact that two of the EU’s most 
influential member states have such 
opposing views on this industry 
demonstrates the difficulties in defining 
the taxonomy. Is nuclear energy 
environmentally beneficial? Is it green? 
Is it sustainable? Before imposing a 
framework for all future regulation on 
the wider market, the Commission will 
need to agree on and have clear answers 
to these questions and ensure its 
taxonomy addresses every industry 
and the associated nuances.

To assist in the development and 
implementation of the framework, the 
Commission established a technical 
expert group (TEG). Specifically, the TEG 
is responsible for defining the taxonomy, 
climate benchmarks, and various 
disclosures. The group is comprised of 
35 members from civil society, academia, 
business and finance as well as 
observers from EU and international 
bodies. The TEG wields significant 
influence over large aspects of the 
framework so it may be concerning its 
members are not industry specialists but 
rather ESG professionals. 

Although the Commission states outside 
industry experts are consulted, their 
under-representation in the framework’s 
main decision-making group has led to 
some justifiable pushback. For example, 
pressure groups representing the forestry 
industry have come out against the TEG’s 
taxonomy as being too simplistic and not 
accurately reflecting what is happening 
on the ground. 

It is likely this scenario is applicable to 
other industries as well. Although the TEG 
consults with various outsider groups on 
some issues, we believe there should be a 
higher representation of industry experts 
within the TEG. This would ensure the TEG 
fully understands the nuances facing 
different industries and enhance the 
efficacy of the framework.

TUNNEL VISION?
The EU’s goal of transitioning to a 
low-carbon, more resource-efficient 
and sustainable economy requires a 
framework that encompasses the entire 
ESG risk prism. Unfortunately, the Action 
Plan on Sustainable Finance only 
partially achieves this with a sole focus 

on climate-related activities and impacts. 
While climate change is an important 
issue, there is very little on ‘Social’ and 
‘Governance’ so the Action Plan cannot be 
considered an ESG framework. Even 
within the ‘Environmental’ aspect, there 
are noticeable exclusions on important 
issues such as water and biodiversity. 

Constructing a legislative framework 
that focuses exclusively on a single issue 
can introduce unintended downstream 
effects for investors and companies. For 
example, if the Commission introduces 
regulations to the market that are only 
concentrated around climate change, 
the impact will be that other important 
issues (e.g. Social and Governance 
issues) will be considered less by 
investors. ESG teams would no longer be 
the same, morphing into climate teams. 
This could then expose investor 
portfolios to greater risks in areas 
outside of climate change. 

This singular focus could also be 
problematic for companies. When they 
see investors focusing only on climate 
change, they will respond by allocating 
resources into improving their 
communication and disclosures around 
climate issues. This might come at the 
expense of improving other areas (social 
mobility, inequalities, quality of products, 
etc.) which are important but will not 
receive the required attention. This 
highlights the responsibility of investors 
to focus on all material risks and to 
consider dedicating resources towards 
evaluating those risks accordingly.

The Commission’s Action Plan on 
Sustainable Finance proposes an 
ambitious legislative framework that aligns 
the financial sector with the goal of creating 
a sustainable economy. However, the 
framework has several issues that need to 
be addressed before the regulatory 
changes come into effect: key definitions 
have yet to be agreed, technical expert 
groups lack the actual technical expertise to 
understand what the realities are within 
industries and the scope of the framework 
has been narrowed to concentrate on a 
solitary ESG issue. These issues must be 
addressed if the Commission hopes to 
build an all-encompassing legislative ESG 
framework for investors and companies.
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3 PwC. SDG Reporting Challenge 2018. 05 August 2019.
4 Ibid.

1 UN News: ‘Global response to poverty and environmental goals ‘not ambitious enough’’, 2 August 2019.
2 The United Nations: ‘The Sustainable Development Goals Report’ 2 August 2019. 

Rising global concern about climate 
change, increasing poverty levels and 
gender inequality are just some factors 
helping drive an impending sense that 
universal human change is needed before 
it is too late. 

Introduced in 2016, the UN 2030 Agenda 
for Sustainable Development was 
designed to help address these concerns. 
It aims to tackle key environmental, 
governance and gender-based issues 
through the implementation of 17 
Sustainable Development Goals (SDGs), 
each of which is intended to be adopted 

globally in order to help achieve a better 
balanced and more sustainable world for 
all. These include a focus on hunger, 
poverty, education, clean water, justice, 
as well as energy alternatives and 
climate  change.

Yet despite the blueprint being adopted 
by all 193 UN member states at the 
launch over four years ago, progress is 
still impeded by a range of negative 
factors and an overarching lack of 
education on the SDGs. 

According to the UN Department of 
Economic and Social Affairs, progress 

has been slow, as “the most vulnerable 
people and countries continue to suffer 
the most and the global response has not 
been ambitious enough.” 1

The latest UN Sustainable Development 
Goals report was published in July 2019. 
While it highlights progress made over the 
past several years, it also underlines the 
world does not look on track to achieving 
the goals by the 2030 due date. 

According to the report, approximately 
150 countries have developed national 
policies to respond to the challenges of 
rapid urbanisation; 71 countries and the 
European Union have more than 300 
policies and instruments in place 
supporting sustainable consumption 
and production.2 

Although those numbers seem positive, 
the report also states the decline of 
extreme poverty has slowed, the years 
since 2015 have been among the hottest 
on record and one million plant and 
animal species are now at risk of 
extinction. With this in mind, a key 
question is: how can investing play a 
role in combatting these issues? 

The report states financing is one of the 
top areas that can drive progress across 
all 17 SDGs, alongside of better use of 
data, harnessing science, technology and 
innovation and an emphasis on digital 
transformation. 

From an investment standpoint, the main 
problem lies with the fact that many 
individuals, companies and corporations 
still have limited knowledge of these 
goals and have not implemented them in 
their everyday working practices. There is 

no requirement for asset managers to 
integrate the SDGs into their processes or 
screens while the lack of data and key 
performance indicators (KPIs) to quantify 
how means that there are limited 
statistics and numbers to show for any 
efforts made.

“The key thing that holds investors back 
from fully embracing SDGs is the fact 
companies aren’t reporting consistent 
metrics. In a perfect world we would love 
to aggregate all of this data on how funds’ 
holdings are contributing to SDGs. 
However, because different companies 
report in a multitude of ways, and there is 
also no consistent ESG reporting, it is 
extremely hard to compare between 
companies, measure progress and report 
on the funds,” says Meggitt. 

SMALL IMPROVEMENTS 
While there has been some progress in 
implementing the goals, Meggitt says 
there is still a long way to go in terms of a 
breakthrough of asset managers regularly 
integrating SDGs in their funds.

Some investment firms have done SDG 
mapping with the Sustainability 
Accounting Standards Board (SASB), 
which aims to make the UN’s goals more 
relevant to investors; others are looking to 
create new, specialised funds based 
around SDGs.

“More investors are starting to 
understand the SDGs now, which is a real 
improvement. The change initially started 
with private equity investors, because it 
was easier for them to have material 
impact within the companies they held. 
Over the past year we have also seen a 
number of public equity investors starting 
to think about the ways they can get 
involved with SDGs and use them to 
their advantage.”

Although this is a promising start, it is still 
quite a nascent area in the asset 
management industry, lacking cohesion. 

This was illustrated in a 2019 study by 
Newton. According to its research of 16 
major UK and US asset managers, four 
managers didn’t mention SDGs in relation 
to their funds at all, three mentioned how 
their holdings were working towards the 
UN goals, five were attempting to map 
their companies’ core values and themes 
with the SDGs while the remaining four 
mentioned them in the context of impact 
investing. 

TOO OPTIMISTIC?
It is important to note that implementing 
the wide range of changes proposed within 
the SDGs will take time. It took decades for 
investment management firms, as well as 
the companies in which they invest, to take 
ESG factors seriously on a global scale. 

Source: UN, 2017

A blueprint for change
The United Nations (UN) 2030 Agenda for Sustainable Development is widely 

viewed as an important step towards a sustainable future. Yet full 
integration of its 17 goals in financial services remains a challenging prospect, 
says Newton responsible investment analyst Lottie Meggitt. 

According to PwC’s latest SDG Reporting 
Challenge benchmark3, which analyses 
729 companies across 21 territories and 
six broad industry groups, 72% of 
companies mentioned the SDGs in their 
annual corporate or sustainability report. 
However, just 19% mentioned the goals in 
CEO or chair statements and only 27% 
had embedded SDGs in their business 
strategies.4

Although it has been over four years since 
the SDG agenda was created, many 
companies are still unsure as to how to 
properly work towards the goals or what 
the likely impact of them would be on 
their business and profits. With just over 
a decade left until the proposed 2030 
completion date, is it realistic to say the 
world can achieve all or even some of the 
SDGs laid out? Many of the goals – such 
as “eradicating extreme poverty for all 
people everywhere” and “ensuring that all 
girls and boys complete free, equitable 
and quality primary and secondary 
education” – are extremely broad.

Meggitt believes it is better for people not 
to focus solely on the SDG’s target date 
but rather be optimistic about how much 
change can be made if the right actions 
are put in motion now. 

“If we continue addressing SDGs at the 
current low rate we are not going to 
achieve all of the stated goals by 2030. 
Equally, if we don’t have optimistic goals, 
then nothing will get done. Maybe we 
won’t achieve all of them by 2030 but as 
long as we’re a lot closer to achieving 
them at than we are right now, I’d see 
that as a positive,” she says. 

“Even if all the SDG goals aren’t achieved 
by 2030, it doesn’t mean we’ll just 
abandon them but continue working 
towards achieving them in a different 
timeframe. We can also look at where we 
are at in 2030 and set adjusted goals as 
to where we should be in the subsequent 
5-10 years from that point. The ultimate 
target of the SDGs is to transition to a 
more sustainable world and hopefully as 
time goes by we’ll see vast improvements 
year after year that will one day lead to a 
more promising bigger picture,” she adds. 
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Into the mainstream

Investing responsibly in fixed income is, 
increasingly, becoming part of the 
mainstream. Many investors expect their 
bond portfolios to take environmental, 
social and governance (ESG) factors and 
risks into account – and asset managers 
have flocked to meet this demand.

Signatories to the UN-supported 
Principles for Responsible Investment 
(PRI), the world’s leading proponent for 
responsible investment, account for tens 
of trillions of dollars of assets under 
management, of which around 40% is in 
fixed income.1 Over 150 investors with 
nearly US$30 trillion of assets under 
management, and 19 credit rating 

agencies, have signed the PRI’s statement 
on ESG in credit risk and ratings.2 

These statements of intent have led to 
significant progress in fixed income 
approaches that take ESG factors into 
account. Indices for equity investors 
focused on ESG issues have been a 
long-standing feature in the marketplace, 
but index providers have moved to launch 
bond indices too: for example, in 2018, the 
JP Morgan ESG index was launched, 
focusing on emerging market debt from 
issuers with strong ESG practices.

Industry initiatives are also generating 
research and encouraging further 
innovations in this area. One of the most 

prominent is the PRI’s multi-year Credit 
Risk and Ratings Initiative, which aims to 
“enhance the transparent and systematic 
integration of ESG factors in credit risk 
analysis” by facilitating dialogue between 
credit rating agencies – who are crucial 
players in global bond markets – and 
investors.3

Perhaps the clearest demonstration of 
investor’s interest in ESG factors and how 
they relate to their bond portfolios is the 
growth of the impact bond market, 
whereby bond proceeds are used to 
support environmental and/or social 
progress. Impact bond issuance in 2019 
is set to hit a new record, and demand 
continues to outstrip supply.

However, even as interest and activity are 
booming, there are clear questions for 
bond investors to consider as they ponder 
the possibilities ahead of them, including:

 ● What exactly is responsible 
investment, and how does it differ from 
sustainable and impact investing?

 ● What does it mean to invest 
responsibly in fixed income?

 ● How can fixed income investors 
actively engage with corporate and 
sovereign issuers over ESG issues?

MARKET DEFINITIONS
Responsible investment is defined by the 
PRI as an approach to investing that aims 
to incorporate ESG factors, to better 
manage risk and generate sustainable, 
long-term returns.4

In other words, responsible investment is 
about managing risk. It is not about 
putting specific ethical considerations 
ahead of other criteria when creating 
portfolios.

This sets it apart from approaches like 
sustainable or impact investment, which 

aim for non-financial, as well as financial, 
objectives.

TAKING ACCOUNT
In any asset class, investing responsibly 
means taking ESG factors into account 
when analysing potential investments. 
This may depend on, or lead to, active 
engagement to better understand 
relevant risks and how they are managed.

Responsible bond investors will also 
focus on analysis and engagement that 
reflects ESG factors. However, in their 
activity, fixed income investors will 
typically focus on ESG factors’ relevance 
for default risk. 

Unlike equities, which represent a portion 
of ownership in an enterprise that could 
survive long into the future, most bonds 
pay regular coupons over a specified time 
period, then pay out principal at a pre-set 
maturity date. This means that the 
relevance and materiality of ESG factors 
will vary, even for different bonds from the 
same issuer. A bond due to mature within 
the next one or two years is considered 
less likely to bear material ESG risks than 
a bond due to mature far in the future, all 
else being equal.

TRADITIONAL

ESG factors not
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ESG factors 
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social and

environmental
factors

SUSTAINABLE

RESPONSIBLE

IMPACT

DIFFERENTIATING BETWEEN RESPONSIBLE, SUSTAINABLE AND 
IMPACT INVESTING

A responsible investment approach will 
be especially relevant for so-called ‘buy 
and maintain’ strategies, rather than a 
traditional strategy which will buy and 
sell issues over time in pursuit of its 
performance target. In a buy and 
maintain approach, avoiding default is a 
paramount concern – and so we believe 
awareness and engagement over material 
ESG risks is an important consideration.

INVESTOR ENGAGEMENT
Equity investors have the ability to vote to 
directly influence company management 
and practice. Fixed income investors do 
not have this power, but they retain 
significant influence. As providers of 
finance across global markets, the 
influence of bond investors is significant. 
Failing to satisfy bond markets’ 
expectations will likely lead the cost of 
borrowing to rise, and so bond investors 
can often enjoy access to senior 
management and key stakeholders.

Bond investors can also influence 
non-listed companies and sovereigns, 
unlike equity investors. While 
engagement over sovereign issuance can 
be more challenging, it is possible for 
bond investors to collaborate on specific 
issues. Smaller sovereign issuers may 
also be open to dialogue about providing 
greater transparency on certain topics 
and to work out how to improve practices, 
in order to achieve greater access to 
markets and more attractive pricing.

Given the numbers, it seems the 
integration of ESG factors within fixed 
income investment decision-making is 
here to stay. The next challenge will be for 
investment managers to offer clear 
evidence to investors of the difference 
this makes to their analysis and 
engagement, and ultimately, to their 
bond portfolios.

The growth of sustainable investment presents responsible bond investors with new 
opportunities to apply ESG factors to fixed income markets. Here, Insight Investment  

   considers the growing role of responsible investment in fixed income.

Source: Insight Investment
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2 Source: PRI ESMA Consultation Response. March 2019.
3 For more information, please see https://www.unpri.org/credit-ratings
4 Please see https://www.unpri.org/pri/what-is-responsible-investment
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Towards the light
China’s commitment to green policies and major new 

improvements in corporate governance across other 
emerging markets (EM) such as South Korea are just two signs 
EM governments and companies are increasingly taking ESG 
seriously, according to Newton portfolio manager, emerging 
market equities, Naomi Waistell.

As sustainable investment moves into the 
mainstream in the developed world, 
emerging market companies and 
governments are also looking to embrace 
ESG. Although much of their focus has 
initially centred on corporate governance 
enhancements – such as company 
ownership mechanisms and mentalities; 
board structures; relationships with 
related parties, and uses of capital – 
focus is increasingly turning to 
environmental issues as well.

Emerging markets have been perceived 
as the poster children of pollution and 
fossil-fuel heavy energy industries. All too 
often in the past EMs such as India were 
associated with lax environmental 
protection – illustrated by episodes such 
as the 1984 Bhopal chemical disaster. 
This, matched with relatively historically 
weak regulation and high corruption 
levels in many countries, presented some 
serious obstacles to ESG-aware investors 
interested in exploring EM potential. 

Yet times are changing. Large emerging 
markets like China, which has seen 
phenomenal economic growth, now 
recognise this has come at a serious 
environmental cost. China is seeking to 
redress this by declaring ‘war’ on 
pollution. Its Beautiful China initiative, 
seeks to create good working and living 
environments for its people while helping 
to underpin global ecological security. 

While policies such as these aim to 
promote sustainable, high-quality, 
economic growth, they also serve a 
symbiotic function, as they can help 
improve governance, transparency and 
working practises. In turn, this can help 
attract a higher number of overseas 
investors.

CHINA POLLUTION
Four decades of rapid industrial growth 
transformed China into the world’s 
biggest carbon emitter. In 2015, Chinese 
air pollution was so extreme that 
independent research group Berkeley 
Earth believes it was contributing to 
around 1.6 million deaths a year.1 

In January 2017 the country’s air pollution 
levels again reached dangerous highs 
– as high as 24 times the safe levels 
designated by the World Health 
Organisation2 in some regions. The 
government responded by announcing 
environmental pollution control was a top 
three priority (along with reducing poverty 
and managing financial risk).

According to the World Economic Forum, 
China needs an estimated US$6.4 trillion 
to US$19.4 trillion to finance its transition 
to a greener economy.3 Yet, already it is 
making huge strides. In the four years 
from 2014, it has managed to cut 
potentially deadly fine air particulates by 
a 32% average.4

In aggregate, China is also now reportedly 
the world’s largest producer, exporter and 
installer of solar panels, wind turbines, 
batteries and electric vehicles (see box), 
placing it at the forefront of the global 
energy transition.5 

China is also taking action on other fronts. 
Until recently it was one of the world’s 
biggest recyclers of foreign plastic and 
other refuse and waste. Between 1992 
and 2018 China had imported 106 million 
tonnes of refuse, including plastic bags, 
bottles wrappers and other containers.6 
Recently it announced it no longer wanted 
to be the “world’s largest garbage dump”, 
banning the import of millions of tonnes 
of plastic, textiles and paper waste from 
other countries. 

While this has posed new problems for 
waste exporters in more developed 
markets, it underlines Beijing’s 
commitment to, literally, clean up its act. 

According to Newton’s Naomi Waistell, 
this war on pollution complements the 
wider ‘Beautiful China’ policy adopted by 
the Chinese government. 

“We now see China shutting down coal 
fired power stations, taking out jobs from 
old, dirty industrial sectors and looking to 
service sectors for growth. China’s air 
quality has improved significantly in 
recent years, though the country is still 
one of the biggest polluters on the planet. 
The Chinese government is trying to 

change that by using less coal and more 
gas. That said, change will come 
incrementally rather than through a ‘big 
bang’,” she says. 

India is another giant emerging market 
battling to address key environmental 
and governance concerns. Once almost 
exclusively dependent on thermal coal 
power generation, the country realised 
the disastrous impacts this could have on 
efforts to reduce and reverse climate 
change. Fortunately this realisation came 
just as the cost of renewable energies 
such as solar power fell dramatically. 

India has since scaled back its plans for 
new coal fired power stations and 
stepped up its focus on solar energy. Last 
year it announced its intention to launch 
a tender for 100 gigawatts of solar power, 
10 times the size of the existing largest 
solar tender in the world.7 

MAKING PROGRESS
While EMs continue to make further 
strides on the environmental front, 
Waistell adds it is important to remember 
individual emerging markets remain 
highly diverse, not least because of their 
specific existing natural resource mix, 
manufacturing skills and trade channels. 

She points out that important, but often 
less publicised, progress is being made to 
improve social and governance standards 
in emerging markets, which can be crucial 
for investments.

“ESG terminology all tends to be used 
interchangeably, and there is, as yet, no 
standardisation. This can lead to some 
misunderstandings. There is currently a 
lot of focus on the environmental side, 
but social considerations (such as labour 
laws and digital rights) and governance 
aspects are arguably as important for 
these countries and where a lot of 
change has been happening with high 
potential to influence investment 
markets,” she says.

Waistell points to South Korea, where the 
Korea Corporate Governance Service has 
established the Korea Stewardship Code 
and encouraged wider moves to improve 
transparency. In China, she adds the 

introduction of China Data Protection 
Regulations (CDPR), designed to govern 
cyberspace security and data protection, 
is a positive sign the government is 
working to boost levels of transparency 
and professionalism in an increasingly 
online business world. 

“While EMs are far from homogenous and 
standards vary widely, governance is 
showing definite signs of improvement 
across many individual companies and 
markets. More and more EM companies 
are producing Corporate Social 
Responsibility reports and holding 
themselves to higher standards of 
account,” she adds.

Waistell points out that while EMs are 
often challenged on their accountability, 
high level corporate scandals are far from 
rare in developed markets such as the US 
and EU. She also highlights the growing 
number of EM companies trying hard to 
improve their business and ethical 
practises in order to make themselves 
more attractive to global investors. 
However, she is less impressed with state 
run enterprises or business transacting a 
lot with the government in markets such 
as Russia and China, which are struggling 
to improve their governance and suggests 
investors should always look carefully for 
hidden risks in EMs. 

“Progress on ESG depends very much on 
the approach taken by individual markets 
and specific companies. When we think of 
professionalism and expected corporate 
standards across the EM universe, things 
are improving but there is still some way 
to go. In some cases institutional 
corruption is still prevalent. 

“It is important investors in these markets 
are diligent in their research in order that 
they can sort the wheat from the chaff. This 
comes down to looking at the structure and 
culture of companies and there is no 
substitute for doing deep due diligence on 
this with such a wide spectrum of quality 
on offer. While the private sector has shown 
significant improvement in raising 
standards in recent years major state 
owned enterprises are still a very common 
feature of the EM landscape and lower 

standards of behaviour and inefficiency are 
still rife in many of these organisations,” 
she concludes. 

TALKING ABOUT AN 
EV REVOLUTION?
While markets such as China and 
India look to renewable energy to 
reduce their reliance on fossil fuels, 
other technologies are also being 
developed to help clean up air and 
boost sustainability.

Electric vehicles (EVs) and 
associated battery development 
are at the forefront of these efforts. 
China has been particularly 
aggressive in its development 
of EVs, with often strong 
encouragement, in some cases in 
the form of subsidies, from central 
and regional government. 

According to the World Economic 
Forum, 200 million EVs will be 
on the road in China by 2040, 
accounting for 60% of its vehicles.8 

The latest BloombergNEF forecasts 
also indicate China could account 
for 48% of the global passenger EV 
sales market by 2025.9 

Commenting on the growing market 
for EVs in China, Waistell says: “For 
China the development of electric 
vehicles is very significant as the 
country is the largest producer and 
buyer of electric vehicles and wants 
to be a leader in global innovation in 
this area. 

“Its high rate of adoption has been 
driven by policy and subsidies, 
though these are now being 
reduced. Nevertheless, we expect 
penetration of EVs in China to 
reach 10% of car sales by 2022 
and the switch to EV technology 
could significantly aid air quality 
improvements in Chinese cities.” 

7 The Guardian. India’s huge solar ambitions could push coal further into shade. 30 June 2018. 
8 WEF. China is leading a surge in electric vehicle sales. 22 May 2018.
9 BloombergNEF Electric Vehicle Outlook 2019.

1 Bloomberg. China’s war on pollution will change the world. 09 March 2018.
2 Guardian. China smog: millions start new year shrouded by health alerts and travel chaos. 02 January 2017.
3 WEF. Here’s how China is going green. 26 April 2018.
4 New York Times. Four Years After Declaring War on Pollution, China Is Winning. 12 March 2018.
5 IRENA. A new world – the geopolitics of the energy transformation 2019.
6 Bloomberg. China Just Handed the World a 111-Million-Ton Trash Problem. 20 June 2018.
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Track to the future?
Industry 4.0, cited as the next industrial revolution marked by ground-breaking technologies 

such as artificial intelligence (AI), could have huge impact on business, investors and ESG 
considerations, say Walter Scott investment managers Tom Miedema and Alan Lander.

With long-held visions of smart homes, 
cars and phones coming to fruition, sci-fi 
writers of the 1960s are starting to seem 
more like prophets. Now, technologies, 
such as cloud computing, smart sensors, 
AI as well as big data analytics are coming 
together in ways which could profoundly 
alter the way products are created.

For many businesses, advancements in 
areas such as AI have already unlocked 
operational efficiencies and enhanced 
productivity. The benefits from an ESG 
perspective have been less widely 
discussed. 

“When you’re improving efficiencies, from 
an ESG perspective, you’re reducing 
energy consumption. That’s going to be 
good for the environment as well as good 
for companies because it will be better 
from a cost perspective,” Tom Miedema, 
investment manager at Walter Scott, 
says. “Also, if Industry 4.0 allows you to 
make products in a greater variety at 
lower costs and more efficiently, that 
should also be good for the world.” 

Alan Lander, investment manager at 
Walter Scott, agrees but adds a note 
of caution. Industry 4.0 is certainly a 
revolutionary trend in the medium to long 
term but the environmental benefits will, 
he believes, be slower to come. 

Although direct environmental benefits 
may be slow to realise as different 
industries move to join in the fourth 
industrial revolution, some sectors, like 
renewable energy, are early adopters.

RENEWABLE CHARGE
Miedema recently visited a UK-wind farm 
and saw it was implementing predictive 
maintenance, which uses a blend of 
sensors, data communication, central 

data storage and predictive analysis to 
prevent asset failure before it occurs.

Predictive maintenance can make a 
tremendous difference with wind 
turbines because they typically 
experience a variety of issues with gear 
boxes and faulty cooling systems, 
according to Miedema. 

“It allows the operator running the wind 
farm to use data from the sensors to 
predict when the turbines are likely to fail 
so they can put it in the maintenance 
schedule and make repairs or 
replacements,” Miedema says. “All of their 
turbines are controlled out of town, which 
happens to be not too far away. But, 
regardless of geography you can turn 
every single one off from there or from the 
company’s operations and maintenance 
headquarters located in another city 
altogether. They can see what’s 
happening on every turbine in real time,” 
he says.

Smart technology also enables wind 
farms to optimise the direction of 
turbines as well as the pitch of their 
blades to maximise electricity generation 
when a storm is brewing. This is quite 
significant as just one turn of an eight-
megawatt turbine is enough to power 
a house for 24 hours, according to 
Miedema. 

AUTOMATION
On the manufacturing front, Industry 4.0 
has prompted companies to integrate 
automation into production lines, which in 
turn has labour consequences, many of 
which may be considered in ESG screens. 
A large percentage of automobile plants 
already use robots but outside of the 
vehicle manufacturing industry, Lander 

and Miedema note such automation is 
used more sparingly. 

However, there are signs of wider 
adoption. For example, in the footwear 
industry, robotics and automation are 
finding their way into factories. One global 
sportswear company, previously known 
for a traditional business model of 
manufacturing shoes in Asia has a major 
new industry 4.0 style initiative, applying 
a raft of new technologies to revolutionise 
its production process, outlines Lander. 

“It incorporates a whole range of Industry 
4.0 technologies including automation, 3D 
printing and robotic knitting machines 
and can produce a pair of shoes without it 
ever being touched by a human,” Lander 
says. “It’s still a very expensive way of 
manufacturing a pair of trainers but it 
does allow the company to be flexible in 
its production and takes away the need to 
have manufacturing plants in low-cost 
locations.” 

As a result of such new processes, the 
shipping intensity associated with getting 
products to consumers could fall, which 
in turn should reduce the environmental 
costs of transporting goods, Lander 
notes. 

“There’s also the benefit of less waste 
because if they manufacture using 3D 
printing then there’s essentially nothing 
left over, they can use less raw materials 
and a lot less energy,” Lander says. “In 
certain industries, this opens up a huge 
potential for change. It will take a long 
time for those business models to shift, 
but I think it’s starting to happen.” 

Most factories are limited to the variety of 
goods they can produce because of 
stationary equipment tailored for specific 
purposes. However, by using new 

automated technologies, factories could 
produce a greater variety of products, 
according to Miedema. If factory 
utilisation is higher and there is less 
capital going into production equipment 
over time, it could potentially boost the 
bottom line. 

SOCIAL IMPACTS
Industry 4.0 may present environmental 
benefits but there is still some concern 
that social repercussions, important 
within a wider ESG context, could be less 
beneficial. Some fear lower-skilled 
manufacturing workers could be in 
jeopardy of being automated out of 
existence. 

“We’ve already seen many iterations of 
automation impacting people and that is 
one of the major challenges you have to 
think about when it comes to the 
potential social consequences of 
implementing these technologies,” 
Miedema says. 

History suggests the issue of workers 
displaced from low-skilled jobs 
eventually works itself out but, in the 
short term, those who are losing jobs may 
not have the skillset or necessary training 
to fill positions created by new 
technologies, according to Lander. This, in 
turn, could lead to political and social 
uncertainties as government 
administrations grapple with decisions 
regarding rising unemployment and a 
widening education gap. 

The chart below shows the expected 
change to education requirements for the 
US workforce by 2030, suggesting there 
will likely be a decline in labour demand 
for those with two-year college degrees or 
less compared to those with a four-year 
degrees or beyond, raising questions 
about educational needs and presenting 
potential social and sustainability issues. 

“You need to clearly invest in education 
from the lowest levels through lifelong 
learning and you need to have 
programmes in place, which allow 
workers to be flexible and move jobs 

without all of the usual bureaucratic 
hurdles,” Lander says. “In the short term, 
this has the potential to increase 
inequality and I think another 
misconception is that only low-skilled 
jobs are in jeopardy.” 

Lander adds that there could be a 
potential hollowing out of white-collar 
working areas, with highly skilled workers 
forced to go after low-skilled jobs, where 
they would not need retraining. That 
would weigh on labour productivity in the 
near term, but, he adds, new jobs may 
well emerge over time. 
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NET CHANGE IN TOTAL US EMPLOYMENT BY EDUCATION REQUIRED,  
2016-30* (NOT TO SCALE)
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Just a few decades ago, if you 
expressed some modicum of 
environmental awareness or concern 
for the planet, you might be called a 
hippy or a tree-hugger. Today, things 
have changed. 

As environmental and social concerns 
creep into the wider public 
consciousness, consumers are 

progressively being drawn towards 
brands acting responsibly.

In response, companies are integrating 
more and more purposeful messages into 
their marketing, as well as offering 
products with a reduced impact on 
human health or the environment. 
According to research from data and 
research provider Nielsen, in 2017 sales 

of food and beverages with sustainability 
claims outpaced the growth of their 
conventional counterparts significantly. 
Sustainable products are expected to 
account for a quarter of retail sales by 
2025, the research company predicts.

This is all linked to the rise of authenticity, 
fast emerging as one of the most desired 
brand attributes among consumers. 
Authenticity is all about being unique and 
genuine and one of the key ways in which 
companies are seeking to demonstrate 
authenticity is through establishing some 
kind of environmental or social purpose 
beyond just making a profit. For example, 
in 2011, just 20% of companies in the 
S&P 500 publicly disclosed 
environmental, social and governance 
(ESG) information; by 2018 that figure 
stood at 85%.1 We think this is going to 
continue to be a very important trend in 
the consumer goods sector.

There are two key sustainability myths 
still to bust though. This powerful trend 
is not unique to wealthy developed 

markets or just millennials. In fact, the 
research shows that while millennials 
care the most, they’re only slightly ahead 
of their older, Generation X, peers. 
Furthermore, emerging markets have 
been found to be the regions where 
consumers care the most about 
environmental issues, most probably 
because they are living with some of the 
worst effects of pollution and climate 
change and this is only expected to 
worsen.

However, consumers within these 
regions have different requirements. In 
markets like India, it is about traditional 
ingredients long associated with health. 
As such, local companies with their 
on-the-ground knowledge tend to 
dominate the market. In China, where 
the increasingly affluent consumer 
wants to use this wealth to buy 
themselves the best they can afford, 
sustainability is ‘premiumised’ and 
associated with better functionality and 
higher quality ingredients.

In markets like the US and the UK, 
consumers tend to be more educated 
about sustainability. As such, companies 
face the challenges of standing out in a 
crowded market, while understanding 
what specific type of sustainability the 
consumer is seeking.

The challenges do not stop there. 
Authenticity branding isn’t necessarily 
always a winner. Sometimes, if not 
carefully thought through or correctly 
executed, messages can seem jarring, 
patronising, or just plain offensive to 
certain groups. 

Added to this, social media has given 
brands closer connections with their 
consumers and while this can help them 
to disseminate ‘authentic’ content that 
resonates with shoppers, it also works 
both ways. Consumers are quick to be 
critical when they don’t like a message.

It’s hard to assess what impact this has 
on a brand (other than giving social 
media managers a headache), as 

unsurprisingly companies aren’t keen to 
shout about campaigns which have gone 
wrong. However, it’s obviously damaging 
to brand perception as well as a waste of 
a marketing budget. 

When executed well, though, such 
initiatives can have a very positive 
impact on brand value. A survey by 
consultancy BrandZ found that brands 
perceived as having a high level of 
positive impact have grown their value 
2.5 times more than those with a low 
perceived impact. These sustainability 
messages are only getting more 
impactful, with companies starting to 
enter political discourse in order to 
stand out in the competition for 
consumer engagement.

At the same time, it’s important to make 
sure that these messages are well 
judged and coherent with the overall 
company because when it comes to 
authenticity, consumers know a fake 
when they see it.

A NEW LEAF: WALTER SCOTT VIEWS ON MILLENNIALS AND ESG 
In the US, the ESG agenda is becoming 
increasingly evident. New Yorkers will 
soon no longer be able to leave grocery 
stores with single-use plastic bags due 
to a legislative bill the state passed 
which is set to go into effect by March 
2020. In turn, Disney and Starbucks 
are just two companies pledging to 
eliminate the use of single-use plastic 
straws in favour of biodegradable 
alternatives. 

Against this backdrop of change, 
millennials, or those born after 1982 
and before 20042, are generally 
considered to be the cohort most 
focused on ESG. According to a study 
on how young investors could reshape 
the world, 86% of millennials are 
interested in sustainable investing.3 

As their proportion of the workforce 
and impact on society grows, there 

is an argument to state they have 
been influencing other generations 
to become ethically minded, place 
greater importance on corporate 
responsibility and develop a healthy 
respect for the environment.

Paul Loudon, investment manager at 
Walter Scott, says while millennials 
are playing a central role in the rising 
interest in ESG investing, it is an area 
of growing attention for all age groups. 
It is a gradual long-term secular trend, 
he notes. 

Regardless of the inevitability of 
ESG momentum, sustainability 
commitment by many millennials, 
coupled with their increased spending 
power as they come into full bloom, 
is likely to push ESG investing even 
further into the spotlight. 

PERCENTAGE OF SURVEY* RESPONDENTS WHO SAID IT IS ‘EXTREMELY’ OR 
‘VERY’ IMPORTANT THAT COMPANIES IMPLEMENT PROGRAMMES TO IMPROVE 
THE ENVIRONMENT

%

It is extremely or very important that companies implement programs to improve the environment
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1 Governance & Accountability Institute 2018.
2 The Atlantic: Here Is When Each Generation Begins and Ends, According to Facts, 25 March 2014.
3 Morgan Stanley: How Younger Investors Could Reshape the World, 24 January 2018.

Being 
on brand

With demand for authenticity, a desired brand attribute 
among consumers, a growing number of companies are 

devoting more time and money to environmental concerns, says 
Newton responsible investment analyst Lottie Meggitt.



Making an impact
Featuring similar fundamentals as conventional debt, impact bonds are appealing to the 

social conscious of investors. Insight Investment looks at the growth in impact bonds and 
supply and demand.

Investors are increasingly seeking more 
than financial returns: demand is growing 
to have a positive impact with their money 
as well. Whether they are seeking to boost 
environmental projects or social 
development, fixed income markets are 
providing new opportunities for investors 
to do so. 

Impact bonds, also known as 
sustainability bonds, aim to use their 
proceeds to support environmental and 
social progress. The market has boomed 
in recent years, with issuance in 2019 set 
to hit a new record, and demand, so far, 
has comfortably absorbed supply.

However, questions remain for investors 
who are considering sustainable 
issuance. There are no agreed industry-
wide standards, leading to a wide 
variation in quality and types of available 
investments; demand for such debt is so 
strong that it has raised concerns about 
whether there is enough supply in the 
market; and as with any investment that 
incorporates some element of non-
financial objective, investors may be 
concerned over whether they will 
generate returns equivalent to traditional 
debt instruments.

There are different types of impact bonds. 
Most in the market are green bonds, 
which aim to use their proceeds to 
support environmental progress. There 
are also social bonds, which focus on 
social development; sustainable bonds 
aim to support both environmental and 
social projects.

While the proceeds are typically used 
to support specific projects or 
developments, and progress on those 
projects or targets may be reported to 

investors, these bonds will otherwise 
operate like conventional debt, offering 
a coupon and/or principal to investors.

A primary concern for investors in 
sustainable issuance is whether they are 
getting what they pay for. A lack of agreed 
standards, patchy reporting and weak 
commitments raise significant questions.

This reinforces the need for detailed 
analysis. There are many excellent 
examples of impact bond issuance: the 
Netherlands recently issued a green bond 
with a clear framework, aspirational 
targets and transparent reporting.

On capacity in the market, historically, the 
supply of sustainable issuance was 
relatively limited making it difficult to 
diversify, with governments, financials 
and utilities dominating the market.

But recent growth, with issuance from a 
wider range of sectors and a sharper 
focus on best practice for sustainable 
issuance, means there appears to be 

enough supply for investors seeking to 
build viable and diversified sustainable 
bond portfolios. If current trends 
continue, this is likely to improve 
even further.

As for performance, most impact bonds 
are issued by companies or countries that 
also issue conventional debt. The strong 
demand for impact bonds relative to 
conventional debt may arguably lead to 
investors paying a premium for some 
impact bonds, but there does not appear 
to be any systematic impact on pricing of 
such debt, even if new issuance is often 
oversubscribed.

For investors seeking performance in line 
with a traditional bond portfolio, but with 
a positive impact on the environment or 
society, impact bonds may be an 
attractive option. As with any asset class 
at an early stage in development, careful 
analysis and security selection are crucial 
to ensure a portfolio can achieve both its 
financial, and non-financial, objectives.

OUTCOME-BASED RETURNS
The term ‘impact bond’ is also used to describe contracts under which investors 
provide finance to a project, and receive a return linked specifically to the project 
outcome.

While these are referred to as bonds, they tend to be highly idiosyncratic with 
terms reflecting the specific parameters of the underlying project and its 
objectives. Such bonds are not readily comparable with fixed income instruments 
that are tradeable in the financial markets.

For example, £5m in finance was raised in 2010 to launch a ‘social impact bond’, 
which aimed to reduce recidivism among offenders with short sentences leaving 
Peterborough Prison in the UK. 

In 2017, it was announced the project had reduced reoffending by 9% compared 
to a control group, exceeding the target of 7.5% set by the UK Ministry of Justice. 
This led to investors receiving a payment equivalent to their initial capital plus 
c.3% pa over the period of the investment.1
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1 For more information, please see: https://www.socialfinance.org.uk/peterborough-social-impact-bond.
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