February_16-17_21.qxp_February 2021 04/02/2021 13:04 Page 1

Sustainable investments

Climate of change
Julia Dreblow
discusses the
need for an allencompassing
approach from
the investment sector
for the benefit of all
involved

The first piece I wrote for Investment Life
and Pensions Moneyfacts, back in
September 2014, was called ‘Trust and a
cleaner, greener future’. Back then, my
enthusiasm for sustainable, responsible
and ethical funds was pretty unusual and
our ‘SRI Styles’ fund classification
system, described in that piece, was quite
a novelty.

What a difference a few years can make.

In October last year, Richard Monks, Director
of Strategy at the Financial Conduct
Authority (FCA), gave the keynote speech at
our annual SRI Services and Partners Good
Money Week conference entitled ‘Building
Trust in Sustainable Investment’ – and
innovation is rife.
So why the shift? In brief: climate change.
The Government committed to delivering
‘net-zero emissions by 2050’ in 2019
because of the horrors the climate crisis
could unleash. One of its many casualties
would also be the financial system we know
today, which is why climate is seen as a
‘financial stability’ risk. Managing that risk,
and related issues, requires the investment
community to be on board.
Prior to the Paris Climate Agreement in
2015, many in sustainable investment were
keen to ensure heavy-handed regulation
would not risk stifling necessary innovation.
That time has passed. With welcome
innovation has come opacity that is
confusing clients, undermining trust – and
most importantly, threatening efforts to
respond to climate change.

Regulatory guardrails are now needed.
Our departure from the EU means that we are
no longer part of the ambitious Sustainable
Finance initiatives we helped create – but that
does not mean the UK should not act. While
we await clarification of what ‘equivalence’
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and ‘matching the ambition of the EU
sustainable finance action plan’ mean, UK
regulators are focused on what they can do.

The Bank of England (and the Prudential
Regulation Authority) are particularly well
versed in this area. The FCA has also now
thrown its hat firmly in the ring, both at home
and internationally (at IOSCO). With regard
to retail funds, their current focus is clarifying
existing rules. Richard Monks’ speech listed
five areas the FCA is currently considering.
These are now being socialised and may
soon evolve into a new set of principles.
The boxed text below is from Richard’s now
published speech, my thoughts follow each:
[https://www.fca.org.uk/news/speeches/build
ing-trust-sustainable-investments].
1. Consistency in messaging and approach.
A product’s environmental, social, and
governance (ESG) focus should be clearly
stated in its name. And then reflected
consistently in its objectives, its investment
strategy, and its holdings. This is all about
ensuring that a product really does do what
it says on the tin and matches consumers’
expectations.
Getting this right is crucial if we are to deal
with greenwash – some of which results
from poor communication, some of which
may be more cynical. Both are ‘own goals’.

This indicates that funds with names such as
‘sustainable’, ‘ethical’ or ‘ESG’ that invest in
ways that are barely discernible from other
funds are likely to prove problematic.
Meaning that fund managers can continue to
hold major polluters and highly controversial
companies – and but not in sustainability,
ESG or similarly labelled funds. Managers
with comprehensive and well-signposted
stewardship strategies may be fine – but
they should expect questions if that is their
main ESG strategy.
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When unsure about holdings, the question
asked by the founders of the UK’s first
ethical fund, (the Stewardship Committee of
Reference, est 1984) was often: ‘What
would the man on the Clapham Omnibus
think?’. I appreciate that does not sound as
impressive as trotting out references to
regulatory articles – but I’d recommend it
as a rule of thumb.
So, in essence interested ‘end clients’
should be able to follow the logic of a fund
from its name through to its actual
investment activity. If that cannot easily be
done, the fund fails the ‘Ronseal test’.

2. A product’s ESG focus should be clearly
and fairly reflected in its objectives. Where a
product claims to target certain
sustainability characteristics, or a real-world
sustainability impact, its objectives should
set these out in a clear and measurable way.
The subject of ‘objectives and
measurement’ is more complicated.

Starting with ‘objectives’. Today, many
funds with ESG-related themes, policies
and aims, do not reference this in their
objectives. If a fund’s objectives do not
mention ESG or sustainability, it is
questionable whether or not it should be
managed or marketed in that way. Linked
to this, bland platitudes and hidden caveats
should also be regarded as problematic.
‘Impact funds,’ by contrast, lead the way in
more granular ‘real world’ measurement.
Although they should not overstate their
influence, some can rightly claim to have
helped to deliver, for example, emission
reductions, children educated, water saved
– alongside financial performance.

For additional ‘sustainability
characteristics’, my view is that both high
level and more granular impacts, some of
which will not be easily measurable, are
highly relevant. Inappropriate marketing like
‘does no harm’ aside, having wider aims
like ‘directs investment towards more
sustainable companies’ ought to be
acceptable – and applauded – providing
they are true.

Such funds – which are typically ‘themed’
and, or ‘screened’ – often report that they
‘aim to deliver positive impacts’ (as worded
in our Fund EcoMarket filter options). Some
measure specific impacts, such as carbon
saved, but rightly shy away from going
much further because of data concerns.

Each of these strategies can be ‘real world’
helpful. Some funds will however need
more explanation than others – and some
may need rethinking. Conventional looking
funds, with opaque, unambitious
methodologies will have the biggest mountain
to climb.
3. A product’s documented investment
strategy should set out clearly how its
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sustainability objectives will be met. This
should include describing clearly any
constraints on the investible universe. This
includes any screening criteria and
anticipated portfolio holdings. This should
also include the fund’s stewardship
approach and actions the fund manager will
take if investee companies are failing to
make the desired progress.

I'm entirely supportive of this view providing
it accommodates more positive strategies
(not just ‘constraints’) and softer strategies
(like ‘tilts’).

The reference to the often undervalued
area of ‘stewardship’ is particularly
welcome. The reason for this is that while
we must invest far more in ‘solutions
companies’, they alone cannot avert
catastrophes. Polluters need to stop
polluting (likewise reducing plastic waste,
eliminating slavery...). One of the best ways
to encourage change is for company coowners (equity investors) and financiers (eg
bonds, banks) to make their requirements
known, request transition plans and – if
necessary – pressure directors to improve
business practices.

4. The firm should report on an ongoing
basis its performance against its
sustainability objectives. This is about giving
consumers the information they need to
understand whether the stated objectives
have been achieved in a quantifiable and
measurable way.

Twenty years ago, in a previous life,
alongside monthly bullets and other
literature, we posted out quarterly
Stewardship newsletters (called ‘Principles’)
at great expense. The opportunities for
reporting against sustainability objectives
today are almost limitless. Data is better
and communication is far cheaper.
Indeed at a time of heightened awareness
and fear – in a fast-moving market – end
investors should be able to see examples
of what their money is doing at the click of
a button. Many of the fund managers we
work with write exceptional thought pieces,
blogs, stewardship and voting reports as
well as explanatory literature. The best are
firmly planted in ‘the real world’.

New metrics are emerging that will help
with all of this. The Task Force on Climaterelated Financial Disclosures (TCFD) has a
leading role to play helping investors to
assess climate risk, and the proposed
‘Forward Looking Climate Metrics’ – where
investors project forward implied
temperature increases from their total
holdings – should also be helpful (see FCA
paper PS20/17), as may aspect of SFDR.

In brief, watch this space.

5. The firm should assure ESG data quality,
understand their source and derivation, and
articulate clearly and accessibly how it is

used. This includes the use of ESG ratings
in the investment process.

This makes sense of course but could
prove challenging. Many investment
professionals have economics degrees (or
similar) and were taught that environmental
and social issues were ‘externalities’ (hence
the term ‘non financial’ that continues to
appear in regulation) – so may not be well
placed to interrogate data providers. I am not
sure ‘caveat emptor’ is quite the right term,
but in essence, it must apply. My advice for
all concerned is to ask lots of questions – and
read ‘Doughnut Economics’ by Kate Raworth.
UK regulators know that ‘business as usual’
will deliver global temperature increases of
+3 to +4 degrees centigrade this century,
which puts global financial stability – and far
more – at risk.

Copernicus reported recently that mean
global temperatures were 1.25 degrees
above the 1850-1900 average in 2020,
meaning that we are losing the climate
change battle. Yet it is a war we must win.
Mapping – and getting on to the ‘Road to
Net Zero’– is therefore crucial.

If this is to happen, we will need better
regulation so that markets incentivise and
reward transitions to cleaner practices.

Thankfully those who enjoyed poking fun at
ethical funds – and skated on particularly thin
ice picking holes in often excellent
performance – have now mostly changed
their minds, launched their own ESG funds
or services or retired. As such, I would expect
most investment professionals to welcome
proposals of this kind – some because they
have been calling for clarity for years, others
because they need extra guidance.

If you fear bubbles, my view is that
sustainability focused fund strategies can
and should remain diverse. There are many
ways investors can – and must – encourage,
incentivise and reward progress. Opinions
on risks and opportunities will also continue
to vary, as will client needs’.

The Biden administration will add terrific
impetus to the battle against climate change.
But if sustainable investment is to help deliver
the ‘real world’ future people want, alongside
financial performance, it must be trustworthy –
and make intermediaries lives easier.
Some unambiguous principles would, in my
view, be an excellent way to strengthen its
foundations as sustainable investment
edges towards being ‘BAU’.

https://www.fundecomarket.co.uk/help/buildi
ng-trust-in-sustainable-investment-fcaspeech – link to blog, video and text.
Julia Dreblow is a Director of SRI
Services and Founder of the open fund
database Fund EcoMarket.
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