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The Generation Foundation

Al Gore and David Blood

When we founded Generation Investment
Management in 2004, the concept of sustainable
investing was widely considered an admirable but
fringe approach. Now, 17 years later, sustainable
investing has not only become mainstream, but

is recognised as a mark of prudent investment
practice. Pioneering analyses like the ‘Freshfields
report’ in 2005, and Fiduciary Duty in the

21st Century helped drive this transition by
challenging accepted wisdom about investors’
duties and helping them re-envision their roles.
And in the intervening years, environmental,
social and governance issues have introduced both
new risks and new opportunities across investors’
portfolios, awakening many to the material costs
of failing to incorporate these values, as well as
the prospects for using ESG analysis to better
identify new, fast-growing business trends.

Yet, too many investors still approach ESG
investing from a defensive posture. We consider
that risk management alone is not enough.

Investors should make decisions on the basis

of risk, return and impact in order to take full
advantage of the opportunities provided by what
we call the Sustainability Revolution.

This first-of-its-kind report, commissioned by
The Generation Foundation, PRI and UNEP FI,
considers the role of the investor as an active
agent in shaping the world around us, rather
than as a spectator betting on the side lines. This
detailed, global legal analysis demonstrates that
investors should feel empowered to set impact
goals and measure progress against them. It also
highlights what must change to ensure that the
rules that govern our financial system foster a
truly sustainable economy.

We hope that investors, intermediaries,
policymakers and regulators will read this report
as a call to action to build a better financial
system. We do not have another 17 years to wait.

CONTENTS

> FOREWORDS
INTRODUCTION
ACKNOWLEDGEMENTS
EXECUTIVE SUMMARY

A. INVESTING FOR
SUSTAINABILITY IMPACT

B. THE EXTENT TO WHICH
THE LAW REQUIRES OR
PERMITS IFSI

C. AREAS FOR LEGAL REFORM
ANNEXES

GLOSSARY

REFERENCES

Freshfields Bruckhaus Deringer LLP



A LEGAL FRAMEWORK FOR IMPACT: SUSTAINABILITY IMPACT IN INVESTOR DECISION-MAKING

FOREWORDS

United Nations Environment Programme (UNEP)

Inger Andersen

The Sustainable Development Goals and the Paris
Climate Agreement are our best chance for not
only a livable but also a brighter future. Reaching
these goals requires an updated financial system
that is fit for purpose — one in which assessing
and accounting for the sustainability impact

of investment decision-making is a core part of
investment activity. This groundbreaking report
provides a much-needed roadmap.

To date, despite significant advances, capital
markets continue to operate beyond sustainability
boundaries. It is clear that we need to change. The
science cannot be disputed. Business-as-usual is
having a devastating impact by propelling climate
change, destroying nature, and raising pollution
levels. The triple planetary crisis is not only being
exacerbated by inequality, but it is also likely to
further deepen inequality. At the same time, we
are seeing a rapid awakening in some segments

of society, and in particular among young people,
demanding better from business and government.
Capital markets must treat all these risks as the
serious, systemic risks that they are.

Investing and collaborating for sustainability
impact is no longer optional. It is essential for
financial stability, for managing systemic risks,
and for protecting the world for our children. It
is now clear that investors can and must consider
how these issues affect their goals and their
impact on the real world.

This report offers a blueprint for how to better align
the provision of finance with sustainability objectives,
looking at existing opportunities and obstacles.

Taking account of the vast regulatory landscape,
this report identifies areas of reform to foster

a more supportive environment for investors

to integrate impact into investment decision-
making. For capital markets to significantly help
solve the big societal issues we face requires
regulatory frameworks that move beyond merely
integrating ESG issues where they are financially
material, towards more effective integration of
sustainability impact. This requires determined
and collective action from investors, policymakers
and regulators, unified in the journey to achieving
the goals of the Paris Agreement and the SDGs.

As stewards of the common good, it is vital that
all actors steer our world onto a more sustainable
path. A Legal Framework for Impact highlights
paths forward to strengthen the financial system
so that impact is systematically managed by

all investors — a pre-requisite for meeting our
sustainability goals. The health of people and
planet, as well as of investments across the world,
depend on investors and policymakers engaging
with the issues addressed in this report.
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Principles for Responsible Investment (PRI)

Fiona Reynolds

Responsible investment has come a long way over
the past few decades as investors have started

to recognise the importance of ESG issues to

their investment decisions. This has been driven
in large part by the Freshfields report of 2005
which concluded that investors are permitted and
arguably required to integrate ESG factors into
their analysis, and the subsequent UNEP FI, PRI
and Generation Foundation programme: Fiduciary
Duty in the 21st Century, which determined that ESG
factors must be considered for investors to meet
their fiduciary duties.

Today investors are starting to look beyond

the impacts of ESG risks on their portfolios to
understand the impacts their portfolios have on
the real world around them —the world their
beneficiaries live in and will ultimately retire
into. They are beginning to assess, measure and
manage the real-world sustainability outcomes of
their investment activities.

As it currently stands, many investors still do
not systematically consider their role in shaping
sustainability outcomes. But this mode of
operating, without considering the positive and
negative impacts of investments on people and
the planet, will not be sufficient for a sustainable
economy. A gap has emerged in the ways of
working we need in responsible investment to
minimise harms and deliver on increasingly
urgent environmental and social needs.

The Legal Framework for Impact project was launched
by PRI, UNEP FI and The Generation Foundation
to address this gap. This groundbreaking report
shows how investing for sustainability impact is
relevant for all investors, and that they will likely
have an obligation to consider doing so where it
can help in pursuing their financial objectives. It
lays the foundation for the financial policy reforms
we need to reorient investors and, through them,
markets and economies towards net zero and
inclusive, sustainable economic growth.

The clock is ticking on our opportunity to achieve
the Sustainable Development Goals and align with
the Paris Agreement and it is clear that we need
to move faster and go further. PRI, UNEP FI and
The Generation Foundation are launching a 3-year
work programme to translate the findings of the
report into jurisdiction-specific engagement with
policymakers, lawyers and investors on investing
for sustainability impact, so we can work together
to accelerate change.

A paradigm shift towards investing for
sustainability impact is upon us. This is a new
frontier that we must navigate together.
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Georgia Dawson and Edward Braham

We are proud to have been asked to produce
this report, in collaboration with firms in our
StrongerTogether network. The report addresses
the pressing issue of how far institutional
investors are legally required or permitted to
invest for sustainability impact, covering the
world’s major investment hubs.

The report sets out the law as it stands and
indicates the direction of travel around the world. It
also lays out policy options that facilitate investing
for sustainability impact. It should therefore help
investors, business leaders and policymakers.

The firm’s 2005 report on institutional investor
duties for the UNEP FI has been highly influential
in sustainable finance practice and regulation
around the world. It also affected the firm’s own
thinking and contributed to our decision in 2007
to be carbon neutral, a key milestone towards the
larger goal of net zero and delivering on broader
sustainability goals.

More than fifteen years on, with global society
increasingly appreciating the importance of
sustainability issues and their interdependence
with finance and economic activity, the questions
addressed in this report have never been more
urgent. We hope that this report contributes to a
brighter future for the world.
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INTRODUCTION

This report is about achieving the goals we
value. It is about how institutional investment
management can help with that, and it is about
how the law supports the process.

The goal most associated with institutional
investment management is earning a financial
return. People and organisations depend on
institutional investors to generate the finance
they need to sustain themselves. Earning a
financial return is a valued goal.

But earning money is obviously not the only goal
we have for our lives or for our world. It exists
alongside broader goals concerning the quality of
the social and natural environment we inhabit, or
at least its sustainability. These too are valued goals.

There may have been a time when it was possible
to approach the goal of earning a financial return
largely in isolation from the others. In reality,
however, financial and economic systems are
part of wider social and natural ecosystems, the
health of which is vital to broader goals. Financial
and economic systems can help these ecosystems
flourish, particularly in their social dimension.
However, they also depend upon and can
adversely affect them. They can both strengthen
and undermine the systems on which they rely.

The impact of laws on how people behave depends,
among other things, on what those laws say, but
also how they are understood and followed in
practice. Both are affected by prevailing beliefs
about the way things are. If it has been assumed
that investment could be approached as no more
than an exercise in generating financial return,
detached from its social and natural environment,
then it is not surprising if laws and the way they
have been understood have reflected that.

But if it was once possible to approach the goal
of earning a financial return in isolation from
other valued goals, that time is not now. The
interdependence between financial and economic
activity and the systems on which it relies — and
on which achieving broader goals depend — is
ever clearer.

Because of that, there has been an increasing focus
on the financial community as a source of solutions
and on the question of whether finance law needs
to change to achieve sustainability-related goals. At
least in part, that question needs to be answered
through political processes. The challenges are
systemic, and finance is part of the system, so
clearly finance has a role. However, solutions also
involve looking more widely at consumption and
production activities and facing questions of inter-
generational and inter-group justice.

It is therefore not the purpose of this report to
answer the question of what ought to happen.
Rather, the report looks at 11 jurisdictions

that represent a cross-section of investment

hubs, cultures and legal traditions, including

the world’s largest centres of investment
management. It asks whether the law as it

stands in those jurisdictions requires or permits
institutional investors, specifically pension and
mutual funds and insurers and their investment
managers, to tackle sustainability challenges in
discharging their legal duties and exercising their
discretions: does the law do so in order to enable
them to realise a financial return, and does it do
so in a way that allows them to treat resolving
some sustainability challenges as an end in itself?
This is, essentially, what is meant in this report by
‘investing for sustainability impact’. To the extent

the law does not require or permit that, and to
the extent the political processes mentioned above
determine that it should, the report also looks at
what options might be available to policymakers.

The report is, then, in three parts following the
executive summary.

Part A looks at what investing for sustainability
impact is, how extensive it is and growing
evidence that people want their money managed
so as to have positive sustainability impacts.

Part B addresses the question of whether the
law in the jurisdictions covered requires or
permits investing for sustainability impact,
considering both the ‘black letter’ of the law
and circumstances that are relevant to the way
in which it is applied.

Part C discusses options available to
policymakers to facilitate investing for
sustainability impact.

As well as focusing on the goals investors are
required or permitted to pursue, a key theme in
this report is cooperation. Many sustainability
challenges are essentially the result of problems
caused by multiple actors and require collective
action to resolve them. The outcome of a
collective action is the product of a multitude

of individual acts. However, those acts are not
atomised. They are trained on a common goal. In
investment markets, one way of achieving this
sort of coordination is through investor coalitions.
Policy intervention is another.

1 Mark Carney, Value(s): Building a Better World for All (William Collins 2021); David Rouch, The Social Licence For Financial Markets: Reaching For The End And Why It Counts (Palgrave Macmillan 2020).
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INTRODUCTION

In a sense much has changed and yet little has
changed since we started writing this report.
The sustainable finance landscape has developed
at dizzying speed, with a host of sustainability-
related initiatives and commitments from major
financial institutions, and an acceleration of
work among governments and NGOs. Much of
it is relevant to this report and is mentioned in
it. We had to hit a moving target. And yet, the
underlying sustainability challenges remain,
and in some cases are growing. The questions
addressed by this report are therefore as pressing
as ever.

We are enormously grateful to the considerable
number of people who have contributed to
providing answers, both the jurisdictional legal
teams in our offices and the members of our
StrongerTogether network who have prepared
the legal memoranda in the annexes and all

of those who have commented on and helped

in drafting it, whose names are included in

the acknowledgements that follow. We would
especially like to thank Philip Richards, Annabel

Sykes and Mark Kalderon for invaluable assistance

and challenge and the core team who have
supported the work: Emma Rachmaninov, Shona
Hughes-Daly, Olivia Carrington, Gabriela Rocha

Gomes Strieder and Angela Evans. We are grateful
to our clients, the UNEP FI, the PRI and the
Generation Foundation for asking us to prepare
the report and to the partners of Freshfields
Bruckhaus Deringer LLP for having made such

a generous commitment to it and given us the
opportunity to undertake this important work on
their behalf.

The concern of this report is a collective global
challenge and, appropriately enough, meeting
the challenge of preparing it, particularly during
the Covid-19 pandemic, has been very much a
collective global exercise.

David Rouch and Juliane Hilf
July 2021
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EXECUTIVE SUMMARY

KEY MESSAGES

What is the issue?

Human wellbeing relies on the sustainability of
key environmental and social systems. In some
cases, that sustainability is under threat. This is
partly the result of economic activity and, if not
addressed, will create risks to economic systems
and all who rely on them. Solutions require
action from individuals and institutions, but
also a system-wide response: collective action,
coordination and cooperation.

Investment is part of and depends on these
systems to generate financial returns. So, there is
a question whether the investment sector needs
to be more focused on addressing sustainability
challenges, even if its only motive in doing so is to
achieve its own financial purpose.

What is the solution?

Investment activity within the scope of ‘investing
for sustainability impact’, or ‘IFSI’, has been
identified as a way for the investment sector to do
just that. Investors are increasingly focusing on
their impact. Clarity on the legal framework for
doing so is therefore of key importance.

IFSI describes any investment approach where
investors intentionally seek (through the activities
they finance or otherwise) to influence what
investee enterprises and third parties do in
assessable ways that address sustainability
challenges. It therefore differs from many
existing forms of sustainable investing which
focus on integrating sustainability factors into
investment decisions but do not necessarily
involve intentional influence of this sort. It
addresses a similar issue to current work on
corporate purpose, but from the point of view
of investors. Growing evidence suggests that
this more purposeful investing is what many
individual investors want from those managing
their investments.

The aim of our project has been to establish
whether the law currently requires or permits IFSI
(looking at the main categories of asset owner and
their investment managers in 11 jurisdictions),
and to identify options for policymakers wishing
to facilitate IFSI.

Does the law require or permit IFSI?

To a significant extent it does although, given
the diversity of jurisdictions and investor

types covered, there are all sorts of variations.
Financial return is commonly the primary goal
of institutional investors, so the situation is
most clear where a sustainability risk bears on
investors’ duties to pursue financial goals. Here,
where sustainability impact approaches can be
effective in achieving an investor’s goals, the
investor will likely be required to consider using
them and act accordingly. However, there are
differences of understanding and uncertainties.
Cases where investors can pursue sustainability
goals for their own sake in parallel with financial
goals are more limited, but there are instances in
most jurisdictions, usually subject to prioritising
financial goals.

Whether institutional investors conclude in
practice that IFSI is legally required or permitted
will also depend on the circumstances in which
they act; for example, an IFSI approach might, in
principle, be attractive in a given case, but there
could be too much uncertainty as to outcome or
cost to adopt it. In addition, prevailing market
features, such as commonly used performance
benchmarks, may reduce attention to
sustainability factors in investment practice.

Facilitating IFSI: what can be done?

Since the behaviour produced by legal rules
depends on what those rules say and the
circumstances in which they are applied,

we identify options for policymakers

wishing to facilitate IFSI that tackle both.

They are possibilities for consideration, not
recommendations. They do not cover wider
interventions in primary economic activity or
fiscal policy (which can also fundamentally affect
investment decisions), although policymakers will
undoubtedly want to consider these.

Options include:

changing investors’ legal duties and discretions
and how they are understood in ways that
facilitate IFSI (such as allowing the pursuit of
sustainability goals as long as financial return
goals are prioritised, and a presumption in
favour of investor collaboration in tackling
sustainability challenges);

changing the circumstances in which rules are
applied in three broad ways: (i) building the
enabling environment for IFSI (eg by ensuring
the availability of decision-useful corporate
sustainability data); (ii) promoting in-depth
research to establish whether market features
(such as prevailing investment theory, the terms
on which investment managers are appointed
and stock lending to short sellers) may lead
investors to underweight sustainability

factors and steps to address this if so; and (iii)
strengthening market discipline (eg through
product labelling and governance rules for
sustainability-branded products and ensuring
that investors’ sustainability preferences are
properly reflected in the investment process).
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EXECUTIVE SUMMARY

EXECUTIVE SUMMARY

This report is about achieving the goals we

value. It is about how institutional investment
management can help with that, and it is about
how the law supports the process. It concerns an
approach to investing which is orientated towards
addressing sustainability challenges either to
achieve financial investment goals, or in addition
to those goals.

In this report, that approach to investing is

called ‘investing for sustainability impact’, or
‘IFSI’. IFSI is not a legally defined expression and
is not used in this report as a term of legal art.
Nor is it intended to add to the alphabet soup of
the sustainability world. Instead, it serves here

as no more than a ‘conceptual net’ to catch,
broadly, any activities that involve an investor
intentionally attempting (through the activities it
finances or otherwise) to influence the behaviour
of investee enterprises and other third parties

in assessable ways that can help to achieve
overarching sustainability outcomes — outcomes
consistent with the social, environmental,
economic and human rights goals suggested by
various international instruments such as the Paris
Agreement and the Sustainable Development Goals.

1.  Whatis the issue?

Human wellbeing relies on the sustainability of
key environmental and social systems. In some
cases, that sustainability is under threat. This is
partly the result of economic activity and, if not
addressed, will create risks to economic systems
and all who rely on them. Solutions require
action from individuals and institutions, but
also a system-wide response: collective action,
coordination and cooperation.

The investment sector is part of and depends on
these systems to generate financial returns. So,

there is a question whether it needs to be more
focused on addressing these challenges, even if
its only motive in doing so is to achieve its own
financial purpose.

Sustainable finance and investment activity has
grown significantly, driven among other things by
opportunities created by sustainability transitions
and a desire to protect financial asset value.

The need for investor attention to sustainability
factors is ever-more pressing. However, it is
unclear how far activities to date have helped in
achieving overarching sustainability outcomes.!

Some of the main forms of sustainable,
responsible or ESG investing tend to focus on
investing in enterprises considered as having a
positive sustainability profile and avoiding those
that are not. These investment approaches may
have an influence that is aligned with overarching
sustainability outcomes and could be used as part
of an IFSI strategy. However, in isolation, they do
not involve the investor intentionally seeking to
bring about assessable changes in the behaviour
of investee enterprises and others.

2. What is the solution?

Investor activities within the scope of IFSI would
involve seeking to bring about change in just that
way. Investors are increasingly focusing on their
impact. Clarity on the legal framework for doing
so is therefore of key importance.

The purpose of our project has not been to

test whether IFSI investment approaches can
bring about change, although it seems credible.
Rather, the principal aim has been to reach a
view on the basic question of how far the law in
key jurisdictions? currently requires or permits
investment approaches that fall within IFSI, as
part of or in addition to the usual financial goals

1 See for example, World Economic Outlook: A Long and Difficult Assent, International Monetary Fund, October 2020, Chapter 3.
2 The 11 jurisdictions covered represent a cross-section of investment hubs, cultures and legal traditions, but include the world's largest centres for investment management.

of investment. That said, the two issues are not
entirely separable. Consequently, we have needed
to assume for this project that IFSI investment
approaches can indeed contribute to achieving
overarching sustainability outcomes and help
realise institutional investors’ investment goals,
financial or otherwise.

IESI essentially addresses the same issue as
current attention to corporate purpose, but

from the point of view of investors: what is the
purpose of economic activity and how does it
relate to the wellbeing of people and planet?
Questions of investment purpose and corporate
purpose both concern what is valuable, not just
financially but also in terms of outcomes for the
social and natural environments on which people
depend. IFSI approaches these questions from
the perspective of investors, corporate purpose
from that of the companies in which they invest.
In answering them it is helpful to recognise

that they converge on similar ground. Growing
evidence suggests that this more purposeful
investing is what many individual investors want

from those who manage their assets (see Part A.4).
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3. What are the key characteristics of IFSI?

The key feature of IFSI is the sort of goals an
investor is pursuing (see Part A.1). IFSI will
always involve an investor intentionally using

its powers to try to bring about assessable
behaviour changes among business enterprises or
policymakers aligned with achieving overarching
sustainability outcomes. This includes, but is not
limited to, investment funding for sustainability-
focused projects. Influence could be direct, or
indirect through engagement with others, such
as scientific or industry bodies. In this report,
changes of this sort targeted by investors are
called ‘sustainability impact goals’. Targeted
changes can involve a reduction in negative or an
increase in positive impact, or both.

Sustainability impact goals could take many forms
ranging, for example, from a change in a business
process to reduce its negative sustainability impact
(such as polluted water emission levels), or the
launch of a new enterprise that involves a positive
sustainability impact (such as developing battery
technology), through to higher-quality enterprise
sustainability disclosures to inform investment
decisions and impact-oriented stewardship and
policy engagement. Goals could also involve

steps to achieve better policy alignment with
international sustainability commitments.

Two levels of impact. Investors engaging in IFSI
are therefore concerned with two sorts of related
sustainability impact.

First, the impact on social and environmental
sustainability of business enterprises, and the impact
of policymakers and other third parties on the
operating environment for enterprises and investors.
Second, the influence, or impact, that

the investors themselves can have on the
sustainability impact of enterprises, policymakers
and other third parties.

Some forms of sustainable, responsible, or ESG
investing essentially focus on the first sort of
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impact, as noted previously, by investing in
enterprises that have a positive sustainability
profile and avoiding those that do not. By
contrast, IFSI concerns both sorts of impact. It
involves an investor recognising that to achieve its
objectives it needs to pursue sustainability impact
goals by influencing the sustainability impact of
others (see Diagram below). What is often called
‘impact investing’ would be an example of this,
but IFSI covers a much broader range of practices
than has typically been the case with impact
investing to date.

Ways to pursue impact. Investors can pursue
sustainability impact goals in various ways.
However, the project has looked at the legal
position on investors’ use of investment

powers, stewardship activities and public policy
engagement. Which of these it is appropriate

for an investor to deploy in pursuing a given
sustainability impact goal, and in what
combination, will depend upon the precise
circumstances, including the sustainability goal
concerned and asset class. Legal attention has
hitherto tended to focus on the use of investment
powers. However, in public markets, there is

likely to be a particular role for stewardship and
policy engagement, especially when undertaken
collectively. Indeed, for the growing portion of
global assets under management (AuM) committed
to passive investment strategies these may
effectively be the only means of influence available.

Investors and investment relationships
covered. The concept of IFSI is not confined to
any section of the investment market or any
asset class (so would cover holdings of debt
instruments, funds and private equity interests as
well as publicly traded shares).

4. The purpose of IFSI: instrumental IFSI and
ultimate ends IFSI

The key defining feature of IFSI is the investor’s
purpose. IFSI will always involve trying to
influence the behaviour of third parties in ways
aligned with overarching sustainability outcomes,
but for what reason?

One reason will be protecting or enhancing the
financial performance of the investor’s portfolio.

In particular, targeting sustainability impact

goals might be intended to help support the
sustainability of economic, environmental and
social systems on which financial value depends,
the declining sustainability of which could (as
with climate change) create systemic risks to
investors’ ability to achieve their financial goals.
Another case might involve seeking an increase in
value through working with one or more investee
companies to address a given sustainability
challenge. However, an investor might also pursue
sustainability impact goals for reasons not directly
connected with its financial return objectives,
including treating impact goals as worthwhile
ends in themselves.
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This report makes a key distinction between two
kinds of IFSI based on this difference
(See Diagram).
Instrumental IFSI is where achieving
the relevant sustainability impact goal is
‘instrumental’ in realising the investor’s
financial return goals.

Ultimate ends IFSI is where achieving the
relevant sustainability impact goal, and the
associated overarching sustainability outcome,
is a distinct goal, pursued alongside the
investor’s financial return goals, but not wholly
as a means to achieving them.

The goals of ultimate ends IFSI can be broader
than instrumental IFSI. However, that does not
mean that they would necessarily be inconsistent
with investors’ financial goals, nor that they
should take priority over them. It simply means
that an investor’s decisions are partly motivated
by seeking to achieve a sustainability impact goal
for reasons other than achieving the investor’s
financial goals.

Clarity on this question of purpose is important
because of how the purpose of an activity
influences the way it is undertaken and its
outcomes, including which legal rules are relevant
and how they are applied.

5. How feasible is it in practice for investors to
set and pursue sustainability impact goals?

It is not the purpose of this report to answer this
question. However, it is relevant to the legal analysis.

Investors’ capacity to define sustainability

impact goals, assess progress towards them and
understand their own contribution is developing
but is more advanced in some areas and for some
aspects of sustainability than others (see Part A.2).
This presents challenges for investors, not least

in terms of expense. These challenges affect what
investors can and should do. That is because what
legal duties and discretions require or permit does
not just depend on what the relevant rules ‘say’
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Achieving the relevs
impact is ‘instruments

Ultimate ends IFSI
ing the relevant inability impact
is a goal in its own right (pursued alongside
the investor’s financial return goals)

the investor's financial return goals

ESG-Integration

Incorporation of environmental, social and governance
(ESG) issues into i t ainaly nd decisi king
processes to mitigate ESG-related risks for portfolio value

(their ‘black letter’) but also the circumstances in
which they are applied. Current challenges should
reduce as market understanding, methodologies
and practice develop and relevant, consistent data
become more available. However, for now they
may lead investors to focus on areas where the
ground is more certain, extending their activities
as this ‘market infrastructure’ evolves.

6. What level of global AuM is currently
subject to IFSI?

The concept of IFSI has not so far been used to
define AuM research, so there is no easy answer to
this (see Part A.3). An investor could engage in IFSI
in various ways. A proper answer would therefore
require a qualitative assessment; just because
assets appear to be subject to an IFSI approach
does not necessarily reveal much about its rigour
or outcomes.

Management of the bulk of global institutional
investor AuM (approximately $ 110tn) does not
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currently appear to involve IFSI. Nonetheless,
with important caveats including those just
mentioned, a significant and growing proportion
may be subject to IFSI at some level. This is based
especially on the activities of investor coalitions
whose activities appear to involve to some extent
pursuing sustainability impact goals. Members

of the NetZero Asset Managers Initiative and Net-
Zero Asset Owners Alliance control AuM of $ 43tn
and $ 6.6tn of AuM respectively.

The increasing concentration of AuM with a
number of large investment management firms
potentially gives them a particularly important role
in the development of IFSI investment approaches.

7. Does the law require or permit IFSI?

Investment markets involve a multitude of
different operators all of which may influence
how far investors engage in IFSI. However, at its
core, the answer to the question posed for our
project depends on legal rules applicable to two
categories of investors: asset owners and their
investment managers. Our project has therefore
focused on these and, in the case of asset owners,
on the three largest subcategories by global AuM:
pension funds, mutual funds and insurance
companies (Asset Owners).

The legal duties and discretions that apply

to Asset Owners in managing their assets are

key to the analysis. But what these require or
permit is not just relevant to them; it also shapes
the obligations and discretions of investment
managers and others who assist Asset Owners in
managing their assets. For example, to discharge
their own legal duties, investment consultants
need to understand the Asset Owner’s duties and
discretions to decide how best to advise. In other
words, there is a legal ‘cascade effect’ from Asset
Owners to all those who directly or indirectly
provide services to them.

7.1 High level conclusions

There is no single or simple answer to the question
of how far IFSI is legally required or permitted
across the jurisdictions covered, or in any

single jurisdiction. The legal rules that apply to
different investor types vary considerably between
jurisdictions. Their content, application and
interpretation reflect the culture of the jurisdiction
concerned. Even within a jurisdiction, there are
different rules for different categories of investor.
In addition, the circumstances of each investor

are unique. Because of these differences, precisely
what an investor is legally required or permitted
to do will also be specific to that investor: investors
need to consider their position on a case-by-case
basis (see Part B.2). Nonetheless it is still possible
to reach a set of broad conclusions about what the
law generally requires or permits. The following is
not intended to be an exhaustive statement of all
the circumstances in which IFSI could be required
or permitted (see Part B.3).

- Financial return as the primary goal of
investors

The primary purpose of Asset Owners’ investment
activity is generally regarded (by legislators,
regulators, courts and the Asset Owners
themselves) as generating a financial return for
beneficiaries within acceptable risk parameters.
Thus, applicable legal duties have generally
been interpreted to require financial investment
objectives to be prioritised, and in some cases

a financial return is the only goal that an Asset
Owner should pursue. This is then reflected in
the terms upon which Asset Owners appoint
investment managers.

« Instrumental IFSI

If an Asset Owner or investment manager
concludes, or on the available evidence ought

to conclude, that one or more sustainability
factors poses a material risk to its ability to
achieve its financial investment objectives, it will

generally have a legal obligation to consider what,
if anything, it can do to mitigate that risk (using
some or all of investment powers, stewardship,
policy engagement or otherwise) and to act
accordingly. Possible options include seeking to
bring about specific sustainability impact goals
that can reasonably be expected:

to help influence the relevant sustainability
factor(s) or the exposure of investee enterprises
to it/them; and

to do so in ways that reduce the investment risk.

Investors also talk of addressing sustainability
factors that present risks of this sort as being
necessary for long-term value enhancement.

It is also possible to envisage cases where an
investor seeks a return consistent with its
financial objectives by investing in and working
with a number of enterprises to tackle specific
sustainability challenges in order to achieve an
increase in their value.

Relevant factors for an investor in determining
whether it should engage in instrumental IFSI
include the direct and indirect costs and risks

of pursuing this course of action (including as
between different generations of beneficiaries,
where relevant), and the relative likelihood

that doing so will help address the relevant
sustainability factor so as to reduce the financial
risk posed (or realise financial opportunities). An
investor may decide to act individually. However,
both of these factors are likely to weigh in favour
of a decision to foster or join collective investor
action aligned with the same goal.

In current conditions, it seems unlikely

that an investor, acting alone in public

markets and considered in isolation, would

have sufficient influence over an investee
enterprise’s sustainability impact to justify use

of its investment powers alone as a basis for
instrumental IFSI. However, it is more foreseeable
that a group of investors, acting collectively and
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holding in aggregate a substantial portion of
the securities of relevant investee enterprises,
or proposing to invest at scale, could achieve an
impact of this sort, especially if their proposed
action aligns with similar market movements
more widely.

Especially in relation to publicly traded investee
enterprises, we anticipate that stewardship

and public policy engagement are likely to be

a particular focus for investors considering
instrumental IFSI. However, where an investor has
concluded that it should engage in stewardship
to pursue sustainability impact, it may also
conclude that it should use or threaten to use its
investment powers from time to time to over or
underweight investee enterprises in the portfolio
or exit altogether, to strengthen its voice in
support of that. Doing so to achieve a positive
sustainability impact would fall within the
concept of instrumental IFSI.

. Ultimate ends IFSI

There will be a legal duty to IFSI where an

investor is managing the assets of an investment
arrangement that has specific sustainability impact
objectives, for example, a mutual fund established
with the aim of bringing about a particular type of
sustainability impact. This would involve ultimate
ends IFSI. These sorts of investment arrangement
are permissible in most relevant jurisdictions in
some shape or form, subject to compliance with
consumer protection safeguards.

In most jurisdictions, certain other investors are
also likely to have legal discretion to engage in
ultimate ends IFSI, but usually only as a parallel
objective alongside financial return objectives.
Examples include: where some Asset Owners
have discretion to pursue sustainability objectives
provided adequate financial returns are achieved;
where beneficiaries have indicated that they want
this; and in some cases where the Asset Owner is
a corporate insurer. In the case of the last, while
some of a life insurer’s investment activity may
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be restricted by insurance policy terms, directors
of insurance companies will otherwise be guided
in their investment approach by the broader
interests of the company, which may permit the
pursuit of positive sustainability outcomes.

Most jurisdictions prohibit investors from
engaging in certain activities, such as money
laundering, and compliance with these
restrictions can be said to have a positive
sustainability outcome. An example more
specifically targeted at investors, but less
common, is legislation prohibiting investment
in businesses manufacturing cluster munitions,
with the goal of causing manufacturing to
cease. Clearly, it would not be usual to think of
compliance with rules of this sort as IFSI. That
said, the prohibition of support for activities not
aligned with the SDGs has the equivalent impact
to a collective ultimate ends IFSI decision by
investors to achieve reduction in these activities.
In a few jurisdictions there are also positive
sustainability related legal obligations in relation
to the use of investment powers.

- IFSI and collective action

Collaboration with other investors is likely both
to reduce the costs and enhance the prospects of
a successful sustainability outcome and therefore
of achieving the goals of IFSI investors. This

may well weigh in favour of a decision to act,
whether the investor is discharging a duty to
achieve financial returns or pursuing a discretion
in the context of ultimate ends IFSI. Investor
cooperation at some level is clearly permitted in
all jurisdictions (although there are legal rules
that need to be complied with) and a significant
number of collaborative ventures are already
underway at both national and international
levels, such as Climate Action 100+ and those
mentioned in paragraph 6. Whether or not there
is the possibility of formalised collective action,
the activities of other investors or third parties
which are aligned with the investor’s goal could

also be relevant in deciding whether to act if, for
example, they increase the prospect of the goal
being achieved.

What investors’ duties may require with

regard to collective action will depend on their
circumstances. Some large investors may be in

a position to catalyse collective action. Where
collective action is already underway, smaller
investors may conclude that adding their weight
is a cost-effective way to pursue their investment
goals. However, in understanding how any action
has helped an investor to discharge its duties, the
focus of a court would likely be on the logical and
evidential credibility of the investor’s explanation
for the difference it has made in the context of
the collective action as a whole more than the
precise quantification of the individual impact

or benefit of its involvement: the essence of
collective action is that the sum is intended to be
greater than its parts and for any one investor to
benefit from a sustainable system the system as a
whole must be sustainable.

- IFSI and delegation to investment managers

Asset Owners commonly delegate day-to-day
investment management of all or part of their
assets to investment managers. These tend to
conduct the bulk of stewardship activities and also
undertake policy engagement. In doing so, they
need to balance or otherwise manage the various
objectives of their clients. Given the high levels

of AuM now concentrated in the hands of the
world’s largest investment managers, they are an
increasingly significant feature in the stewardship
and policy landscape. This concentration has

the potential to lower the unit cost of their
stewardship activities and increase their impact,
considerations which, as noted, would tend to
favour a decision to act.

Asset Owners delegating to investment managers
need to satisfy themselves that the activities of the
manager are aligned (or at least not inconsistent)
with their own goals and duties to beneficiaries.
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However, subject to that, where an Asset Owner
concludes that it is otherwise appropriate to appoint
a particular manager because that manager can
most fully support its needs, it seems unlikely that
the Asset Owner would be prevented from doing so
simply because the manager’s stewardship approach
is not identical to what the Asset Owner would do if
it had its own in-house stewardship team.

- The significance of investor disclosure
regimes for IFSI

The legal and policy landscape relevant to IFSI is
changing rapidly. This includes rules requiring
institutional investors to disclose how far they
have taken sustainability factors into account in
their investment process. The fact that there is

a disclosure regime of this sort will not usually
on its own be sufficient to change an investor’s
underlying legal duties; it does not of itself
tackle the question of whether and in what
circumstances IFSI or any other sort of sustainable
investment is required or permitted. However,
where the law is unclear on the extent to which
an investor is permitted to take sustainability
factors into account, this kind of disclosure
regime could potentially be an affirmative factor,
for example, if it appears to be based on the
assumption that they are permitted.

7.2 What rules say and the circumstances in
which they are applied

As noted at paragraph 5 above, whether

legal rules require or permit IFSI in practice
depends both upon what the rules say and the
circumstances in which they are applied, and
current circumstances may limit what is possible
as a technical matter or in terms of cost.

However, circumstances can also influence
investors’ decisions by affecting what is thought
relevant to them. In this context, many market
professionals suggested to us in the course of
our project that certain market features (such
as commonly used investment theories and
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benchmarks or the effect of intermediation and
the relatively short-term nature of investment
management agreements) may result in
sustainability factors receiving insufficient
attention in the investment process (see Part B.4). If
this is correct, then it could undermine investors’
attempts to comply with their duties, including
decisions on activities within the scope of IFSIL.
Taking this a step further, in considering whether
an investor has complied with its legal duties, a
court or regulator may, among other things, assess
the investor’s actions by reference to established
professional practice. Where an investor has

done what would be considered appropriate by a
respected body of professional practice, then a claim
is generally less likely to succeed. Consequently,

if sustainability factors are being underweighted
in the course of existing market practice, then
legal duties could unintentionally strengthen that
tendency because of how those duties interact, or
are believed to interact, with market features.

Investors need to understand these potential
issues and ensure that they nonetheless comply
with their duties. Among other things, as
circumstances change, so should investors’
decisions on what they are required or permitted
to do. For example, as awareness grows of the
financial risks and opportunities created by
sustainability factors and how investors can
respond to them, existing legal rules (notably,
those imposing standards of care and skill) will
likely lead investors to act in future in ways they
would not necessarily contemplate today.

8. Facilitating IFSI through policy: what can
be done?

While there are circumstances in which the

law requires or permits IFSI, there are also
impediments (see Part C.1). Policymakers may be
able to help address them.

Where policymakers decide to intervene, they need
to make their purpose clear since this will drive
a host of subsequent decisions, not just on which

policy tools to use but also in the way investors

will apply any new rules. Subsequent judicial or
regulatory interpretation may also take the purpose
of a given legal measure into account. The purpose
of intervention will often be to secure financial or
economic goals, but it may also concern achieving
overarching sustainability outcomes consistent with
international commitments.

Facilitating ultimate ends IFSI raises a particular
question about how best to achieve outcomes
aligned with core social values and the role of
institutional investors in that. The answer has
potential implications, financial and otherwise, for
beneficiaries, wider society and future generations. It
may be possible to place a monetary value on some
sustainability outcomes in trying to balance these
needs. Certainly, many have financial implications.
However, the value of positive sustainability
outcomes ultimately rests in the life that depends on
them and is not solely financial. These issues need
to be addressed by the relevant societies through

a political process. It is not realistic to expect
institutional investors to resolve them on their own.

Since the behaviour legal rules produce depends
on what those rules say and the circumstances

in which they are applied, we identify options

for policymakers wishing to facilitate IFSI that
tackle both (see Part C.2 and the Appendix to

this Executive Summary). They are possibilities
for consideration, not recommendations. They
are not exhaustive. They do not cover wider
interventions in primary economic activity or
fiscal policy (which can also fundamentally affect
investment decisions), although policymakers will
undoubtedly want to consider these.

Sustainability challenges are often systemic and
international. International policy coordination is
therefore likely to heighten the impact of policy
change. Coordination may also be needed at a
national level between regulators responsible for
different categories of institutional investor, to
ensure a consistent approach.
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APPENDIX — SUMMARY OF POLICY OPTIONS FOR FACILITATING IFSI

1. Change investors’ legal duties and
discretions and how they are understood

1.1 Investor duties and instrumental IFSI

Introduce guidance making clear that in
discharging existing duties to seek to achieve a
financial return, pursuing sustainability impact
goals is an option that investors should consider
(for example, in responding to systemic financial
risks created by sustainability factors).

1.2 Investor duties and discretions and
ultimate ends IFSI

Introduce or extend existing discretions to allow
investors to pursue sustainability goals that
reflect actual beneficiary preferences, assumed
beneficiary preferences (based on third-party,
potentially government, research), or objectives
set by government. The scope for this would
probably be greatest where any discretion is
subject to prioritising financial investment goals.

For especially pressing sustainability goals,
consider requiring investors to pursue them or
refrain from activities inconsistent with them.
This is a blunt tool, so may only be feasible, if at
all, for very precise and urgent goals.

Particularly for insurers, guidance on or, if
necessary, legal reform to directors’ duties to
secure the success of their company, making clear
that success is not limited to narrow, short-term,
financial measures but should be understood

by reference to broader factors relevant to the

company achieving its purpose over the long-term.

1.3 Collective action to secure
sustainability goals

Investor cooperation to address sustainability
challenges is widespread. However, guidance
could make clear that investors should consider
collective action in seeking to achieve their
objectives and that this can assist in discharging
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their duties even if the investor’s contribution
and the portfolio benefit cannot be precisely
measured (since, like political security, the
benefits of sustainable systems as a whole are
enjoyed by each person that relies on them). As

an alternative, this could be in the form of a prima
facie legal presumption in favour of cooperation
unless there are solid reasons against.

1.4 Rules that could inhibit
stewardship activity

Review competition law and rules on handling price
sensitive information, shareholder concertedness
and collective action in relation to a legal entity, and
rules on requisitioning shareholder votes, to ensure
that they do not unnecessarily restrict stewardship
activity on sustainability factors. Where necessary,
adjust to provide greater freedom or provide
guidance to reassure investors that freedom already
exists. In the case of competition law, consider

an explicit safe harbour for sustainability related
investor initiatives.

1.5 ‘Financial factors’ and ‘non-financial factors’

Review use of these expressions. Guidance should
turn not on whether a given factor is ‘financial’,
but on its implications for the objective of the
investor; where an investor is discharging a duty
to pursue a financial return, and a sustainability
factor (or any other factor) is materially relevant
to that, then the investor needs to decide what to
do about it. Use of these expressions should also
avoid giving the impression that sustainability
factors that only have indirect financial
implications (for example, because of reputational
risk), or sustainability risks that are hard to
predict, are not relevant.

2. Change the circumstances in which investors
discharge duties and exercise discretions

B Strengthen IFSI ‘infrastructure’

2.1 Support for development of market-based
IFSI infrastructure

Steps to support the development of knowledge,
practice and market-wide consensus in areas
necessary for investors to engage in IFSI, making it
easier for them to do so; for example, the ability to
define sustainability impact goals and assess progress
towards them, and to understand the relationship
with financial outcomes. This could include
facilitating specialist work and centres of excellence
in which solutions can be worked through, and
helping to establish the outcomes as authoritative.

2.2 Frameworks for IFSI capacity-building by
investors

Establish frameworks for capacity-building by
investors (in terms of their processes, systems
and controls for addressing sustainability impact)
using ‘process regulation’ or industry good
practice statements that set out practical steps
that investors could or should take in considering
whether to pursue sustainability impact goals
and how. The most stringent standards could be
applied to investment products and strategies
held out in ways that suggest they achieve
sustainability impact goals.

2.3 Corporate disclosure and reporting

Internationally consistent disclosure regimes

for businesses, generating ‘decision-useful’
information, are key for all forms of IFSI.
Policymakers need to consider, as they already are,
how best to facilitate these and various associated
matters such as any need for external validation.
Logically, investors seeking to address the effect
of sustainability factors on their portfolio in the
round could be expected to need two sorts of
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information: how an enterprise is impacted by
and is responding to sustainability factors, and
how the activities of an enterprise have an impact
on sustainability factors (since the second of these
could be relevant to the sustainability position of
other portfolio companies). Disclosure regimes
could involve financial quantification of costs and
opportunities, and publication of transition plans,
in relation to key sustainability factors.

2.4 Ascertaining investors’ sustainability
attitudes generally

High-quality government-sponsored work to
establish greater clarity about the sustainability
attitudes of individual investors generally (so
centralising cost and reducing uncertainty) for use
by institutional investors in exercising discretion
in relation to ultimate ends IFSI (where permitted
based on investor wishes) and policy formation.

2.5 Strengthen stewardship code coverage of
matters relevant to IFSI

Ensure that there is a stewardship code applicable
to all key business enterprises, investor-types

and investment relationships (so not just
restricted to publicly traded equity) covering,
among other things, enterprise risks (systemic or
otherwise) from sustainability factors, possible
use of sustainability impact goals in seeking to
enhance long-term value growth and collective
engagement towards that end.

Consider how adherence is strengthened (using,
for example, industry working groups, publication
of stewardship policies and outcomes and external
review of stewardship standards).

Review the relationship between asset owners and
investment managers (and advice given on this by
consultants) to ensure that the interests of asset
owners as they concern sustainability factors are
being adequately reflected in stewardship activity
conducted by investment managers on their behalf.

B Address investment market influences that
may diminish attention to sustainability
factors in the investment process

2.6 Portfolio theory, use of benchmarks and
short-term trading activity

Intensive high-quality cross-disciplinary
work coordinated by a group of investors and
international-profile academic institutions on:

the use of key elements of portfolio theory and
benchmarks to establish whether they result in
insufficient attention to sustainability factors,
especially systemic risk, and whether this could
prejudice the realisation of financial goals; and

short-term trading activity to establish
whether it helps achieve, is inconsistent with
or is neutral with regard to achieving positive
sustainability outcomes.

Further policy options would depend on the results
but, in the case of the first, could include continuing
education requirements and a review of business
school training to ensure appropriate coverage.

2.7 Selection and appointment of investment
managers

Market studies on how far longer-term investment
approaches (factoring in sustainability risks and
opportunities for clients beyond the term of

a manager’s appointment) are being properly
reflected and incentivised, including in relation to
stewardship, and what can be done if they are not.

Encourage the development of good practice
standards on diligence, appointment, monitoring
and relationship management, potentially
supported by disclosure requirements for asset
owners on how they approach these, including in
relation to sustainability factors that are relevant
to their objectives.

2.8 Investment consultants and fiduciary
managers

Market studies on how far investment consultants
and fiduciary managers adequately establish

asset owners’ sustainability needs and goals and
reflect these in their services, and whether the
use of portfolio theory and benchmarks in service
provision is appropriate. Any concerns could be
addressed by rules and guidance for asset owners
or directly through consultancy industry work on
good practice or regulation.

B Transparency and market discipline as
to IFSI investment approaches through
helping individual investors realise
sustainability aspirations

2.9 Disclosure of sustainability approach,
including on pursuing sustainability
impact goals

Institutional investor disclosure on how achieving

their objectives could be affected by sustainability

factors and their response, including whether that
involves pursuing sustainability goals, how and
with what success. Since a range of approaches
could fall within IFSI, consider ways of enabling
individual investors to understand the intensity
and quality of the IFSI approach of the relevant
institutional investor.

2.10 Sustainability impact-focused investment
products

Distinguish between labels such as ‘sustainable’,
‘responsible’ and ‘impact’ and make their use
dependent on satisfying minimum operating and
disclosure standards including, in the case of impact,
the credible intentional pursuit of sustainability
impact goals and assessment of progress.

CONTENTS

FOREWORDS
INTRODUCTION
ACKNOWLEDGEMENTS

> EXECUTIVE SUMMARY

A. INVESTING FOR
SUSTAINABILITY IMPACT

B. THE EXTENT TO WHICH
THE LAW REQUIRES OR
PERMITS IFSI

C. AREAS FOR LEGAL REFORM
ANNEXES

GLOSSARY

REFERENCES

Freshfields Bruckhaus Deringer LLP



A LEGAL FRAMEWORK FOR IMPACT: SUSTAINABILITY IMPACT IN INVESTOR DECISION-MAKING

EXECUTIVE SUMMARY

2.11 Encourage independent rating of
sustainability impact products

Steps to take greater account of investors’
sustainability aspirations in investment services
and distribution.

Require investment managers, consultants and
advisers to establish a client’s sustainability
objectives at the outset of their relationship,
including in relation to pursuing sustainability
impact goals, and reflect these in their service
provision. Alternatively, there could be a
regulatory presumption that each investor has

a long-term horizon and/or that they wish their
money to be managed in ways that achieve certain
sustainability goals.

2.12 Beneficiary education

Undertake investor education campaigns to help
them understand that their money can make a
difference in sustainability terms, how (especially
the role of pursuing sustainability impact goals),
and the possible trade-offs involved.
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INTRODUCTION

Part A of this report looks at what is meant by
‘investing for sustainability impact’ (IFSI) and
where it fits in the current investment landscape.
It provides the context for the rest of the report.

Section 1 describes the concept of IFSI. It also
outlines the relationship between IFSI and what
is often called ‘impact investment’, and with
‘sustainable investment’ more widely.

Section 2 looks at the need for three elements
when considering IFSI from the perspective of
legal rules: clarity about the impact goal being
pursued; the ability to assess how far a goal has
been achieved; and an understanding of the
causal link between an investor’s activity and a
given outcome. It touches briefly on emerging
frameworks for goal setting and assessment,
and the challenges of doing so.

Section 3 gives a sense for what proportion of
global AuM could currently be described as
invested for sustainability impact.

Finally, Section 4 surveys growing evidence
that investors are often motivated not just by a
desire to earn a financial return, but also want
to support sustainability outcomes consistent
with the idea

of IFSL.
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WHAT IS INVESTING FOR SUSTAINABILITY IMPACT?

Introduction

The key feature of IFSI is the sort of goals
an investor is pursing: the investor’s
investment purpose. An investor engaging
in IFSI will always be using its powers to
try to bring about assessable changes in
behaviour or circumstances that support
positive sustainability outcomes, including
the reduction of negative outcomes. In
this report, targeted changes of this sort
are called ‘sustainability impact goals’.
An investor might pursue sustainability
impact goals by, among other things,
seeking to influence the activities of
business enterprises or sectors or public
policy relevant to those enterprises.!

One purpose of pursuing sustainability
impact goals is likely to be protecting

or enhancing the financial performance

of the investor’s portfolio (including
supporting the sustainability of systems on
which financial value depends). However,
an investor may regard the sustainability
outcomes it is pursuing as ends in
themselves. Clarity on this question of
purpose is important because of how

the purpose of an activity influences the
way it is undertaken and its outcomes,
including decisions about what legal rules
are introduced and how to apply them. It
is also fundamental in terms of which legal
framework applies to the activity.

The idea of IFSI reflects the fact that, as a
functional matter, institutional investment
serves essentially two purposes:

generating a financial return for the
investor or its beneficiaries; and

allocating capital to business enterprises
and others in need of funding.?

Until relatively recently, the first has
received the most attention among
institutional investors and their advisers.
However, there is growing awareness of the
potential for investee enterprises positively
and negatively to affect the social and
natural environment on which, among
other things, they and the investment
returns they generate depend. The concept
of IFSI addresses this.

So, the idea of IFSI poses a question for
investors similar to that raised for business
enterprises by the growing attention to
‘corporate purpose’: what is the purpose
of economic activity and how does it relate
to the wellbeing of people and planet?
Questions of investment purpose and
corporate purpose both concern what is
valuable: valuable not just financially,
however important that is, but also in
terms of outcomes for the social and
natural environments on which people
depend to survive and flourish. IFSI
approaches these questions from the
perspective of investors; corporate purpose
from the perspective of the companies

in which they invest. In answering them

it is helpful to recognise that they are
converging on similar ground.

The following looks at three things:
what IFSI is (Section 1.2);

1.2

INVESTING FOR SUSTAINABILITY IMPACT

the relationship between IFSI and what
is often called ‘impact investing’ (Section
1.3); and

the relationship between IFSI and
sustainable investing more broadly
(Section 1.4).

Investing for sustainability impact
defined

‘Investing for sustainability impact’ or
‘IESI’, is not a legally defined expression
and it is not used in this report as a term
of legal art. Nor is it intended to add to

the alphabet soup of the sustainability
world. Instead, it serves here as no more
than a ‘conceptual net’ to catch, in broad
terms, any activities of an investor of a sort
described in the Introduction (paragraphs
1 and 2).

A key aim of our project has been to reach
a view on the basic question of how far
the law requires or allows for investment
approaches that fall within that net, as
part of or in addition to the usual financial
goals of the investment process. We do not
need an exhaustive definition of IFSI to do
that. A grasp of the basic concept and its
constituent elements is enough.

As noted, IFSI involves seeking to achieve
assessable impact goals. This aspect of

IFSI is discussed further in Part A. 2.
However, putting it to one side for the
present, the core concept of IFSI involves
three elements: sustainability, sustainability
impact, and investing for sustainability impact.
The following discusses each briefly (see
Sections 1.2.1-3 below), but it is important
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to be clear from the start that an investor
engaging in IFSI is concerned with two
sorts of related impact:

first, the impact on social and
environmental sustainability of
business enterprises, and the impact of
policymakers and other third parties
on the operating environment for
enterprises and investors; and

second, the influence, or impact, that
investors themselves can have on the
sustainability impact of enterprises,

policymakers and other third parties.

Some forms of sustainable investing focus
on the first, by investing in enterprises
that are considered as having a positive
sustainability profile and avoiding those
that are not (see Section 1.4 below).?
However, they do not necessarily involve
the investor intentionally seeking to

influence the sustainability impact of those

enterprises. By contrast, IFSI is concerned
with both sorts of impact. It involves

an investor recognising that to achieve
its objectives it needs to set and pursue
sustainability impact goals.

Sustainability impact goals could
potentially take many forms, ranging,
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for example, from a change in a

business process to reduce the negative
sustainability outcomes produced by an
enterprise (such as polluted water emission
levels), or the launch of a new enterprise
that generates positive sustainability
outcomes (such as developing battery
technology), through to higher-quality
enterprise sustainability disclosures

to inform investment decisions and
impact-orientated stewardship and policy
engagement. Goals of this sort might be
pursued on an enterprise-specific basis

or sector-wide. They could also involve
attempts to secure policy change that is
relevant to the operating environment for
(a) businesses (ranging, for example, from
reporting regimes on what they are doing
to respond to sustainability risks to their
operations, through to carbon pricing),

or (b) investors (for example, to ensure
that their investment approaches on
sustainability factors are transparent

and comparable for market users).

In this report, the words ‘impact’ and
‘outcome’ are used in accordance with
their ordinary English meaning, not in
any specialist sense (see Box 1: Outcomes
and impacts).

Box 1: Outcomes and impacts

This report uses the words ‘outcomes’ and
‘impacts’ extensively. There are various
disciplines, especially economics and sociology,
where, broadly, the term ‘impact’ when applied
to the activities of a particular actor implies
that they have changed something (ie been
causative) while the term ‘outcome’ is used to
describe a result in which the causative role of
the relevant actor has been less direct or does
not exist at all, or in a way that is neutral as to
what has caused it. However, in this report they
are being used in accordance with their ordinary
English meaning except where used in an
expression that has been specifically defined. In
other words, broadly:

impact is (i) the effective action of one thing

or person upon another, (ii) the effect of such
action, or (iii) used as a verb, the act of having a
pronounced effect on someone or something; and

an outcome is a state of affairs resulting from
some process.*

The meaning of the two expressions therefore
overlaps. Because the word ‘impact’ has more
than one meaning we have, wherever used,
sought to be clear about which sense applies.
In particular, when the report talks about an
‘impact goal’, it means the desired effect of an
action or a desired outcome.
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1.21 Sustainability

The challenges of defining ‘sustainability’
are well known.® However, at its core, the
concept concerns the interconnected fate
of people, planet, and prosperity.® For the
purposes of this report, ‘sustainability’

is treated as referring, as a minimum,

to an outcome that is consistent with

the social, environmental, economic and
human rights goals suggested by a number
of international instruments, discussed
briefly below. In this report, we refer to
these goals as overarching sustainability
outcomes and the aspects of the natural
or social environment to which they

relate as sustainability factors (see Box

2: Sustainability factors). None of these
international instruments individually

or collectively defines every aspect of
sustainability comprehensively, and they
are generally only legally binding on
investors and enterprises where equivalent
standards apply under national (or, where
applicable, EU) law.” They can, however,

be relevant to the discharge of investors’
duties, among other things, for the reasons
discussed in this report.

Box 2: Sustainability factors

The expression ‘factor’ in the context of
‘sustainability factors’ is used in the general
sense to denote a fact or circumstance that
can contribute to a particular outcome. It is not
being used in the technical investment sense
of ‘factor investing’ (ie broadly, an investment
approach that selects investments based on
features (or ‘factors’) that are believed to be
associated with higher returns, whether those
features relate to individual investee enterprises
or are macroeconomic).
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The seminal 1987 Brundtland Report
defined ‘sustainable development’ as,
‘development that meets the needs of the
present without compromising the ability
of future generations to meet their own
needs.’® When people talk of ‘sustainable
development’ they do not necessarily mean
quite the same as ‘sustainability’, and the
Brundtland definition gives rise to some
much debated questions, such as what sort
of ‘needs’, how many ‘generations’, and so
on. However, in practice, the formulation
has continued to underpin international
development and sustainability efforts in
the decades following.” The 17 Sustainable
Development Goals (SDGs) and their
accompanying framework of targets

and indicators are now the most widely
recognised international blueprint for
pursuing a more sustainable world by
2030 and cover all three elements of
environmental, social and economic
sustainability.!® The Paris Agreement under
the UN Framework Convention on Climate
Change reinforces the SDGs’ climate
change goals, establishing commitments
to seek to limit global warming within two
degrees Celsius of preindustrial levels.!!

Sustainability is also often taken to
encompass a wider set of international
norms concerning businesses’ management
of environmental and social impacts,

their adherence to human rights and
labour standards, and their approach to
‘business ethics’. These are articulated in
instruments such as the OECD Guidelines
on Multinational Enterprises,!? the Ten
Principles of the UN Global Compact,'® and
the UN Guiding Principles on Business and
Human Rights.™*

1.2.2 Sustainability impact

Sustainability impact concerns the effect
that human activity has on how far
overarching sustainability outcomes of the
sort described above are being realised.
As used in the expression ‘investing for
sustainability impact’, it is particularly
concerned with the sustainability impact
of business enterprise. In this report,
business enterprise includes any sort of
business enterprise ranging from major
listed international corporations through
to private businesses and investment in
public sector projects designed for private
investment. It also includes business
sectors. However, IFSI also concerns the
activities of policymakers as relevant to the
operating environment for businesses and
investors, including their sustainability
impact and the sustainability risks to
which they are exposed and, in the case
of investors, their ability to exercise

an influence.

All business enterprises have sustainability
impacts, positive or negative. An enterprise
has a positive sustainability impact where
it does something that advances an
overarching sustainability outcome. This
can include steps to eliminate activities
that make those overarching outcomes
less likely. The aim of IFSI is to influence
the activities of businesses so that they
change in a way that supports identified
overarching sustainability outcomes while
not causing a material deterioration in

the impact of the businesses on other
sustainability outcomes, recognising that
there may be situations where a balance
needs to be struck.
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Investee enterprises are also potentially
exposed to the negative sustainability
impact and reliant upon the positive
sustainability impact of third parties,
including other investee enterprises,
businesses more broadly, and the activities
of policymakers. Their financial return,
and hence the investment return they
produce, and their ability to achieve their
short and long-term goals depends, in part,
on others. IFSI may also therefore involve
pursuing sustainability impact goals in
relation to these third parties.

Investing for sustainability impact

IFSI is not simply about investing in
enterprises that are already well aligned
with achieving overarching sustainability
outcomes and divesting from those that are
not, although that could be part of an IFSI
strategy. Rather, the key defining feature
of IFSI is an investor’s recognition that to
achieve its objectives it needs to set and
pursue assessable sustainability impact
goals. As noted previously, sustainability
impact goals can involve targeting
reduction in the negative sustainability
impact of a third party or an increase

in its positive sustainability impact. The
following looks at what sort of goals are
involved ((a)) and how investors might seek
to pursue them ((b)).

(a) The different sorts of goals involved in IFSI

Achieving the sort of overarching
sustainability outcomes described in
Section 1.2.1 in full is obviously beyond
the power of any single actor. The goals
targeted by investment activities within
the scope of IFSI would nonetheless either
be intended to contribute to achieving
those outcomes or at least have that effect.
Essentially, therefore, it is possible to
think of the goals involved in IFSI at three
levels, although investors may not always
approach them in quite this way:

first, the investor would establish which
overarching sustainability outcomes

are relevant to the investor in managing
its portfolio;

second, the investor would articulate a
goal (or goals) for its activities in relation
to its portfolio which, it is reasonable to
think, would be consistent with helping
to bring about that outcome at some
level that is relevant to the investor in
discharging its duties or exercising its
discretions (operating in a similar way to
a financial investment objective, but in
relation to sustainability); and

third, the investor would identify a
series of more specific steps it can take
to secure action on the part of business
enterprises or other third parties which
it is reasonable to think will help to
realise that goal.

Examples of the first would be achieving
the climate change targets set by the Paris
Agreement or ensuring availability and
sustainable management of water and
sanitation for all (SDG 6). An example of
the second might be to ensure that all
companies in an investor’s portfolio have
credible, regularly updated, transition
plans that are aligned with that outcome.
An example of the third would be
enterprise-by-enterprise targets for steps
they need to take to achieve alignment
and the steps the investor will take to
encourage them to do so.

This report treats both goals described

at the second bullet point above and

the specific steps described at the third
bullet point as sustainability impact

goals. However, it will be clear that there
is a distinction between the two (which
becomes relevant, for example, in the
context of assessing an investor’s impact).
This difference is highlighted below where
particularly pertinent.

We have identified two sorts of
sustainability impact goals, the pursuit
of which would be consistent with IFSI.
The distinction between them is key in
the analysis that follows, so much so that
we distinguish between two sorts of IFSI
depending upon which goals are being
pursued: instrumental IFSI and ultimate
ends IFSI. See Box 3: Two sorts of IFSI:
instrumental IFSI and ultimate ends IFSI.
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Box 3: Two sorts of IFSI: instrumental IFSI
and ultimate ends IFSI

Two sorts of sustainability impact goals would be
consistent with IFSI:

where achieving the relevant sustainability
impact is ‘instrumental’ in realising the investor's
financial return goals, for example, where an
investor concludes that its financial return

goals may not be realised unless a particular
overarching sustainability outcome can be
achieved and the targeted sustainability impact
goal can help with that; and

where achieving the relevant sustainability
impact goal, and the associated overarching
sustainability outcome, is a distinct goal, pursued
alongside the investor's financial return goals, but
not wholly as a means to achieving them.

This is a key distinction. We refer to pursuing goals
of the first sort as instrumental IFSI and pursuing
goals of the second sort as ultimate ends IFSI.">

Instrumental IFSI could include, among other
things, seeking to protect or enhance portfolio
value by pursuing sustainability impact goals (a)
that are intended to help in addressing systemic
risks (see Box 4); or (b) that address risks or
opportunities created by a given sustainability
factor for a series of investee enterprises or a
sector which could have financial implications
(and hence affect portfolio value), thereby
improving sustainability in the area concerned.

The goals of ultimate ends IFSI can be broader.
While ultimate ends IFSI would involve seeking
to achieve a sustainability impact goal as an end
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in itself (ie because of its positive contribution to
sustainability), that does not necessarily mean
that the goal, if achieved, would not be aligned
with investors’ financial goals. Nor does it mean
that the sustainability impact goal concerned
must take priority over an investor’s duties to
secure a financial return, although that would
be possible. It simply means that a decision is
partly motivated by the desire to achieve the
sustainability impact goal as an end in itself.

In practice, different elements of human motivation
cannot be neatly separated in this way so, in reality,
there may be a good deal of motivational overlap
between ultimate ends IFSI and instrumental IFSI.
In any event, factors that are often described as
‘non-financial’ could conceivably turn out to have
longer-term financial implications (making the
shorthand use of expressions like ‘financial’ and
‘non-financial’ to distinguish between things that
can be more or less easily measured in monetary
terms potentially misleading).

Connected with this distinction is the ongoing
debate in various jurisdictions over when ESG
factors are considered ‘financially material’ - and,
as a result should be taken into account in the
investment process (see Part B.2, Box 1) - and the
extent to which ‘non-financially material’ or ‘'non-
financial’ factors can ever be taken into account.
The underlying assumption involved in focusing
on financial materiality is that the only goal of
investing is to achieve a financial return and that
ESG factors should be taken into account when
material to realising this goal. However, as noted by
a number of those we have spoken to in preparing
this report, sometimes another set of concerns is

implicitly being debated between the lines of this
discussion. The language is that of financial return,
reflecting the desire of those involved to comply
with their legal duties on generating financial
returns. Yet an underlying question concerns how
far portfolios should or can be managed in a way
that supports both longer-term financial goals
and positive sustainability outcomes.’® Sometimes,
these aspirations are more explicit.

The distinction between financial motives

and wider motives for investing is nonetheless
important in following and enforcing legal rules.
That is mainly because not all sustainability factors

will necessarily be financially material to a portfolio,

even in the long-term. In general, as will become
clear later in this report, current legal rules are
more likely to require or permit IFSI where this
supports the realisation of an investor’s financial
goals (ie instrumental IFSI) than they are to require
or permit ultimate ends IFSI.
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Box 4: Systemic risk

In recent years investors have increasingly
focused on what must be done to protect the
value of their portfolios from system-wide risks
created by the declining sustainability of various
aspects of the natural or social environment.
System-wide risks are the sort of risks that
cannot be mitigated simply by diversifying the
investments in a portfolio. They threaten the
functioning of the economic, financial and wider
systems on which investment performance
relies. If risks of this sort materialised, they
would therefore damage the performance of a
portfolio as a whole and all portfolios exposed
to those systems. In this report, we call these
systemic risks, although in other contexts they
are sometimes described as ‘systematic’, ‘non-
diversifiable’ or ‘'market’ risks.'”

Identifying all the sustainability factors that
currently present systemic risks for investors lies
outside the scope of this report. It is possible to
imagine that, particularly in the longer-term,
there could be quite a number. However, the
most obvious example at present is the risk
of a climate change disaster, and pursuing
sustainability impact goals that address it

so as to protect portfolio value would be
within the scope of IFSI. In the words of the
Bank of England, ‘The financial risks from
climate change have a number of distinctive
elements which present unique challenges
and require a strategic approach to financial
risk management.’®
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(b) How investors can pursue their goals

The important topic of how investors’
sustainability impact goals are defined and
set, and how progress towards them can be
assessed, is discussed in Part 2. However,
there is a separate question of what
practical steps investors can take to seek to
achieve sustainability impact goals. What
is appropriate would depend, among other
things, on the sort of sustainability goal
involved and asset class but three broad
means of influence are available:

decisions on which enterprises to invest
in and, potentially, on what terms;

stewardship activity with investee
enterprises; and

seeking to shape public policy as it
concerns business enterprises and their
operating environment and the ability of
investors to influence them."

The first two concern how investors

seek to influence enterprises,? the third
relates to investors’ relationship with
policymakers. The following looks briefly
at each. In practice, however, the use

of these approaches is inter-connected:
legal duties that are most relevant to the
question of whether an investor should or
can seek to achieve sustainability impact
goals concern an investor’s activities as a
whole, not one sort of activity in isolation.
Most obviously, stewardship may be more
effective if combined with the prospect of
further capital allocation where progress is
made or divestment if it is not. Until now,
attention has tended to focus on the use
of investment powers. Because of that, our

project has considered these three activities
separately to assess what investment duties
require or permit in each case.

(i) Powers of investment and divestment

The example of Zurich Insurance Group

‘As a global insurance company with a growing
presence in emerging markets, Zurich is

exposed to many of the risks associated with
climate change, competition for scarce natural
resources and extreme poverty. We believe that
impact investments, which can have a targeted,
positive and measurable effect on society and the
environment, while generating a financial return
commensurate with the risks they entail, are one
way to help mitigate and address the exposure

to such risks: this is also why Zurich has direct
interest in sustainable economic growth and in
developing resilient communities.’

Manuel Lewin, Head of Responsible Investment, Zurich
Global Investment Management?!

Providing capital to, or withdrawing it
from, an enterprise has the potential to
influence the sustainability impact of the
enterprise by supporting or incentivising
some activities over others. However, the
effectiveness of using investment powers
in this way will depend upon the asset type
and precise circumstances. For example,

it may be more effective in specific
situations, such as where a company is
seeking to raise new funds or to ‘roll’ its
bonds (replacing maturing with newly
issued bonds) or early-stage investment
(such as that provided by impact investors,
see Section 1.3 below) in private enterprises
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that may not be able to access mainstream
sources of capital. Further, especially in
the context of a collective action with
other investors, decisions to overweight

or underweight a company’s stock may
well influence its behaviour even where no
new capital is being raised (see discussion
of collective action in Part B.2, Box 2).
Investment decisions (or the threat of
them) can also be used to enhance the
effectiveness of stewardship activities,
especially where they are likely to provide
a respected signal to the wider market.*

However, reliance on investment powers
to achieve sustainability impacts also has
its limits.?

First, an important question concerns
how much influence investment decisions
have on a company’s activities where

the company is large and its securities

are listed and liquid.** Once securities
have been issued and finance raised,
investors no longer hold the purse strings;
companies are not principally dependent
upon trading in the secondary market for
their funding (although executives whose
remuneration is partly dependent on stock
prices may have a different interest).

‘...in a world in which many investors trade

only based on securities’ financial performance,
it is difficult to argue that merely trading the
securities of public companies, based on social or
environmental criteria, will affect the quantity of
the social value they produce.’?
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That said, assessments of the importance
of ‘exit’ over ‘voice’, divestment over
stewardship, can sometimes be overly
focused on its limited effect on share price
and underestimate the practical impact on (i)
the behaviour of company management of
having the company’s stock put on investor
stop lists and (ii) investor and consumer
attitudes more widely because of what

it signals.?® That is partly why exit or the
threat of it can be a way of strengthening
voice in stewardship discussions.

Second, there is limited scope for passive
investors to use investment powers
strategically, unless the design of the index
they track results in the allocation of
capital to enterprises in a way that achieves
positive sustainability impacts.?” However,
passive investors may still have some
flexibility where they are not seeking to
replicate the index perfectly (see Part B.2,
Box 4 and Part B.4, Box 6).

Third, investors may feel constrained in
allowing sustainability considerations

to influence investment decisions

where investment practice is focused

on short-term financial performance.
While sustainability risks can crystallise
in unpredictable ways, the prospect is
often perceived to be longer-term, so

that sustainability risks may not be fully
reflected in shorter term investment
prices. Among other things, investors may
be concerned at the possibility of legal
liability if they invest by reference to what
are thought to be longer-term criteria

and funds underperform by reference to
shorter-term measures (see Part B.4).

Finally, it may be difficult to verify that
investee enterprises have used capital in a
way that really changes their sustainability
impact. For example, there have been
suggestions that discretely financed
‘sustainability projects’ using ‘green
bonds’ may sometimes effectively be used
to shelter the non-sustainable activities of
an enterprise by focusing external funding
decisions on ‘green’ activities.?® Where
that is the case, it may be relevant to the
question of whether investment is likely to
secure a sustainability impact.

(ii) Stewardship

Depending on the jurisdiction, type of
enterprise and investment relationship,
there is a range of other ways for investors
to influence investee enterprise behaviour,
such as introducing shareholder resolutions,
voting at general meetings (including
supporting resolutions strategically
introduced by other more active investors,
thereby minimising their own expenses®),
monitoring and reporting on aspects of
business activities, providing management
training and technical assistance, and
engaging in dialogue with management.
This report refers to these activities
collectively as ‘stewardship’ although
people also sometimes describe them as
‘engagement’ or ‘active ownership’.

It is sometimes assumed that stewardship
principally concerns the use of formal
shareholder powers, such as voting rights.
However, dialogue with management may
be one of the most effective stewardship
tools, with the possibility of investor
resolutions and use of investment
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powers in the background.*® There are
understandable concerns in some quarters
over the legitimacy of discussions of this
sort which are inevitably not as public as
shareholder meetings, especially where
investment is concentrated in a small
number of institutions.*" These concerns
are not the subject of the current exercise.
However, as a minimum, ensuring that
there is a wider social consensus on the
goals of stewardship activities should help
to allay them.

Stewardship compared with use of investment powers
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Stewardship is likely to be a particularly
important IFSI tool, especially for those
investing through public markets.* In
contrast with the use of investment
powers, stewardship may provide greater
scope to influence the way in which capital
is allocated within an enterprise or other
areas of its behaviour.*® Investors may also
have greater freedom in practice to engage
in stewardship as compared with using
investment powers.**

First, some existing market features

may tend to focus investors on portfolio
composition (ie use of investment
powers) to secure shorter-term financial
performance. However, stewardship does
not directly affect portfolio composition.
Further, any impact from stewardship
on investment performance, short-term
or otherwise, in relation to a given
enterprise is shared across all investors
and reflected in the benchmarks against
which investment performance is
measured (see Part B.4). So, for example,
in jurisdictions where there is strong legal

support for what can loosely be described
as modern portfolio theory, which might
inhibit the use of investment powers for
sustainability impact, an investor may still
be able to engage in stewardship (subject
to considerations discussed more fully in
Part B).

Second, investors that have adopted
passive investment strategies, with little
or no flexibility over investment selection,
are still, in principle, able to engage in
stewardship.®® Large passive managers
increasingly recognise their responsibility
to do so.

‘In managing our index funds ... BlackRock
cannot express its disapproval by selling the
company’s securities as long as that company
remains in the relevant index. As a result,

our responsibility to engage and vote is more
important than ever. In this sense, index
investors are the ultimate long-term investors —
providing patient capital for companies to grow
and prosper.’*

Finally, the legal terms governing

the investment of portfolios (such as
mutual fund investment policies and
regulatory rules on portfolio liquidity
and diversification) may constrain the
use of investment powers in pursuing
IESI in a way that does not always affect
stewardship activities to the same degree.

As a practical matter, particularly in
public markets, it may also be easier to
identify specific sustainability targets for
an investor’s stewardship activity (ie steps

INVESTING FOR SUSTAINABILITY IMPACT

designed to help it to meet its portfolio-
level sustainability impact goals) and to
assess whether those targets have been
achieved than it is with decisions on
whether to invest in an enterprise or not.
Concentrating on stewardship may also
prevent instruments issued by enterprises
with poor sustainability performance
being passed on to investors who are

less concerned about, and therefore less
likely to engage those enterprises on,
sustainability impact, (although in some
areas of sustainability, especially the move
towards net-zero, the number of investors
in that category appears to be reducing).®”

Stewardship and investment managers

In practice, much stewardship activity is
undertaken by investment managers on
behalf of their asset owner clients with
varying degrees of asset owner involvement.
However, managers’ incentives to engage

in stewardship have been mixed, with
investment selection activities tending to
overshadow stewardship.®®

For active managers, trading a given stock
may often be a more efficient way of
realising or protecting value than engaging
with an enterprise. For passive managers

or those with highly diversified portfolios,
diversification reduces the impact of
enterprise-specific performance factors on
portfolio performance, potentially reducing
incentives to engage, and results in holdings
in a large number of enterprises, potentially
limiting the prospects for meaningful
engagement across the portfolio.* However,
there are ways of addressing this.* Because
managers have shorter-term mandates
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and will be assessed on their investment
performance, they could also have less of an
incentive to consider the sort of longer-term
implications of sustainability-related risks
which may lead asset owners to want to
engage in stewardship activity. There are
also expense considerations. Consequently,
while stewardship capacity may be an
emerging source of competitive advantage
between firms, there may also be reluctance
to incur more cost than is necessary.

Asset owners who recognise a need for
stewardship in pursuing sustainability
impact goals should address issues such as
these in the terms upon which they appoint
their investment managers.

Stewardship and collective action
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It can be challenging for a single investor in
a large enterprise, acting alone, to influence
the sustainability impact of that enterprise,
or to do so cost-efficiently. However,
fostering change through joint stewardship
activity is a different matter (see Part

B.2, Box 2).! The concentration of asset
ownership at large institutional investors
(sometimes called ‘universal investors’)
potentially gives them particular influence
in this context, including by catalysing
collective initiatives involving investors
with lower levels of AuM.* The increasing
consolidation of investment management
in the hands of a small group of global
investment managers (see Part A.3.2.2)

may also strengthen shareholder voice
where those managers engage on behalf

of their clients: in a sense consolidation of
management can also bring consolidation of
voice although even large firms recognise a
role for collective action.*

(iii) Public policy engagement

Investors can also engage with
policymakers, regulators and others in
seeking to influence the direction of
policymaking on matters relevant to
achieving sustainability impact goals.*
In practice, however, the extent to
which some categories of investor will
feel able to do so may be influenced by
cultural expectations or even more formal
regulatory guidance in the jurisdiction
concerned (see further in Part B.3).

Policy engagement can include, among
other things, addressing issues that inhibit
investors from investing for sustainability
impact (eg uncertainties over investor
duties), addressing legal or practical barriers
faced by business sectors in moving to
more sustainable business models, and
encouraging interventions in primary
economic activity or fiscal policy (for
example, policies designed to achieve a
transition to a ‘green economy’) which

can help to reduce systemic risks but also
fundamentally affect investment decisions.
In other words, policy engagement could
be focused on the behaviour of investee
and potential investee enterprises, factors
relevant to an investor’s ability to influence
that behaviour (such as the need for
effective, consistent and internationally
standardised disclosure on sustainability
factors), or other areas of activity that create
risks or set the operating environment for
those enterprises or investors. The goals

of engagement can be inter-related. For
example, some investors have suggested
that they are currently hampered in using
their investment powers to invest in
enterprises that are aligned with averting

13
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climate change due to a shortage of suitable
potential investees, adopting a ‘best in class’
approach instead. Changes in industrial
policy designed to tackle climate change
might be expected to stimulate new
businesses or changes in existing businesses
that would generate opportunities.

Engagement may be especially significant
for long-term investors who may be more
reliant on policies that ensure market
integrity, resolve market failures and
address damaging government action.*
However, sustainability-related risks to

a portfolio could also crystallise in the
short-term. Investors unable to manage
these risks effectively at enterprise or
portfolio level can seek solutions through
policy engagement. As with stewardship,
it is in principle possible to undertake
engagement regardless of what has driven
portfolio composition.

Investing for sustainability impact and
‘impact investing’

An obvious question concerns the
relationship between what is commonly
referred to as ‘impact investing’ and the
kind of activities that fall within the

scope of IFSI. Essentially, the concept

of IFSI is broad enough to cover impact
investing. Indeed, there appears to be a
strong correlation between the two at a
broad conceptual level. However, they are
distinguishable, in particular, because of the
sort of investors and investments involved.

Interest in various forms of ‘impact
investing’ has grown in the last decade.
Various international initiatives have
emerged that seek to define what it is and
develop effective approaches for managing
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and measuring impact outcomes. They
have led the way in generating valuable
know-how and investment tools. They
include the Global Impact Investing
Network,* the Impact Management
Project,*” the Operating Principles for
Impact Management*® (promulgated by
the International Finance Corporation),
the ‘Future of Investing’ platform of the
World Economic Forum,* the OECD Social
Impact Investment Initiative,*® the Global
Social Impact Investment Steering Group®!
and the (wider in scope) United Nations
Environment Programme Finance Initiative
Positive Impact Initiative.” There is joint
working between many of these groups.

As noted, there is a basic consistency
between the features of IFSI and the key
elements of impact investing, as described
by the groups and initiatives mentioned
above.*® With differences of emphasis, the
way they define impact investing involves
three recurring themes:

the key distinguishing feature is its
purpose, which is to secure identified
positive outcomes of some sort;**

there is generally an expectation that the
investor’s purpose also includes earning
a financial return; and>

the importance of being able to assess
progress in achieving the relevant
impact goal.
The main area of difference concerns
the way impact investing functions in
practice, especially (i) the types of investors
involved and (ii) the sort of enterprises
in which they invest and the associated
methodologies applied. This may result,

in part, from its origins at the interface
between investment and philanthropy
(see Part A, Appendix 1). Some of the
initiatives mentioned above seek to draw
on and apply more widely experience and
techniques developed in this context.

Investor types

In terms of investor types, impact
investing has tended to be the preserve of
development finance institutions, private
investors and specialist investment funds
more than major institutional investors
and investment firms. That has begun

to change in recent years with attempts
to ‘mainstream’ impact but, at least

in the context of capital allocation, it
remains largely the case. Even where
more ‘mainstream’ investors use their
investment powers to engage in impact
investing, they can tend to do so through
specialist impact investing units more than
their core investment activity.*

Investment targets

As to what these investors invest in,
while it is not easy to generalise, the
targets have often been discrete, early-
stage, private enterprises that tend to

be concerned with addressing a specific
social or environmental issue; enterprises
that have sometimes been described as
‘impact-driven organisations’.”” They fall
along a spectrum from those intended

to generate market levels of investment
return through to others which prioritise
a social or environmental goal. Some
impact investors think of ‘impact” in
terms of the positive impact their capital
provision can have for these early-stage

1.4
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enterprises that may not be able to access
other capital sources. Impact investing
has historically been less concerned with
securing sustainability impacts in larger,
more mature and diversified businesses,
including major multinationals whose
securities are traded on the world’s
investment exchanges. However, as noted,
that has begun to change. The concept

of IFSI is intended to catch impact-driven
investment activities whatever sort of
business enterprise is involved.*®

The relationship between investing for
sustainability impact and ‘sustainable
investment’ more widely

IFSI falls within a group of investment
approaches in which social, environmental
and economic sustainability factors are
deliberately taken into account in some
way. These include ‘ESG investing’,
‘impact investing’, ‘ethical investment’,
‘socially responsible investment’,
‘sustainable investment’, ‘stewardship’
and ‘responsible investment’.

The main difference between investment
approaches that are within the conceptual
net of IFSI, and sustainable investment
approaches that are not, concerns
investment goals. All approaches to
sustainable investing involve investors
pursuing investment goals. However, the
defining characteristic of those within the
scope of IFSI is that an investor recognises
that, in order to achieve its goals, there

is a separate need to set and pursue
specific sustainability impact goals and
assess progress towards them — it involves
the investor intentionally seeking to
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influence the sustainability impact of those
enterprises in assessable ways.

Broadly, the main approaches to
sustainable investing tend to involve some
combination of the following:

making investments or excluding them
from a portfolio based on an explicit and
systematic inclusion of environmental,
social and governance factors in
investment analysis to better manage
risks and improve returns (generally in
the short-to-medium term);

applying filters to lists of potential
investments to rule companies in or out
of contention for investment based on an
investor’s preferences, values or ethics;

various forms of stewardship activity;

various forms of sustainability-themed

investing, where there is an

intention to contribute to specific

environmental or social outcomes,

including impact investing.*
Both the first and second of these could
certainly be used as part of an IFSI
strategy.®® However, considered as distinct
activities, neither necessarily involves
pursuing sustainability impact goals,
unlike IFSI which does.

The first might look like instrumental
IFSI in that it is concerned with
achieving a financial goal. However,

it tends to involve allocating capital
based on the quality of an enterprise’s
sustainability standards on the
assumption that this will yield better
investment returns (for example,

in the belief that more sustainable

enterprises carry less investment risk).
By contrast, instrumental IFSI involves
deliberately setting and pursuing specific
sustainability impact goals for one or
more business enterprises; realising
these goals is regarded as necessary

to achieve a desired outcome beyond

the sustainability impact goal itself,
namely financial return or reduction of
investment risk.

Likewise, the second might seem similar
to ultimate ends IFSI. However, again
there is a difference. That is not because
the motivating values are necessarily
different, but because it tends to involve
pursuing those values by avoiding
investment in companies that are not
value-aligned and, possibly, the hope
that diverting capital away from them
will stimulate change (as to which, see
Section 1.2.3(b) above). By contrast,
ultimate ends IFSI involves setting

and pursuing specific sustainability
impact goals for one or more business
enterprises in order to align market
practice with those values.

So, for example, merely reshaping a
portfolio so that it is less exposed to
financial risks posed by sustainability
factors (eg by screening to remove
entities with a poor understanding of
how to decarbonise their activities)
would not of itself fall within IFSI since
it does not involve setting and seeking
to achieve specific sustainability impact
goals (although, as noted, that does not
mean it could not be used as part of an
IFSI strategy). However, a deliberate and
well-signalled move by large numbers
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of investors towards, for example, steel
companies with a good understanding
of how to decarbonise their business,
intended to persuade other companies in
the sector to develop effective transition
plans would potentially do so.

We are not intending to suggest that

the reshaping of investment portfolios
with the intention of reducing financial
exposure to a risk posed by sustainability
factors should only happen where the
investor is also pursuing a particular
sustainability impact goal. We stress the
distinction merely because this report

is primarily concerned with activities
designed to achieve sustainability impact
goals, whether to improve to the quality of
financial return or as an end in itself.

Similarly, if an asset owner were to invest
in an enterprise that had a purpose that
involved making a positive sustainability
impact, but chose that investment only
because it anticipated an attractive
financial return, this would not be

IFSI, even though the enterprise might
generate a positive sustainability impact.
That is because the asset owner’s only
goal is financial return, not achieving a
sustainability impact. Once again, we are
not suggesting that such a decision would
be any more or less legally permissible
than one intended to achieve a positive
sustainability impact. We are just
delineating the activities with which this
report is primarily concerned.

Both of the forms of sustainable investing
described in the first two bullets of
paragraph 54, above, could nonetheless
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have sustainability impacts that may be
aligned with IFSI (see Part B.2 Box 3).°! For
example, as noted above, inclusion of a
company on investors’ stop lists because of
the company’s poor sustainability record
would likely attract directors’ attention.

As to the third form of sustainable/
responsible investing, stewardship
activity, it follows that when stewardship
is designed to result in improvements

in the sustainability footprint of a given
enterprise or sector, it may often be a
form of IFSI. That is because it necessarily
involves assessing the current activity of
business enterprises and seeking to change
it by reference to some sort of goal.

The fourth form of sustainable/responsible
investing includes impact investing (see
1.2 above). In some cases, investment
approaches in this category may therefore
fall within the concept of IFSI.

The terminology that is used to describe
different sorts of sustainable investing
has evolved over many years. For a brief
summary of the historical background, see
Part A, Appendix 1. Common expressions,
such as ‘sustainable investing’, are
generally not legally defined, although
legislators and regulators do sometimes
use them, especially in guidance, and they
are beginning to appear in legislation.®
They also get used interchangeably or

in ways that can make it hard to know
what they involve in practice and how
they differ. That suggests that there is
only a loose consensus about what they
mean, which can be a source of confusion
and criticism.®® As an indication of this,
Part A, Appendix 2 provides a selection

of definitions advanced by well-known
institutions and industry bodies of some
of the most commonly used expressions.
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IFSI: GOAL CERTAINTY, ASSESSMENT OF IMPACT AND UNDERSTANDING AN INVESTOR'’S

CONTRIBUTION

Introduction

Section 1 looked at the basic concept of
IFSI. However, it deferred three key issues
to this Section 2:

the need for an investor to be able to
identify sufficiently clear impact goals
(ie goal certainty);

how progress towards the goals is to be
assessed; and

how to understand what difference an

investor’s action can make or has made

in progressing the goals (ie the question

of causation or the investor’s contribution).
Each is needed for an investment approach
to be a form of IFSI. They also have a
bearing on what the legal rules considered
in Part B of this report require or permit
and on the policy options in Part C.

In what follows:

Section 2.2 looks at the legal significance
of each issue; and

in light of that, Section 2.3 makes some
high-level observations on the current
means available for addressing them.

Investors’ capacity to define impact

goals, assess progress towards them and
understand their own contribution is
developing but is more advanced in some
areas and in relation to some aspects of
sustainability than others. This presents
challenges for investors, not least in terms
of expense.®* These challenges have a
bearing on what investors can and should
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do. That is because what legal powers,
duties and discretions require or permit
does not just depend on their ‘black
letter’ (ie what they ‘say’) but also the
circumstances in which they are applied
(see Part B.2.2 and B.4).

The challenges should reduce as market
frameworks and practice develop. However,
for now they may lead investors to focus
on areas where the ground is more certain,
extending their activities as the ‘market
infrastructure’ evolves. Collaboration
between investors is one way to facilitate
solutions. Work can be undertaken
strategically, know-how shared, and costs
spread (see Part B.2, Box 2). Policymakers
may also have a role (see Part C.2).

Requirements for legal rules relevant
to IFSI

Reasonable certainty about the goals being
pursued, an ability to assess progress
towards achieving them and an investor’s
role in that progress are all important in
formulating and applying legal rules that
are relevant to IFSI.

By ‘legal rules’, we mean any legal
provision (whether established in
legislation or arising under judge-made
law) that is intended to guide behaviour
by imposing duties or discretions or
conferring powers.®> Most of the legal rules
considered in the legal assessments in the
annexes to this report are in that category.
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Legal rules are intended to influence
behaviour. Their effectiveness in doing that
depends, among other things, on:

clarity about the behavioural outcome
at which the rule is directed (ie goal
certainty);

a reliable way of working out whether it
has happened (‘assessment’); and

an expectation that the person at whom
the rule is directed has some influence
on the outcome, making it necessary

to be able to understand the relevant
person’s role or ‘contribution’ in
bringing about a particular outcome.

None of these must be perfectly satisfied
to create new laws or apply existing ones.
However, some level of certainty is needed
on each.

Goal certainty

Part A (Section 1.2.3(a)) identified three
types of goals that are relevant to the
concept of IFSI:

overarching sustainability outcomes
reflected in international instruments
such as the SDGs and the Paris
Agreement that are relevant to the
investor in discharging its duties;

portfolio-level sustainability impact
goals an investor sets for its activities
which are consistent with helping to
bring about overarching sustainability
outcomes that are relevant to the
investor (similar to a financial
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investment objective, but relating to
sustainability); and

the more specific steps an investor

can take to secure action on the part

of business enterprises or other third
parties which it is reasonable to think
will help to realise the portfolio-level
sustainability impact goals (which could
be seen as a sustainability equivalent of
an investment policy).

An investor needs to be reasonably clear
about the portfolio-level sustainability
impact goal it is seeking, and the specific
sustainability impact targets in its action
plan for pursuing that goal. It should also
have a reasonable basis for thinking that
achieving the portfolio-level sustainability
impact goal is aligned with moving towards
an overarching sustainability outcome that
is relevant to the investor.

In practice, investors’ portfolio-level
sustainability impact goals may not involve
specific outcomes that are either achieved
or not but may instead be about securing
steady change of some sort that is aligned
with a particular overarching sustainability
outcome, such as ensuring that all
participants in a given business sector

have credible transition plans to net zero
emissions. They could also include steps to
discourage activities of a sort that are not
so aligned. Whatever the goal, clarity is
still needed on what amounts to progress
in achieving it. That might, in turn, be
defined, for example, by reference to
whether the more specific impact targets
in an investor’s action plan are being met.

2.2.2 Assessment

Investors carrying on activities within the
scope of IFSI may need to make or access
various assessments in seeking to discharge
their duties, including as to:

(a) the extent to which human
behaviour is aligned with overarching
sustainability outcomes and how that
is changing;

(b) the impact of business sectors on (a)
and how it is changing;

(c) the impact of individual business
enterprises on (a) and (b) and how it is
changing; and

(d) the impact of government policy on (a)
to (c).

Assessment is needed before any steps are

taken, to define what action is needed,

and during and afterwards to establish
whether it has been effective in achieving
the relevant goal. Assessments need to be
sufficiently standardised for those with an
interest, including courts and regulators,
to know that they are talking about the
same thing and to facilitate comparison
between outcomes achieved in similar
circumstances.

For an investor to define its sustainability
impact goals in the first place, it needs

a credible basis for assessing how far
circumstances it is able to influence are
aligned with overarching sustainability
outcomes that are relevant to it. However,
once set, sustainability impact goals
remain largely meaningless without a
reliable way of establishing whether they
have been achieved. Sustainability impact

INVESTING FOR SUSTAINABILITY IMPACT

goals are therefore likely to involve some
sort of qualitative or numerical target,
the achievement of which is capable of
assessment by the investor and others.
Assessments would cover both progress
towards portfolio-level sustainability
impact goals and the more specific targets
set by the investor in pursuing those goals.
The outcome could also be considered

by reference to assessments of how far
overarching sustainability outcomes are
being achieved.

However, these are not the only kinds

of assessment that investors seeking to
achieve sustainability impact goals may
need to undertake. Importantly, they will
also usually need to assess the effect, if any,
of pursuing sustainability impact goals on
the financial performance of their portfolio
(see Box 5).
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Box 5

Assessing the impact of IFSI on financial
performance

Investors seeking to achieve sustainability impact
goals will generally need to assess how, if at all,
doing so affects the financial performance of their
portfolio (see Part B.2 and 3). Potential challenges
include (a) a lack of clarity as to the nature and
extent of exposures to sustainability factors at
individual enterprise, sectoral and system-wide
levels and, consequently, their longer-term
financial and therefore portfolio implications

and (b) the available measurement tools (see
Section 2.3.2 and Part B.4). Particularly when a
sustainability impact goal is intended to help in
addressing systemic risks, which are difficult to
quantify, simple cost-benefit analysis is unlikely to
be feasible or appropriate. However, that does not
mean that the risks are not real or that investor
activity cannot help in mitigating them. Decisions
may therefore need to rely, at least in part, on an
assessment of the potential adverse impact for
portfolio value and performance if these risks are
not addressed.

The sort of judgements that may be needed

on possible trade-offs between financial return

and sustainability impact could vary depending
upon whether the investor's approach involves
instrumental IFSI or ultimate ends IFSI. In the case
of the former, the judgement is more likely to focus
principally on the timing and extent of any financial
impacts. However, since the value of sustainability
impact goals may not reduce to financial measures
alone, further challenging judgements may be
needed, particularly in the case of ultimate ends
IFSI. Since financial and sustainability assessment
methodologies are often not interoperable, there

is also potential for a ‘'siloed’ approach between
staff focused on pursuing narrower financial
objectives and those concerned with sustainability
impact.®® Developing the necessary methodologies
is @ matter of investment and wider practice. It is
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therefore not considered further here. However, it
is likely to be important in applying at least some
legal rules, especially rules that require investors
to prioritise financial return but nonetheless
allow them to pursue what we have described as
ultimate ends IFSI.

The wider question of whether there is generally
an impact on portfolio performance where
investors deliberately take account of sustainability
factors and, if so, of what sort, has generated
considerable debate and provides some context
for these assessments but has not generally looked
at IFS| investment approaches.

Work to date has tended to focus on historical
performance where investment selection in pursuit
of financial investment objectives is influenced

by the ESG profile of investee enterprises.?” It is
less concerned with, among other things, the
potential future performance impact of systemic
risk resulting from sustainability factors (except,
perhaps, to the extent these risks have already
been reflected in that historical investment
performance). In view of the definitional questions
concerning sustainable/responsible investing
discussed in Part A.1.4, it is possible that some of
this work included portfolios being managed in
ways that involved IFSI. Even so, it seems unlikely
that these portfolios would have comprised a
material portion of the relevant assets under
management. Because of that and the definitional
ambiguities involved in concepts such as ESG,
that work may therefore be of limited relevance

in making the sort of assessments mentioned
above. However, one of the most comprehensive
assessments of studies on this topic to date found
that roughly 90 per cent of those studies indicate
at least a non-negative impact of taking account
of ESG factors and the majority suggest a positive
impact.®® Meanwhile, the IMF has concluded that
the available literature on this point is inconclusive,
but that the performance of sustainable and
conventional funds may at least be comparable.®®
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Given the definitional questions
surrounding sustainable/responsible
investing, some of the work mentioned
above may also have covered the
performance impact of sustainability-
related stewardship activity. However,
while the understanding behind
stewardship codes is that stewardship

is relevant to corporate value and hence
portfolio value, analysis of the financial
value implications of stewardship
specifically concerning sustainability
factors remains a developing area.” There
is, nonetheless, some evidence that it can
make a positive difference, both in terms
of investee financial performance,” and
in helping to protect shareholders from
the risk of loss as a result of sustainability
factors.”” Less attention has been given to
the impact on financial performance of
policy engagement.

Understanding the investor’'s
contribution

Investors need to use their legal powers to
achieve the purpose for which the powers
were given. In deciding what steps to take,
whether to pursue sustainability impact
goals or otherwise, they therefore need to
be satisfied that their intended actions will
help in realising that purpose, and in a way
that merits any proposed use of resources.
Similar considerations apply when they (and
others, such as courts and regulators) review
the effectiveness of what they have done.
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For each sort of sustainability impact goal
an investor sets, the investor and those

with an interest therefore need to be able to
understand the investor’s role in bringing
about a given change — ie there needs to be
a credible basis for understanding the causal
connection between the investor’s actions and
the relevant outcome.

Precisely what this might mean in practice
will differ depending on the investor’s
circumstances and strategy and the goal
concerned. The level of expense for the
investor and its portfolio may also be
relevant; if a given step effectively involves
no expense or risk to the portfolio, then the

need to assess the investor’s contribution
may be limited. However, in practice,
establishing an understanding of the
investor’s contribution may focus especially
on the investor’s influence, individually

or collectively, on individual business
enterprises, sectors and policymakers.

Perhaps most notably, as discussed in Part
A.1.2.3 there are differences between the
influence an investor might have as a
significant source of capital for a private
enterprise as compared with investment
in public markets. In private (and in some
cases in illiquid public) markets, investors
may have more control over the amount

Box 6: Investor contribution and collective action

It is obvious to business people that achieving
just about any major commercial goal requires
collective effort. Large commercial projects are
invariably collective endeavours and even the
contribution of those directly involved depends
on the activities of third parties far beyond them.
Much as with an orchestra performing a piece of
music, a sports team in a competition, or even
voting in an election, this collective activity is
designed to bring about a desired outcome. It
produces a result for which each member is partly
responsible and to which each has contributed,
even if their role can only be fully understood

in terms of the collective whole and cannot

be perfectly separated out and defined. The
collective result is different from the product of
individualised behaviours and can be significant
both to those directly involved and those affected
by their collective activities.

Similarly, an investor engaging in collective action
in pursuit of a sustainability impact goal which

is designed to help in achieving an overarching
sustainability outcome may be able to point to the
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result of that action. However, it may not be able
to demonstrate that, viewed in isolation, the result
led to a particular sustainability outcome being
achieved or even advanced, that the sustainability
outcome concerned has enabled the investor to
achieve its legal objectives, or that the collective
action would not have been successful but for its
own participation.

That does not mean that the investor has not
made a contribution and been discharging its
duties. However, in understanding what and how,
the focus would be on the logical and evidential
credibility of the investor's explanation for the
difference it has made in the context of the
collective action as a whole, and other related
activity, more than the precise quantification of the
individual impact of its involvement: the essence of
collective action is that the sum is intended to be
greater than its parts.

In the event of a dispute, courts may tend to

look more closely at whether a proper process
was followed than the outcome achieved in
determining whether duties have been discharged.

and cost of capital available to investee
enterprises and the terms on which it is
provided, allowing them to have more of
an influence on investees in addressing
their sustainability impact. This is less
feasible as a secondary market investor in a
company with a large shareholder base. In
that context, understanding the investor’s
contribution to a given sustainability
impact is likely to involve a greater focus
on outcomes achieved collectively with
other investors (see Box 6 and Part B.2,
Box 2).
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23 Observations on the current state of
market practice

Investment frameworks, methodologies
and metrics are developing in each of the
three areas discussed above. Particularly
for sustainability goals such as tackling
climate change, it is credible to think

that investors can make an effective
contribution, for example, by pursuing
sustainability impact goals, and there are
many examples of this in practice (see Box
7).” In any event, we have assumed that in
preparing this report.

Box 7: The example of Climate Action 100+

Having seen a substantial increase in company
decarbonisation commitments, the Climate
Action 100+ initiative is increasing its focus

on actions and outcomes. It has recently
released a net zero company ‘benchmark’ for
evaluating company performance in relation to
reducing greenhouse gas emissions, improving
governance, and strengthening climate-related
disclosures and assessing the extent to which
companies are delivering on their commitments.

".. tangible outcomes at companies ... must
happen for the initiative to succeed. .. So far,
Climate Action 100+ engagement teams

have secured numerous net zero and SBT
commitments across a range of hard-to-
decarbonise companies and sectors where this
was unimaginable a short time ago. ... in less than
three years, the initiative [has] become the leading
driver of corporate decarbonisation efforts.’

Andrew Gray, director, ESG and stewardship
at AustralianSuper and Climate Action 100+
steering committee member and chair,
interviewed by Climate Action 100+.7%

38

‘We cannot manage what we cannot measure.
The benchmark gives us the tool needed for
engagement and to inform our proxy voting. The
first assessments show the scale of ambition,
where we are and where we need to get to, with
measures along the way. We're in the foothills of
a long climb. This is tough, but necessary.’

Anne Simpson, managing investment director,
board governance and sustainability,

CalPERS and Climate Action 100+ steering
committee member”

Nonetheless, the available tools and
information are far from complete. There
has clearly been considerable progress

in the area of climate change, and the
experience of the TCFD shows just how
swiftly this can happen.” However, looking
at sustainability goals more broadly, there
is currently no commonly agreed basis,
among other things, for investors to set
sustainability impact goals, for defining
what it is to have a positive sustainability
impact, for determining the sustainability
impact of an enterprise in the round, or
for measuring progress towards many
potential impact goals. There is also a lack
of consensus as to which sustainability
factors present financial risks for investors,
or over what timescale, and uncertainties
that are challenging to resolve, for example
in terms of the second- and third-order
effects of not achieving overarching
sustainability outcomes.” Up to a point,
therefore, these questions need to be
considered by investors on a case-by-case
basis, although investor coalitions can help
to beat a path for all.

We should emphasise that we are not
suggesting these issues mean that investors
cannot or should not seek to achieve
sustainability impacts. Part B considers
what legal rules require of investors or
permit them to do in terms of seeking to
achieve sustainability impacts. Here, we
are simply highlighting the likely need for
further work for it to become more feasible
for investors to pursue some sorts of
sustainability impact. This may influence
where investors are currently best able to
concentrate their efforts, and how.

Developing solutions is a work of many
hands. Our project has not been intended
to assess what is required. However, since
this market environment is relevant to
how legal rules apply, some of the more
significant initiatives are mentioned briefly
below to indicate the kind of challenges
that investors may face. This provides a
context for the discussion of legal rules in
Part B. Legal frameworks can also help in
addressing some of the challenges. This
context is also therefore relevant to the
policy options in Part C.

The three themes of goal certainty,
assessment and understanding the
investor’s contribution have been separated
out in what follows, but initiatives
mentioned under one heading are
sometimes relevant to others. For example,
it may be challenging to define an impact
goal without reference to an assessable
numerical or qualitative outcome. In some
cases, therefore, an initiative is mentioned
in one context rather than another simply
for descriptive convenience.
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Goal certainty

As discussed in Part A.1.2.1, international
sustainability-related instruments such

as the SDGs and the Paris Agreement

can provide a high-level framework for
impact goal definition.” However, these
were principally intended for use by
policymakers in setting country-level goals.
A certain amount of legwork is needed

to convert them into impact goals for
investees and investors.

Ongoing initiatives should help to define
which business activities are aligned

with some of these overarching goals.

A prime example is the EU sustainable
finance taxonomy.” This seeks to provide
a single basis for investors, issuers and
policy makers to assess the environmental
sustainability of economic activities
referenced to six objectives: climate change
adaptation; climate change mitigation;
sustainable use and protection of water
and marine resources; transition to a
circular economy; pollution prevention
and control; and protection and restoration
of biodiversity and ecosystems. While it
does not itself stipulate stainability goals,
it is based on national and international
goals and can be used in defining
portfolio-level sustainability impact goals.
The UK government intends to create

a UK taxonomy and a number of other
jurisdictions are working on similar
frameworks including China, Malaysia,
New Zealand, Russia and South Africa.®

Yet investors still need to make judgements
in setting their sustainability impact goals.
These include the basic decision about

which overarching sustainability outcomes
are relevant to their investment-related
activities and, in the light of that, which
portfolio-level sustainability impact goals
to adopt. This second step may involve
challenging decisions, for example, as to
whether nuclear energy has a positive
sustainability impact by reducing fossil
fuel reliance, what is needed to ensure
that reducing fossil fuel reliance does not
adversely affect social sustainability by
falling disproportionately on the most
economically vulnerable, and how to
approach the environmental impacts

of technologies replacing the internal
combustion engine.

Various frameworks have been developed
that can help with setting portfolio-level
goals. Very broadly, they approach the issue
from one of two overlapping perspectives:

determining which areas of
sustainability impact to target and the
type of impact the investor intends to
have; and

defining the quality of impact the
investor is seeking.

The following looks briefly at examples of
available frameworks in relation to each.

(a) Target-setting frameworks

Two of the most fully developed examples
of target-setting frameworks are the Net
Zero Asset Owner Alliance 2025 Target
Setting Protocol and the Institutional
Investors Group on Climate Change Net
Zero Investment Framework, concerning
target setting in relation emissions
reduction.®’ The basic aim of both is

for signatories to have transitioned

their portfolios to net zero emissions by
2050 in line with the Paris Agreement.
Each provides a framework of steps for
investors, including setting impact goals
which they pursue in the way they manage
their portfolios and undertake policy
engagement. For example, signatories to
the Target Setting Protocol commit to set
sub-portfolio-level targets for emissions
levels for investees represented by asset
classes within portfolios (starting with
those where there are already credible
methodologies and data and extending

as these develop for other asset classes).
These are combined, among other things,
with targets for investors’ stewardship and
policy engagement and positive financing
targets to support net zero transition-
compatible business. The Climate Action
100+ aviation strategy provides an example
of how this could work at a sectoral level.®?

A further example of a target-setting
framework, this time by reference to the
SDGs, is the PRI’s Impact Investing Market
Map. The stated aim is to ‘bring more clarity
to the process of identifying mainstream
impact investing companies and thematic
investments so that asset owners and fund
managers can better assess opportunities
in this market.” The Market Map identifies
10 sustainable investment ‘themes’: energy
efficiency; green buildings; renewable
energy; sustainable agriculture; sustainable
forestry; water; housing; education; health;
and inclusive finance. These themes

are linked to specific SDGs and their
associated targets and indicators. The map
also includes a list of key performance
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indicators that can be used by those seeking
to achieve sustainability impact goals to
assess performance against a specific theme,
highlighting the close connection between
goal definition and assessment.®

(b) What quality of impact?

40

One of the most notable examples of a
framework concerned with defining the
quality of impact sought in a given area of
sustainability is the Impact Management
Project’s (‘IMP’) ‘five dimensions of
impact’. These are part of the IMP’s ‘impact
norms’.* The five dimensions of impact
identified by the IMP essentially help in
defining what it is to have an impact and
have been represented in tabular form, as
set out below (see fig. 1). However, they
are also relevant in assessing the extent

to which an impact has taken place and
what steps are needed to secure it, again
highlighting the connection between goal-
setting and other parts of the process of
pursuing sustainability impact goals.

What outcomes does the
effect relate to. and how
important are they to
the people (or planet)

Important  Neutral Important ¢ N

negative outcome(s) positive
outcome(s)

[l

WHAT HOW MUCH

How much of the
effect occurs in
the time period?

experiencing it?

w w
Marginal Deep
effect effect

Well-
outcome(s); For few Formany | served

WHO

Who experiences
the effect and how ;| compare and contribute significant and how
underserved are
they in relation to
the outcome?
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Figure 1: The Impact Management Project five dimensions of impact®
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2.3.2 Assessing impact

To facilitate investment approaches

within the scope of IFSI, there is a need for
reliable, consistent data on, and consensus
about, how to assess the sustainability
impacts of business sectors, enterprises and
other third parties such as policymakers.5¢

As an example of the sort of assessment
challenges potentially facing investors, the

following focuses specifically on assessing
investee enterprise impact. There may

be similar issues with some of the other
assessments that an investor may need to
undertake. That said, assessment may be
simpler in other contexts, for example,
where a specific policy change can
reasonably be expected to result in market-
wide behaviour aligning with an investor’s
sustainability goals.
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In looking at enterprise impact, an
investor may find it needs to assess, among
other things:

the impact of an enterprise on
overarching sustainability outcomes; and

whether that impact has changed over
a given period in a way that can help
to realise an investor’s portfolio-level
sustainability impact goals.

In assessing enterprise impact, a key
distinction concerns:

frameworks for assessing enterprise
impacts;

disclosure and reporting frameworks
through which information relevant to
those assessments is made available by
the enterprise; and

metrics and other criteria that can be
used in assessing enterprise impact.

The following looks briefly at each, but it is
important to note that assessment involves
a number of interconnected challenges,
only some of which can be addressed by
disclosure and more effective metrics.
Focusing on disclosure might suggest that
the necessary information is available

but not being adequately disclosed or,

even if it is not currently available, can be
generated. However, some sustainability-
related risks do not lend themselves to
easy quantification and the long-term
consequences of some of them are not
easily foreseeable.

(a) Frameworks for assessing enterprise impact

Three basic frameworks have been
identified which can be used to assess

enterprise and portfolio-level impact. There
are no industry-wide standards for how
they should be applied, creating challenges
of reliability and comparability in terms of
the resulting assessments.®”

Impact targets: the investor selects an
indicator or indicators that are relevant
to the impact goal of the portfolio or
for specific portfolio investments and
uses that to set targets for investee
enterprises at the outset of the
investment relationship. The progress
of the enterprise towards the target is
periodically reviewed thereafter. An
example of this would be setting a net
zero target for an investee enterprise.®®

Impact rating: this is a more holistic
approach, so can be more complex and
costly. Essentially, it uses an overarching
impact rating system to capture multiple
sustainability impacts of an enterprise
(or multiple impacts in a given area of
sustainability) and generate a single
overall numeric or qualitative enterprise
rating.*® The investor therefore needs to
decide which areas of impact to assess
and performance indicators to use for
assessing positive or negative impact

(eg by reference to the dimensions of
impact, mentioned above). Weights

are then assigned to each factor in
developing an overall rating.

Impact monetisation: this attempts to
reduce desired environmental and social
impacts to monetary values, putting a
financial figure on progress towards a
given impact. Of the three approaches,

it is possibly the most demanding to
apply effectively.”®

Using these frameworks can involve
considerable judgement. Each has
advantages and disadvantages and can be
applied with varying degrees of depth and
rigour. There may be benefits in using two
or more concurrently, or in relation to
different parts of the investment process.
This is particularly so where an investor
wants to address an identified impact
theme (such as health) without causing a
deterioration in the wider sustainability
impact of a given enterprise, ie there can
be a specific impact target assessment in
relation to the theme and a broader impact
assessment framework can be used to
assess the wider sustainability impact of
the enterprise as a whole.

For all these frameworks there is no single
system for categorising and rating different
sorts of impact or determining appropriate
benchmarks. However, the UNEP FI's
Corporate Impact Analysis Tool, launched
in 2020, seeks to help financial institutions
and investors to analyse the impacts of
clients and investee companies across
different sectors and countries. Its three-
step approach involves identifying impacts
based on company typology, geography
and sector and assessing and monitoring

a company’s impact performance and
management capabilities.”* Meanwhile, the
SDG Action Manager seeks to provide a way
for companies to set impact targets and
measure progress against them, sharing
data with relevant stakeholders as they
choose, including investors.*?
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(b) Disclosure and reporting frameworks for
sustainability impact information

and reporting. A sub-set of these IMP
members has been progressing efforts
towards a comprehensive corporate

TCFD and other international frameworks ACKNOWLEDGEMENTS

On climate change, specifically, there has
International standard setters

There is a multiplicity of disclosure and
reporting frameworks for enterprise-
specific sustainability performance
information. The current arrangements
are fragmented and complex and, even
where enterprises use them to disclose
and report, may not provide investors with
decision-useful information, for example
where disclosure requirements focus on
the activities of an enterprise in relation
to particular areas of sustainability, more
than changes in its sustainability impact.
The fact that each framework has been
developed for a different purpose adds

to the complexity. Notably, for example,
two of the most prominent sustainability
reporting bodies have different objectives:
SASB intends its reporting standards

to enable businesses to communicate
‘financially material’ sustainability
information,” whereas the GRI describes
its approach as an accountability
mechanism to ensure companies adhere
to responsible sustainability principles.®*

However, there is now a clear recognition
that this complexity needs tackling.”® The
situation has been developing rapidly and
investors are pressing for further progress.”

Since 2018 the IMP has facilitated

the IMP Structured Network, a group
of international organisations that

are coordinating efforts to provide
comprehensive standards and guidance
for impact measurement, management

reporting system.’” More recently,
September 2020 saw notable policy
communications from three initiatives to
bring greater standardisation to corporate
sustainability disclosure and reporting:
the world’s leading sustainability
disclosure standard setters, CDP, CDSB,
GRI, IIRC and SASB announced a shared
vision for comprehensive corporate
sustainability reporting and the intent

to work together to achieve it;* the
Trustees of the International Financial
Reporting Standards Foundation launched
a consultation to assess whether it should
establish a Sustainability Standards Board
as a standard-setter, complementing the
work of these other bodies with the aim
of greater standardisation (and have since
confirmed that work is underway to
establish a new International Sustainability
Standards Board);* and there has been
work by the World Economic Forum with
the ‘big four’ accountancy firms designed
to identify a set of ‘universal, material ESG
metrics and recommended disclosures
that could be reflected in the mainstream
annual reports of companies on a
consistent basis across industry sectors and
countries’ on sustainable value creation.'®

For the present, however, the complexity
and fragmentation remain and it is yet to
be seen how far these initiatives will result
in the sort of information that investors
need, or how soon.

been a rapidly growing alignment around
the disclosure standards published by
the TCFED (see Box 8). Work is currently
underway on additional guidance on the
use and disclosure of forward-looking
metrics.'” Meanwhile, within the investor
community itself, the Sustainable
Development Investments Asset Owner
Platform is intended to facilitate investor
assessment of companies based on their
contribution to the SDGs.%
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Box 8

The Task Force on Climate-related Financial
Disclosures

The TCFD'°* was established by the Financial
Stability Board in 2015. Following consultation,
it issued a set of recommendations on climate-
related financial disclosure. These are designed
to provide greater transparency to markets on
the climate risks companies are facing and to
help companies understand what financial
markets want from disclosure in order to
measure and respond to climate change risks,
encouraging firms to align their practices and
disclosures with investors’ needs. The TCFD has
developed guidance aimed at organisations in
all sectors as well as supplemental guidance for
financial institutions and companies operating
in the energy, transportation, materials and
buildings and agriculture, food and forest
products sectors.

The TCFD recommendations are highly
influential and are being taken on board

by companies and in government policy in

a number of jurisdictions where they are
integrated into governance and disclosure
requirements.'® The initial focus of the Better

Alignment Project between the CDP, GRI, SASB,

the CDSB and the IIRC has been on ensuring
that their standards are aligned with the
recommendations published by the TCFD.'%

43

Statutory regimes

Statutory corporate disclosure regimes
on so-called ‘non-financial’ reporting
have also been evolving, perhaps

most notably in the EU and UK. For
example, the EU Non-financial Reporting
Directive requires companies to disclose
information on, among other things,
environmental and social matters to

the extent the information is needed to
understand the company’s performance
and impact.'*® Essentially, this reflects

a ‘double materiality’ approach where
in-scope companies need to assess the
materiality of these environmental and
social factors to their own financial
performance, but also their own impact
on, essentially, environmental and social
outcomes (involving a distinction similar
to that made in Part 1.A, Box 3 between
instrumental IFSI and ultimate ends
IESI).'” Important questions remain

over how far disclosure and reporting
requirements should be set by regulation,
and the extent of reliance on private
initiatives of the sort mentioned above.
Jurisdictional cultures vary, with some
favouring a more rules-based approach
than others.

Third-party data and ratings providers

Many large investors use third-party data
providers to support measurement of
investment impact. Those organisations
provide ESG data and scores and are

increasingly providing impact data that

can be used, for example, in setting goals
and assessing progress. There is a separate
question about how information is used

by analysts and ratings firms in providing
resources for investors, for example, as to
the quality of extensively used sustainability
ratings produced by some agencies.'*®

(c) Metrics and other available criteria for

assessing enterprise impact

Similar issues surround the underlying
assessment metrics and standards on
which disclosure is based.!” Very broadly,
it is possible to distinguish between:

separate standards that have been
developed to provide an indication of an
enterprise’s sustainability performance
in particular areas; and

reporting frameworks that may
incorporate some of those standards
(with or without adjustment) and add
some of their own and which, in some
cases, purport to provide an overview of
an enterprise’s sustainability footprint.

An example of the former is the 200 sets
of industry-focused metrics and standards
which the SASB references in producing its
own 77 sustainability accounting standards
(which are themselves an example of

the latter).!'® Other examples include

more than 200 sets of assessment tools
covered by the EU’s GLOBAL VALUE tool
navigator, designed to assist users to select
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the most appropriate for their needs.!'"!
Similarly, the PRI’s Impact Investing
Market Map organises commonly used key
performance indicators by sustainability
theme (water, housing, education etc.),'"?
the GIIN maintains the Impact Reporting
and Investment Standards (‘IRIS’) Catalog
of Metrics!*® covering over 600 impact
measurement tools and created specifically
with the impact investing community in
mind, and the World Economic Forum
Measuring Stakeholder Capitalism White
Paper groups sets of metrics by reference
to four pillars (governance, people, planet
and prosperity).'*

Looking specifically at impact assessment
practice among impact investors, according
to the GIIN 2020 survey of impact investors,
of those surveyed, 89 per cent use external
resources to assess impact, the most common
being the SDGs (37 per cent), the IRIS Catalog
of Metrics (36 per cent), IRIS+ Core Metrics
Sets'!® (29 per cent) and the IMP’s five
dimensions of impact (21 per cent).!'®

Understanding an investor's
contribution - credibility and causation

Investors have developed various
approaches to understanding or assessing
the difference their activities make

in changing the impact of business
enterprises and other third parties such as
policymakers. This section looks briefly at
some of them.

Investors talk of these assessments in
terms of, among other things, having ‘an
impact thesis’ or ‘a theory of change’,
‘contribution’, and ‘additionality’ or ‘social
value added’."” These concepts are not

identical but overlap. However, whatever
the context, the focus is on establishing

a reasonable level of confidence that
steps the investor is planning, or has
taken, are likely to lead in some way to

a change of third-party behaviour that is
material in moving towards the investor’s
sustainability impact goal.

As noted in Section 2.1, demonstrating

the precise extent to which an investor’s
intervention has resulted in a change of
outcome is not always straightforward.
Much may turn on the sort of activities

the investor is engaging in and with

whom, and what sustainability impacts it

is targeting. In some cases, the means of
influence necessarily involve reasonably
clear measures of an investor’s influence,
either individually or as part of a group, for
example, where a company agrees to change
its practices following engagement with the
investor community or where resolutions
are passed or legislation is changed.

In relative terms, understanding the
difference an investor has made is,
perhaps, most straightforward where

an influential investor has a substantial
funding role in a privately held enterprise
pursuing a goal which is aligned with
realising positive sustainability impacts.
Here, it should be possible to apply a
form of ‘but for’ test, which is essentially
what the concept of ‘additionality’ does
(see further below). Even so, outcomes

are rarely the result of a single causal
factor and understanding the extent of
the investor’s contribution may therefore
still be challenging.'*® In public markets,
where the bulk of institutional investment

is focused, there is likely to be more of

a need to look at the level of collective
sustainability impact initiatives in which
the relevant investor is involved (see Box 6
above).!'??

Impact thesis/theory of change

The idea of an impact thesis or theory

of change has been advanced as a way

of thinking about the whole process
through which an investor seeks to achieve
a change of impact, with a particular

focus on informing the planning and
implementation stage. Essentially, it is a
formalised attempt to articulate (a) the
sustainability impact that an investor is
seeking to achieve and (b) how its activities
are likely to contribute to the change that
is needed to realise it.'?° The first part of
this concerns impact goals and assessment,
as to which see above. However, the second
concerns the causal difference the investor
will make in realising the goals.

Contribution

This expression is sometimes used to
describe what is, essentially, the second
part of an impact thesis and sometimes
outside that context. However, it tends

to be used as a generic way of describing
an attempt to explain the difference the
investor’s involvement has made. The
concept is closely connected with the tools,
such as stewardship, that are available to
investors to influence enterprises and third
parties,'*! but goes beyond the question

of which tools are deployed to ask the
question, ‘to what effect?’ ‘Contribution’
has been described as, ‘a credible narrative,
or thesis, which describes how ... the
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actions of the ... investor will help achieve
the [impact] goal’ or how ‘... the outcome
would not have occurred...” without the
investor’s involvement.!??

This reference to a ‘credible’ narrative
reflects the point made above: it will rarely
be possible to attribute the occurrence

of a particular sustainability outcome to

a single activity or measure the precise
difference that the activities of a single
investor have made to that outcome.
Because of that, the emphasis may often
need to be on the basis for and quality

of the investor’s explanation for the
difference it has made. For example, a
given change may have involved collective
investor action, or a combination of that
with changing practice among other
enterprises in the relevant sector and
public policy intervention or the threat of
it. Nonetheless, a credible narrative would
involve developing an evidentially solid
and reasonable basis for understanding
how what the investor does — investment,
stewardship, policy engagement or
otherwise — makes a positive difference
compared with the sustainability impact
that would have occurred without the
investor’s intervention. Among other
things, it may involve assessing the depth
of the change that occurred and its

likely duration.'*

Assessing an investor’s contribution is
also, therefore, likely to require some
attempt to develop a view on what would
have happened without it. In some cases,
this may be relatively straight-forward,
using common sense, in others more
challenging. However, again, any view

needs to be based on solid reasons. What
might be needed will depend very much
on the circumstances. In some cases,

it could include use of existing or even
new scientific or professional studies (for
example, based on comparison groups and
randomised control trials) and market or
stakeholder research, although even these
have their limits.'**

Additionality

Particularly within the impact investing
community, investors often use the
concept of ‘additionality’ or ‘social value
added’, especially in thinking about a
change resulting from an allocation of
capital or the provision of non-financial
inputs by an investor to a given enterprise
which would not otherwise have
happened. This concept is used to describe
different sorts of assessment. However, its
use in an investment context has emerged
from the work of development finance
institutions, where it principally concerns
the role of an institution in influencing
the amount of capital being made available
to a given enterprise.'?® In the context of
impact investing more broadly, it tends to
involve assessing how far the investor’s
involvement adds to (rather than replacing)
the existing ‘inputs’ to an investee
enterprise resulting in greater aggregate
positive sustainability ‘outputs’ than would
otherwise have been the case.'?®

Again, outcomes are assessed against

the situation that would have prevailed
without the relevant intervention (a
‘counterfactual’) to establish whether
there has been an increase in the quantity

INVESTING FOR SUSTAINABILITY IMPACT

or quality of the positive sustainability
outputs of a given enterprise. However, this
approach to the question of contribution
may be more valuable in some contexts
than others, especially non-public
investment situations.
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WHAT PORTION OF GLOBAL AUM IS CURRENTLY SUBJECT TO INVESTMENT APPROACHES

INVOLVING IFSI?

Introduction

The concept of IFSI has not so far

been used to define research on AuM.
Unsurprisingly, therefore, there is no easy
answer to this question.

There are estimates of the level of AuM
subject to sustainable investing in its
various forms. However, sustainable
investing is a fluid concept and is not the
same as IFSI (see Part A.1.4).

Further, as indicated in Part A.1 and

2, an investor could engage in IFSI

in various ways. Properly answering

the question would therefore require
qualitative assessment: the fact that assets
appear to be subject to an investment
approach within the scope of IFSI does

not necessarily reveal much about the
rigour of that approach or its outcomes.
For example, an investor could use its
investment powers, stewardship and public
policy engagement or only one of these; it
could do so intensively or not; and it could
focus on only one area of sustainability or
several. There is also the distinction drawn
in Part A.1 between instrumental IFSI and
ultimate ends IFSI, and the methodological
and infrastructure challenges touched

on in Part A.2 which require judgement
on the part of each investor and may be
addressed with varying degrees of rigour.

The bulk of global AuM do not currently
appear to be managed in ways that fall
within the scope of IFSI. Nonetheless,
subject to the important caveats just

mentioned, the proportion of global AuM
currently managed in ways that could
involve IFSI appears potentially significant
and growing. This is based especially on the
activities of investor coalitions, and those
focused on climate change in particular,
whose activities appear to involve them,

at least to some extent, in pursuing
sustainability impact goals. Members of the
Net Zero Asset Managers Initiative and Net
Zero Asset Owners Alliance control AuM of
$43tn and $5.7tn respectively.

The increasing concentration of AuM

in the hands of a small number of large
investment management firms potentially
gives them a particularly important role in
the development of investment approaches
within the scope of IFSI, subject to the
terms of their mandates. For the growing
portion of these assets that are passively
managed, stewardship and public policy
engagement are likely to be the most
important means of doing so.

The following considers:

the size and distribution of the
institutional investment market by
reference to AuM (Section 3.2);

what portion of those assets are
believed to be managed by reference to
‘sustainability’ factors (Section 3.3); and

what portion of those it might be
possible to regard as being subject to
investment approaches within the scope
of IFSI (Section 3.4).

3.2
3.21

The figures used are largely taken from
assessments by established third parties
and we have not sought to verify them.
They are included here solely to provide a
rough indication.

Global AuM
Total AuM

Estimates of global AuM vary and values
have been in flux as a result of the
COVID-19 pandemic. However, one study
covering assets managed by investment
managers in 44 markets in 2019 found that
their AuM stood at $88.7tn."*” Meanwhile,
the total AuM of 500 of the world’s largest
asset managers was estimated to have been
$104.4tn at the end of 2019.%

Since these are the figures for assets
managed by investment managers, the
absolute figure for global AuM (ie all assets
managed by asset owners or managers

on their behalf) is likely to be higher. For
example, the aggregate AuM managed

by PRI signatories (which include asset
owners), adjusted to avoid double counting,
was estimated to have been $103.4tn as

at 31 March 2020.'* Since not all asset
owners and managers are PRI signatories,
the figure for global AuM is likely to be
higher still. PwC have put the figure at
$110tn."* In a wider context, the World
Federation of Exchanges estimated that
the global capitalisation of cash equity
markets was $109.21tn as at the end of
2020,"! and the Bank of International
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Settlements estimated in its September
2020 quarterly review that the global

total of outstanding debt securities was
approximately $120tn."* Not all of these
assets are held by institutional investors.
At the same time, these are not the only
asset classes held in institutional investor
portfolios. Estimates of the aggregate
global AuM of each the three categories
asset owner covered by this report are as
follows: pension funds $52.5tn as at the
end of 2020, mutual funds $ 63 tn as at
the end of 2020™* and insurers $ 35.4 tn as
at the end of 2019."*> However, since both
pension funds and insurers hold interests
in mutual funds, and pension funds may
enter into life contracts with insurers, the
same assets may be represented more than
once in these figures.

Who manages these assets?

The asset management sector is comprised
of many firms. However, there has

been substantial consolidation so that
management of global AuM is increasingly
concentrated in the hands of a smaller
number of very large providers.'** The 10
largest investment managers as at the end
of 2019 were estimated to be managing in
excess of $32tn or approaching a third of
the global AuM figures above, while the 20
largest accounted for approximately 43 per
cent ($44.9tn).%”

BlackRock has for some time been the
world’s largest asset manager (AuM of
$8.15tn) and Vanguard is the second largest
(AuM of $7.1tn). State Street is the next
largest with $3.4tn."* The three together
therefore manage over $18.5tn of assets.*

323

A substantial portion of those assets are
passively managed. Indeed, it is thought
that these companies manage about 80

per cent of all passively managed assets
and that some 22 per cent in aggregate of
the shares in the typical S&P 500 company
are held in passive or active portfolios
managed by them.*® They and a number
of other large firms therefore occupy an
influential position generally and in relation
to any move within the investment market
towards investing for sustainability impact.

What portion of global AuM is
passively managed?

The portion of global AuM that is passively
managed has been growing. It has been
estimated that the share of global AuM
managed by investment managers using
passive investment strategies stood at 21
per cent ($18tn) by 2019.'*! This seems
broadly consistent with other estimates.'*>
For example, the AuM in index tracking
mutual funds is estimated to have stood
at $11.4tn by the end of November 2019,
while work by BlackRock in 2017 suggested
that the AuM in passive strategies outside
mutual funds could amount to $6.8tn,
producing a similar aggregate figure.'**

It was estimated that in 2017 that 22.4
per cent of the AuM of 500 of the world’s
largest investment managers was being
passively managed, and the figure was
growing.'** In the US, where the move
towards passive investing is particularly
pronounced, by the end of 2018, actively
managed funds had an overall market
share of 61.2 per cent compared with 38.8
per cent for passive funds, with the trend
towards passive continuing in 2019.'*

3.2.4 Geographic spread

33

It has been estimated that, in 2019, North
American managers had the highest share
of global AuM ($42tn) and experienced
the strongest growth.'“® Europe, the
second largest asset management region,
also experienced strong AuM growth in
2019, to $22.8tn.'*” Some $6.1tn of that
was managed in the UK.'*® AuM in France
grew to $3.5tn."* In Japan and Australia,
AuM grew to $6.6tn. In Asia (including
China and Hong Kong but excluding Japan
and Australia) AuM grew to $11.2tn.
Meanwhile, AuM in Latin America grew to
$1.9tn."® Another study has highlighted
the growth in the AuM of North American
investment managers relative to other
jurisdictions between 2007 and 2017 from
41.59 per cent of global AuM to 53.22 per
cent.'! The same study estimated that
North American clients also accounted for
59.3 per cent of global AuM, underscoring
the point.' This concentration of assets
and management firms in North America
suggests that the legal frameworks within
which North American asset owners

and managers operate are likely to be
particularly significant terms of the extent
to which global AuM is subject to IFSI.
That said, not all of these assets would
necessarily be managed from locations in
North America.

Sustainable investment AuM

Sustainable investment is now a major
presence in investment markets. As noted
in Part A.1.4, the concept covers a variety
of investment approaches. Some, if not all,
could be used in the course of investing
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for sustainability impact. However, they
do not necessarily involve IFSI. While there
is no data on the portion of global AuM
being invested for sustainability impact
specifically, assessments of AuM that are
managed in ways that take some account
of sustainability factors ought at least to
catch those that fall within the scope of
IFSI as part of the total figure.

Total AuM managed by reference to
sustainability factors

Since the concept of sustainable
investment covers a broad range of
activities, taking account of sustainability
factors with varying degrees of intensity,
figures for global sustainable AuM need to
be approached with care. However, much-
quoted research by the Global Sustainable
Investment Alliance (GSIA) suggests that
at the beginning of 2018 AuM of $30.7tn
was subject to some sort of sustainable
investment in the investment markets of
US, Europe, Japan,'*® Canada and Australia/
New Zealand.'* This represented an overall
increase of 34 per cent in two years.

The growth has continued in the three
years since then. For example, it has been
estimated that the total of ‘sustainable
investing assets’ in the US at the beginning
of 2020 was $17.1tn, a substantial increase
from 2018.'*° A study of the European
market as at the end of 2019 found that
up to 45 per cent of total AuM managed by
asset managers in Europe (roughly $13tn)
were invested in ways that take some sort
of account of ESG factors.’** Meanwhile

a survey of investors representing $25tn
in AuM during 2020, undertaken by
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BlackRock, found that these investors plan
to double their ‘ESG assets’ in five years.'”
In a PwC survey of European institutional
investors during 2020, 75 per cent indicated
that they plan to stop buying European
non-ESG products within the next two
years.'”® Sustainable investment has also
been growing in China but is at an earlier
stage.’™ For example, the number of pan-
ESG mutual funds in China at the end of
November 2019 was reported as accounting
for just under 2 per cent by AuM of all
equity/hybrid funds in the market.!®

These figures seem to suggest that
somewhere between a third and a half of
global AuM is, or will soon be, managed in
a way that somehow intentionally takes
account of sustainability factors. However,
the fact that AuM are not included in these
figures does not mean that sustainability
factors are being ignored in relation to
other assets. For example, as noted above,
signatories to the PRI’s Principles for
Responsible Investment (who therefore
commit to incorporate ESG issues into their
processes and practices), were managing
AuM in excess of $103tn in aggregate as of
April 2020.

Sustainable investing - use of
investment powers

As noted, the ‘sustainable investing’
umbrella shelters a multitude of
investment approaches. For example,
GSIA’s 2018 review identifies the different
approaches set out in the table below
which involve the use of investment
powers, providing an estimate of the AuM
subject to each approach. The categories

are not legally defined and there could be
differences of understanding as to what is
involved in each. However, they provide an
indication of the prominence of different
sorts of sustainable investment approach
in terms of AuM allocated. That said, there
is a limit to what these figures reveal

about levels of IFSI AuM since the defining
feature of that is pursuing assessable
sustainability impact goals more than the
approach used to achieve them. As noted in
Part A.1.4, it would potentially be possible
to use any of these approaches as part of an
IFSI strategy.
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Strategy'®' Estimated global AuM allocated to it in US$ as at 2018

Negativelexclusionary screening $19.8tn
Positive/best-in-class screening $1.8tn
Norms-based screening $4.7tn
ESG integration $17.5tn
Sustainability-themed investing $1tn
Impact/community investing (see note below) $0.4tn

GSIA description

The exclusion from a fund or portfolio of certain sectors,
companies or practices based on specific ESG criteria.

Investment in sectors, companies or projects selected for positive
ESG performance relative to industry peers.

Screening of investments against minimum standards of business
practice based on international norms, such as those issued by the
OECD, ILO, UN and UNICEE.

The systematic and explicit inclusion of ESG factors into financial
analysis.

Investment in themes or assets specifically related to sustainability
(for example clean energy, green technology or sustainable
agriculture).

Targeted investments aimed at solving social or environmental
problems, and including community investing, where capital is
specifically directed to traditionally underserved individuals or
communities as well as financing that is provided to businesses
with a clear social or environmental purpose.

Note: the last of these categories conflates two different sorts of activity. ‘Impact investing’ is broader than (but could include forms of) ‘community investing’, and the concept of IFSI

is broader than both.
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Over recent years, there has been an
increase in the number and use of
‘sustainability indices’ — essentially,
indices that comprise investments that are
selected based on positive sustainability
criteria. Some of the largest are the

MSCI KLD 400 Social Index (launched

in 1990), the STOXX Global ESG Leaders
Index (launched in 2011), the Dow Jones
Sustainability Indices (launched in 1999)
and the FTSE4Good Index (launched in
2001). We have considered the index
descriptions for a number of indices of
this sort to assess whether an investor
tracking the relevant index could be said
to be investing for sustainability impact,
and, hence, whether this could help to
throw light on the level of AuM currently
being invested for sustainability impact. On
the basis of the index materials reviewed, 3.4.1
the indices considered could generally be

viewed as corresponding with one or other

of the sustainable investment approaches
mentioned in the table above. However,

none of them obviously involved intentional

and assessable sustainability impact.

Sustainable investing - stewardship

As noted in Part A (Section 1.2.3(b)),
stewardship is one of the ways in which
investors can seek to invest for sustainability
impact. Stewardship activity is widespread,
but it is less clear how much of it would be
within the scope of IFSI. Stewardship may
include addressing sustainability concerns,
but not necessarily.'®> The GSIA research
discussed above suggests that as at 2018,
investors controlling some $9.8tn AuM
were engaging in stewardship activities

for sustainability purposes.'®* However,

3.4

this may understate the extent to which
investors are undertaking sustainability-
related engagement activity. For example,
signatories to the Principles for Responsible
Investment commit to be ‘active owners’
and incorporate ESG issues into their
‘ownership policies and practices’ (Principle
2) and, as noted above, they were estimated
to control in excess of $103tn AuM as at the
end of March 2020.

IFSI AuM

For the reasons already given it is
challenging to estimate the levels of AuM
that are currently being managed in a way
that would be within the scope of IFSL.***
However, it seems reasonable to suppose
that it makes up an element of the estimates
of sustainable AuM discussed above.

‘Impact investing’ AuM

Most forms of what is often understood

by ‘impact investing’ would fall within

the scope of IESI, although the focus of
IFSI is broader (see Part A.1.3). Levels of
AuM committed to impact investing could
therefore help to provide a floor for the
level of AuM currently being invested in
ways within the scope of IFSI. However,
there are no comprehensive statistics for
impact investment AuM.!®* Some of the
most commonly referenced figures are
produced by GIIN. Their 2019 survey of 279
impact investors found that the investors
surveyed were managing AuM of $404bn.'¢
They estimate that aggregate AuM of those
involved in impact investing as at the end
of 2019 was $715bn.'*” Meanwhile, the IFC
has estimated the AuM subject to impact
investing to be $505bn.!%®

3.4.2 AuM within scope of IFSI more broadly

Since the concept of IFSI is broader than
impact investing, the figure for AuM
managed in ways that are within the scope
of IFSI will be higher than these estimates.
In terms of the use of investment powers,
work undertaken by the PRI identified

465 investors that had allocated $1.3tn to
‘impact-related investments’ worldwide
during 2016, up from 280 investors and
$800bn in 2014. If that rate of growth in
investment has continued, the aggregate
figure, including investments in prior years,
could now be materially larger. Nonetheless,
the IFC has recently conjectured that the
total figure is somewhere in the range
between $505bn and $3.5tn (including DFI
assets and assets where impact is sought
through stewardship).'”

However, IFSI is not restricted to the use of
investment powers, and these figures may
not fully reflect AuM subject to stewardship
within the scope of IFSI. Almost inevitably,
stewardship involves some articulation

of goals which become the subject of
engagement. Much stewardship does not
specifically concern the sustainability
impact of investee enterprises. However,
analysis of shareholder action and attitudes
suggests that social and environmental
factors are an increasingly significant area
of concern.'”
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The levels of AuM controlled by investors
engaging in stewardship who have
committed to take ESG factors into account
in their activities, noted at Section 3.3.2
above, are significantly higher than the
capital allocation figures just discussed
(so much so that, for some, it raises

the question of why there has not been
more change). This may suggest that
even if portfolios are not currently being
invested in assets that can be classed as
‘impact-related’, other aspects of existing
investment practice are nonetheless to
some degree consistent with IFSI. Because
of that, the AuM managed by investors

that have subscribed to investor coalitions
and networks that commit them to taking

steps that would potentially fall within the

scope of IFSI may provide a better guide.
The commitments in relation to achieving
net zero greenhouse gas emissions by
2050 or sooner given by signatories to the
Net Zero Asset Managers Initiative and
the Net Zero Asset Owners Alliance are
particularly goal-orientated. Members

of these coalitions control AuM of $43tn
and $6.6tn respectively.'” Climate Action
100+ signatories operating as an investor-
led engagement network control AuM of
$54tn.'”
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IN WHAT WAYS DO PEOPLE WANT THEIR ASSETS INVESTED TO BRING ABOUT SUSTAINABILITY

IMPACTS?

Introduction

This section comments briefly on an
increasing body of industry, not-for-profit
and government surveys and academic
research investigating the attitudes of
individual investors towards sustainability
factors in the investment process.

People’s views on this topic can be relevant
to what legal rules require or permit asset
owners to do in managing portfolios (see
Part B.3). They also have a bearing on

the policy options considered in Part C.3,
for example, where pursuing people’s
sustainability aspirations could advance
policy objectives.

We have therefore looked at much of the
relevant material published since 2017 and
our assessment based on those materials

is summarised in Part A, Appendix 3.'7*
Although we have not undertaken a full
literature review, our focus has been on:

whether, based on the available
materials, individuals say they want
sustainability factors to be reflected in
the way their investments (or those out
of which they will receive benefits) are
managed (Appendix 3, Section 1);

evidence on what motivates individual
investors, and particularly the balance
between the goals of optimising financial
return and achieving sustainability
impacts (Appendix 3, Section 2);

4.2

evidence for the effect of individuals’
attitudes on their investment decisions
in practice, (Appendix 3, Section 3); and

possible reasons for any difference
between stated attitudes and practice
(Appendix 3, Section 4).

Summary findings

The studies provide helpful insights on
these matters. However, they need to

be approached with care. The topic is
complex. Attitudes and practice vary
between individuals, and between
jurisdictions and cultures, and the picture
given by the materials is partial. Studies of
this sort also have potential limitations, for
example in terms of their methodologies
and design, question framing, differences
of understanding about the concepts
involved, and the size and composition

of the groups surveyed. Particularly with
investment industry surveys, it is not
always clear how these matters have been
addressed. Further, many of the studies are
‘attitudinal’, reporting individuals’ views
on sustainability and investment, rather
than looking at what they do in practice.
There is a well-recognised difference
between what people say and what they
do.'” However, studies are increasingly
looking at how far the two coincide, using
behavioural experiments or based on
observed behaviour. A summary of some
of the more obvious potential issues with
the available materials is included in the
Supplement to Appendix 3. In view of

these issues, and given the relevance of this
topic, the matters covered by this section
would benefit from further in-depth work
(see Part C.2).

Subject to these qualifications, there
are nonetheless some significant
recurring themes.

Most, but not all, people covered by the
studies (commonly at least half, and
often nearer three-quarters), express
sustainability aspirations of some

sort in relation to their investments.
These aspirations may be more marked
among younger generations and may
have strengthened in the light of the
COVID-19 pandemic. Some studies also
suggest that women may be more likely
to consider sustainable investing.

Both optimising financial return by
integrating sustainability factors

and achieving positive sustainability
outcomes (or at least aligning
investments with sustainability values)
seem to be significant motivations. Part
A.1 distinguished between instrumental
IFSI and ultimate ends IFSI, in terms of
the goals investors pursue in managing
assets. In many surveys, a significant
number of participants seem to expect
that the integration of sustainability
factors in the management of their
investments will improve financial
returns. For some, this appears to

be their main reason for wanting it.
However, there is evidence that many, if
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not most, are also motivated by broader
sustainability-related goals in relation
to at least some of their assets. This
would be consistent with a wider body
of research on human values and on the
motivations of those who have made
sustainable investments. A significant
group of these may be hoping to ‘do good
by doing (or feeling) well’. Nonetheless,
in some studies, a material number

of participants suggest they would be
willing to accept some risk to financial
return to pursue their aspirations.

There is good reason to think that many
people who say they want sustainability
factors to be taken into account expect
that to bring about positive changes in the
sustainability impact of business activity.

The precise extent to which people’s
sustainability aspirations are related to
financial goals, the time period people
have in mind, and the level of any
trade-off people are prepared to make to
pursue sustainability goals, and which
ones, and in relation to what portion of
their assets, remains unclear. It is likely
that there are motivational overlaps and
spectrums in terms of strength.

Nonetheless, the level of AuM
committed to sustainable investment
approaches has been growing sharply,
and there is evidence of a correlation
between positive sustainability attitudes
and the investment decisions people
take in practice. Some of it also seems
to confirm that some investors are
prepared to risk lower financial returns
to pursue sustainability goals.

In spite of the growth in sustainable
investment AuM, the levels of assets
committed to ‘sustainable’ investment
approaches are lower than might be
expected based upon the expressed
preferences described above. There may
be various reasons for this, including
the commonly encountered difference
between what people say and do, and
investor inertia (since achieving greater
alignment could involve revising
existing investment arrangements).
However, there is also a possibility that
investors are not being given adequate
information or prompted to consider
their sustainability aspirations in the
process of selecting investments.

If borne out by further work, these
findings could lend support to policy
moves, among other things, to encourage
(a) investment approaches within the
scope of IFSI and (b) greater attention to
reflecting individual investors’ views on
sustainability in the regulatory framework
for institutional investors who manage
their assets.
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Brief summary of the historical origins of
sustainable and impact investing

54

Religious groups have long espoused
ethical or faith-based investment
approaches. Efforts by US Methodist and
Quaker groups in the 18" century to
refrain from investment in companies
profiting from war or slavery are widely
cited as early examples of ethical
investment.'”® The use of divestment as

a tool of opposition against corporate
connections to the Vietnam War, apartheid
in South Africa, and other political
situations in the 1960s—1980s led to the
development of a contemporary socially
responsible investment movement.
Religious coalitions, NGOs and other
concerned investors used screening and
shareholder activism to exert influence
over corporate conduct. In the 1990s and
early 2000s, socially responsible investment
became infused with a greater regard for
environmental issues, transitioned to a
more professionalised practice, and began
to become integrated into mainstream
investment practice.!”’

This move was aided by the developing
view in parts of the investment sector
that integration of ESG factors could be
important in protecting, and potentially
even enhancing, the financial performance
of investment portfolios. One of the
earliest attempts to understand the
financial materiality of ESG factors was
undertaken by a working group set up
in 2003 by the UNEP FI. Together with a
number of finance firms, it published a
series of research reports in 2004 which

were influential in focusing attention

on the matter.'”® Also in 2004, in the UN
Global Compact’s report Who Cares Wins, a
coalition of leading financial institutions
endorsed the view that companies that
consider ESG issues are more equipped to
manage their risks and deliver shareholder
value.'” Following that and the 2005
Freshfields Report on the integration of
ESG factors in the investment process as
a legal matter,'®® ESG gained traction as

a strategy, with an increasing number

of institutional investors stating they
integrate ESG considerations into their
pursuit of financial return.'® Part of the
impetus for this was a joint PRI, UNEP FI
project, Fiduciary Duty in the 21st Century,
supported by The Generation Foundation,
which identified the integration of ESG
issues as an increasingly standard part of
the regulatory and legal requirements for
institutional investors.

Impact investing, a term reportedly
coined at a conference convened by the
Rockefeller Institute in Bellagio, Italy, in
2007,'%2 emerged as a disruptive practice
on the border between philanthropy
and investment.'®® At first it was largely
confined to foundations, development
finance institutions, and family offices
as a specialist investment approach.'®
As recently as 2015, the OECD described
the social impact market as being in its
early stages.'®® However, while accurate
data is in short supply (see Part A.3),
there are signs that it has begun to move
into the investment sector mainstream.
It is also becoming more sophisticated

INVESTING FOR SUSTAINABILITY IMPACT

as an investment approach.'®® Among
other things, these developments have
been fostered by the various impact
investing bodies mentioned in Part A.1.3,
and a number of specific impact-focused
initiatives, including from the G8 during
the UK’s presidency in 2013%” and, around
the same time, from the World Economic
Forum.'®® Indeed, recent years have seen
the beginnings of a confluence between ESG
integration and a more holistic approach
to realising economic goals and positive
social and environmental outcomes.
Proponents of ESG integration have
increasingly emphasised the importance of
moving beyond a ‘do no harm’ risk-based
approach to ESG to a more proactive notion
of business activity where enterprises

(and investors without an explicit impact
investing mandate) seek to create shared
financial and societal value.'®

The Sustainable Development Goals,

and the Paris Agreement, by identifying
common goals, have helped to focus
attention on the social and environmental
outcomes of human activity, including
investment, in addition to investment
return. At the same time, governments
have increasingly recognised that achieving
them lies beyond the scope of government
action alone, so have begun to look
towards private finance and investment.
Meanwhile, the investment market is
changing rapidly and there are now strong
indications of a growing desire among
investors to discharge their duties in ways
that further sustainability goals.'*®
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Key sustainable investment concepts

EXECUTIVE SUMMARY

inable investment-related concept Example of defi

A. INVESTING FOR

ESG (Environmental, Social and Governance) investing/integration The explicit inclusion by asset managers of ESG risks and opportunities into traditional financial
analysis and investment decisions based on a systematic process and appropriate research sources.'! SUSTAINABILITY IMPACT

Ethical investing Broadly, the integration of personal values, social considerations and economic factors into the INTRODUCTION
investment decision.'**
1. What is investing for
sustainability impact?

Responsible investment A strategy and practice to incorporate environmental, social and governance (ESG) factors in
investment decisions and active ownership.'* 2. IFSI: Goal certainty, assessment of
impact and understanding an investor’s
Socially responsible investment A generic term covering sustainable, responsible, socially responsible, ethical, environmental, contribution
social investments and any other investment process that incorporates environmental, social and
governance issues.' 3. What portion of global AuM is currently
An investment is considered socially responsible because of the nature of the business the company subject to investment approaches

conducts. Common themes for socially responsible investments include avoiding investment in

companies that produce or sell addictive substances (like alcohol, gambling and tobacco) and seeking

out companies engaged in social justice, environmental sustainability and alternative energy/clean 4
technology efforts.'** :

involving IFSI?

In what ways do people want
their assets invested to bring about
sustainability impacts?

Sustainable investing Sustainable investment practices share the concept of a long-term oriented investment approach, Appendix 1
which integrates ESG factors in the research, analysis and selection process of securities within an .
investment portfolio. It combines fundamental analysis and engagement with an evaluation of ESG Appendix 2
factors in order to better capture long term returns for investors, and to benefit society by influencing .
the behaviour of companies.'* Appendix 3
Sustainable investing is an investment approach that considers environmental, social and governance .
(ESG) factors in portfolio selection and management. For ... articulating our shared work in the Supplement to Appendix 3
broadest way, GSIA uses an inclusive definition of sustainable investing, without drawing distinctions
between this and related terms such as responsible investing and socially responsible investing.'"”
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In what ways do people want their assets
invested to bring about sustainability impacts?

56

An increasing body of industry, not-
for-profit and government surveys and
academic research has investigated the
attitudes of individual investors towards
sustainability factors in the investment
process. We have looked at much of the
relevant material published since 2017 and
our assessment based on those materials
is summarised in this Appendix. Although
we have not undertaken a full literature
review, our focus has been on:

whether, based on the available material,
individuals say they want sustainability
factors to be reflected in the way their
investments (or those out of which

they will receive benefits) are managed
(Section 1);

evidence on what motivates them, and
particularly the balance between the

goals of optimising financial return and
achieving sustainability impacts (Section 2);

evidence for the effect of individuals’
attitudes on their investment decisions
in practice, (Section 3); and

possible reasons for any difference
between stated attitudes and
practice (Section 4).

The studies provide helpful insights on
these matters. However, they need to be
approached with care. A summary of some
of the more obvious potential issues with
the available materials is included in the
supplement to this Appendix.

11

What do individual investors say they
want?

Essentially, there are two issues from
the point of view of this report. Do those
covered by the studies indicate:

that they want sustainability factors to
be taken into account in the way their
assets (or the assets out of which their
benefits will be paid) are managed (see
Section 1.1 below); and

that they want this to happen in a

way that achieves positive or reduces
negative sustainability impacts (see Section
1.2 below)?

Taking sustainability factors into
account

In most of the surveys seeking views on
the point, at least half of the participants,
and often nearer three-quarters,

indicate that they have some interest in
sustainability factors being taken into
account in how their money is invested.!®
For example, the UK Department for
International Development surveyed
6,000 UK individuals for its ‘Investing

in a Better World’ project. 70 per cent

of respondents said they wanted their
investments ‘to avoid harm and achieve
good for people and the planet’, and 64
per cent said financial institutions should
avoid investing in companies that harm
these.’ A survey of US individuals with
investible assets of at least $100,000 for the
Morgan Stanley Institute for Sustainable
Investing found that 85 per cent were
interested in sustainable investing.>*

1.2
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Another sustainable investment survey

of US individuals by Allianz found that

79 per cent were positive about investing
in a company that cares about the

same issues as they do.?*! A survey of
Dutch pension fund beneficiaries found
approximately 75 per cent in favour of
sustainable investment.?* In a survey

of French retail investors, 72 per cent

of participants wanted ‘integration of
sustainability issues in their savings funds
to be mandatory’,>® while another survey
of French and German investors, by the 2°
Investing Initiative, indicated that between
65 and 85 per cent wanted to invest more
sustainably.?®* In a poll of Australians, 9 in
10 participants expected their money to
be invested ‘responsibly’ and ‘ethically’.?%
Two cross-jurisdictional studies present a
similar picture, covering the jurisdictions
above but also jurisdictions in Asia, the
Middle East and South America.?®®

These attitudes may have strengthened as a
result of the COVID-19 pandemic, especially
in relation to social sustainability.?”
Significantly, in terms of future investment
decision makers, interest may be
particularly strong among Millennials.?%

Do the studies suggest that individuals
want to achieve a sustainability
impact?

Surveys generally do not address how
investors wish sustainability factors to be
reflected in the way money is invested.
Wanting them to be taken into account

is not necessarily the same as wanting
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to make a positive difference to the
sustainability impact of an investee. For
example, a person may simply be seeking
risk mitigation. However, the survey
materials tend to suggest that a significant
portion of participants want to improve
business sustainability impacts through
their investment decisions.

For instance, in the survey of French retail
investors mentioned above, around half
of participants said that they ‘care about
the environmental and social impacts of
their decisions.’*” In one international
study, 80 per cent considered it important
to invest in ‘ethically’ run companies, and
72 per cent wanted to invest in companies
with a ‘positive social impact and ... good
environmental records.’*"° In another
study of 25,000 individual investors
internationally, 60 per cent of respondents
considered that their individual choice

of investment can make a difference for
building a more sustainable world.?!! 84
per cent of US investors covered by the
Morgan Stanley Institute for Sustainable
Investing survey mentioned above said
that they wanted to receive an ‘impact
report’.?'? 75 per cent of US individuals
surveyed on behalf of the Natixis Center
for Investor Insight said that it was
‘important to make the world a better
place while growing their personal
assets.’?"® In one survey of UK individuals,
only 8 per cent disagreed with the
statement: ‘I would like my investments to
do some good as well as provide me with
a financial return.’?* In another, 57 per
cent of participants thought it important
to take account of a company’s social and

environmental impact, rather than just
the potential financial gain,?"® in deciding
whether to invest, while in another, 61

per cent of participants said that for the
economy to succeed in the long term
‘investors need to support progressive
businesses tackling the big issues we
face.”?’® In a survey of German mutual fund
investors, 86.4 per cent of those who had
invested in ‘socially responsible’ funds and
80.8 per cent of those who were interested
thought that an ‘ethical fund’ should
influence companies through engagement
to achieve greater social responsibility.?’” In
an academic survey of Swedish individuals
who had invested in ‘ethical funds’, when
asked whether ethical funds should ‘try

to make the world a better place’ by
influencing companies, only 9.5 per cent
answered ‘no’.?®

However, in some cases, survey questions
address the matter of impact more
explicitly. Again, responses suggest that

a significant portion of those surveyed
wished to achieve a positive impact
through the way their money is invested.
The survey of French and German retail
investors mentioned above found that

as many as 40 per cent of participants
wanted to achieve positive outcomes, with
a further 20 per cent more moderately
inclined towards action to achieve

similar outcomes.?"” The survey report
also suggests that the clearer the link
between investing and achieving specific
impacts on behaviour, the stronger the
motivation is likely to be.??® A separate
survey of German individuals found a
similar association.??! The 70 per cent of UK
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individuals covered by the UK government
survey mentioned above who wanted their
investments ‘to avoid harm and achieve
good for people and the planet’ seem to
have been contemplating some sort of
impact. The study also found that most
people would be motivated to save more if
they knew their savings and investments
made a positive difference: 52 per cent

on average, rising to 60 per cent for those
with investible assets of over £25,000 and
67 per cent for Millennials.?** 80 per cent
of the affluent US individuals participating
in a survey by Nuveen said that their
investments should strive to make a
positive impact on society.?”® Meanwhile,
in one of the studies of Dutch pension
fund beneficiaries mentioned above, 67.9
per cent were in favour of ‘increasing the
pension fund’s engagement to increase the
sustainability of the companies in which

it invests’.?**

What motives lie behind expressed
preferences?

Many of the survey participants seem

to have wanted sustainability factors to
be taken into account. However, there

is a separate question as to why they
might want this. The answer could be
relevant both to asset owners in seeking
to discharge their duties or exercise
discretions (Part B.3) and to policy options
in relation to IFSI (Part C.2).

Part A.1 made a key distinction between

two sorts of IFSI, depending upon investors’

goals: instrumental IFSI involving the
pursuit of sustainability impacts with a
view to achieving an investor’s financial
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goals; and ultimate ends IFSI involving the
pursuit of sustainability impact goals as
ends in themselves. A similar difference
of motivation was highlighted in Part
A.1.4 in relation to sustainable investing
more broadly, with investors wishing to
have sustainability factors reflected in the
management of their portfolios either to
optimise their financial return or to align
them with their wider values.

Survey responses also reflect these two
sorts of motivation while much of the
academic research seeks to clarify the
relationship between the two. Together,
they suggest that optimising financial
return (see 2.1 below) and achieving
positive sustainability outcomes or
alignment with a person’s sustainability
values (see 2.2 below) are both significant
motivating factors. Survey participants’
responses commonly indicate that they
prioritise the former, as does some of the
research. However, some studies suggest
that investors may be prepared to incur
a degree of financial risk to achieve

their sustainability goals. As noted in
Part A.1.1, these motivations cannot be
compartmentalised. Many people are likely
to experience both simultaneously, and
unsurprisingly therefore the materials
reviewed do not always distinguish
clearly between them or place people into
neat categories.

Financial return as the goal

Some of those covered by the studies
wanted sustainability factors to be taken
into account because they thought it
would improve their financial prospects.

22

For example, in one survey of affluent US
investors, 53 per cent gave performance

as their main motivation for investing
responsibly.?” A survey of UK investors
found that 47 per cent considered it a
good way to make money (although 54 per
cent also wanted to give something back
to society and 53 per cent to be consistent
with their values).?”® In another UK
investor survey, 68 per cent believed that
companies with more robust ESG practices
would be in a better position in the long-
run (although this was the study, noted
above, in which 57 per cent thought it
important to take account of a company’s
sustainability impact, not just the
potential financial gain).?”” In the survey of
French and German investors mentioned
previously, 10 to 15 per cent wished to
optimise returns using ESG.??

Sustainability goals: doing well by
doing (or feeling) good, and beyond

The surveys are generally more ambiguous
about the relationship between the
financial and wider motivations of those
concerned. However, the responses
discussed at 1.2 above suggest that survey
participants often regarded sustainability
goals as important.

The presence of ‘pro-social’ motivations

of this sort is consistent with academic
research on the motivations of those
investing in ‘socially responsible’ or
‘sustainable’ investments. There is
consistent evidence of a positive association
between stronger social values and the
likelihood of people holding investments
of this sort.?” A similar correlation has also
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been found among those who were simply
interested in investing ‘sustainably’, but
had not yet acted on their interest.?>* As
noted at 1.2 above, there is reason to think
that these motivations may be stronger
where people believe that they can make

a positive social or environmental impact
with their investments.

Some academic studies have suggested
that these social values are, at least in part
or for some investors, characterised by
the ‘warm glow’ derived from performing
the act of investment more than the
extent of any impact on the welfare issues
concerned.”! So long as an investment
appears to have some impact, stronger
social values may not always result in a
person investing a greater proportion of
their assets ‘sustainably’ or focusing on
the level of impact of their investment.??
This could result in a greenwashing risk,
where ‘sustainable’ financial products are
designed to provide ‘warm glow’ more
than impact. If so, this could reduce the
influence of investors’ socially orientated
aspirations in actually addressing
sustainability goals.?*

The presence of ‘pro-social’ or ‘other-
regarding’ motivations also resonates with
work on human values and motivations
more generally both in an economic
context*** and beyond.*®

Nonetheless, there is still a question
about how investors prioritise between
sustainability-related goals and achieving
a financial return.?*® Three themes emerge
from the studies:
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the possibility of ‘doing well by

doing good’;

people who have sustainability goals but
who prioritise financial return; and

those willing to risk lower financial
return to pursue sustainability goals.

These three potentially overlap, for
example, because a person may be willing
to incur a heightened risk in relation to
some but not all their assets.

(a) ‘Doing well by doing good’

59

Many survey participants may have
viewed ‘making a positive difference’

and ‘earning a financial return’ as
connected. For example, in the Morgan
Stanley Institute for Sustainable Investing
survey mentioned above, 86 per cent took
the view that corporate ESG practices
potentially increase profitability, but 84 per
cent nonetheless wanted to tailor their
investments to their values.*” Likewise

in the Natixis survey mentioned above,

75 per cent of participants said it was
important to make the world a better
place while growing personal assets, with
74 per cent seeing ‘responsible investing’
as sound financial sense.?®® Similarly, the
Allianz survey of US investors discussed
above found that 74 per cent believed that
ESG investments were both a strategy
they could feel good about and one that
made long-term financial sense.?* Similar
motivations seem to lie behind the survey
of UK individuals in which only 8 per cent
disagreed with the statement: ‘I would like
my investments to do some good as well as
provide me with a financial return.’**

(b) Sustainability, but prioritising financial return

However, survey participants often seem to
recognise that financial and sustainability
goals can conflict. For many, their desire
to pursue sustainability-related goals

may be limited if it could negatively

affect their financial goals. For example,
half of the individuals surveyed in one
international survey during 2019 indicated
that they wanted their investments
‘aligned with their values, but not at the
cost of investment performance.’?*! The
Allianz survey of US investors mentioned
previously found that 77 per cent would
reduce money in an ESG investment if it
was underperforming.?** In the survey of
German mutual fund investors mentioned
above, those invested or interested in
investing in ‘ethical’ funds had limited
appetite for sacrificing financial return

to influence companies to become more
‘socially responsible’.?*

Surveys also sometimes address the
relationship between financial and
sustainability goals when they ask
investors to rank by relevance to them
financial factors alongside wider goals
related to sustainability. In the Schroders
2019 Global Investor Study mentioned
above, the majority of respondents were
mainly focused on financial return.?* This
is in line with a BNP study covering five
European jurisdictions, where the criteria
‘safety’ and ‘returns/income’ ranked top,
and ‘social/ethical/ecological criteria’
ranked last.?*® Nonetheless, a majority of
participants in all jurisdictions expressed
a willingness to invest at least a small part
of their portfolio in ‘socially responsible
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investments’.?* Several studies covering
the UK have produced similar results.>*’

(c) Incurring financial risk to pursue
sustainability goals

Finally, some surveys suggest a willingness
among participants to risk a reduction

in financial return, at least in relation to

a part of their investments, to integrate
sustainability factors. For example, in the
survey of Dutch pension fund beneficiaries
mentioned above in which 67.9 per cent of
respondents supported greater inclusion of
sustainability factors in the management
of the fund through increased stewardship,
among those who believed that the
changes would mean lower financial
returns, 58.8 per cent nonetheless
supported the change. Support remained
strong even after the fund had changed

its engagement strategy.**® Meanwhile, the
other Dutch pension fund study mentioned
above found that roughly three quarters
of those members responding supported

a more sustainable investment policy

even if this could negatively affect their
premium or pension (on a range of 1 to 6,
‘completely disagree’ to ‘strongly agree’).2*
One of the studies of UK investors
mentioned previously found that a
‘substantial number are prepared to trade-
off finance and social outcomes.’*° In the
2020 Schroders Global Investor Study, 77
per cent of participants indicated that they
would not ‘invest against their personal
beliefs’, although it is unclear what they
meant by this since many seemed to have
thought that addressing sustainability
concerns and financial goals are largely
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aligned. Of the remaining 23 per cent, ‘the
average return on their investment would
need to be 21 per cent to adequately offset
any guilt.’*!

It is generally unclear from the surveys
how much additional financial risk
investors in this category are prepared
to undertake. However, some academic
studies have found evidence that people
are prepared to act on sustainability
preferences even if they perceive a
potential financial risk. These are discussed
at 3 below and in some cases do address
the issue of how much financial loss an
‘average’ investor is prepared to risk.*?

What do investors do in practice?

As noted, there is a difference between
what people say and what they do. Do the
sort of attitudes described above affect how
people invest? There are essentially two
ways of trying to answer this:

by examining actual fund flows; and

by undertaking behavioural
experiments.

In both cases, there is evidence of a
correlation between attitudes and action.
Some of it also seems to confirm that
there are investors who are prepared to
risk lower financial returns to pursue
sustainability goals.

However, the levels of assets committed to
‘sustainable’ investment approaches are
lower than might be expected based upon
the expressed preferences described above.
There is therefore a question as to whether
that is because what people say is not
really what they want, or whether there

31

are circumstances that result in them not
realising their aspirations. The second of
these possibilities is discussed further in
Section 4 below. If there are circumstances
of this sort, this is likely to be of interest
to policymakers, especially if those
aspirations align with policy goals and this
is discussed further in Part C.2.

Actual fund flows towards ‘sustainable
investment’

Growth in ‘sustainable investment’

The considerable growth in AuM
committed to ‘sustainable investment’ (see
Part A.3) suggests that attitudes of the sort
described above do influence investment
in practice. A significant portion of

the assets included in these figures are
managed by institutional investors, not
individuals. Nonetheless, some are directly
invested by individuals (as sustainability-
related investment marketing to the retail
market confirms), and the beneficiaries of
institutional investors are often individuals
whose views may have influenced their
decisions. The fact that some of these
investments are in funds that apply
‘ethical’ screening suggests that at least
some investors are willing to risk financial
loss to pursue broader goals.?* In the
study of Swedish ‘ethical’ fund investors,
mentioned above, 66 per cent suggested
they were willing to sacrifice at least some
financial return.?*

Research provides further support. A

study of how US mutual fund investors
responded to Morningstar’s introduction of
sustainability ratings in 2016 suggests that,
collectively, they viewed sustainability as
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a positive feature. Money moved towards
funds with high ratings and away from
those with low ratings.?*> Experimental
testing designed to illuminate the motives
of the individuals involved suggested

a mix of financial return and ‘non-
financial’ considerations.?® Morningstar
subsequently introduced a ‘Low Carbon
Designation’ for mutual funds in 2018.
That was followed by a substantial increase
in monthly net flows to LCD funds relative
to conventional funds. Although LCD funds
could be expected to have lower exposure
to climate change risks, lower portfolio
diversification meant that they also
displayed substantially higher idiosyncratic
volatility. Investment would therefore
seem to have involved some form of trade-
off.>*” Looking at the portfolio choices of
more than 900,000 French pension fund
beneficiaries, the introduction in France
of a requirement on certain pension

funds to operate ‘solidarity funds’ (with

a social and ESG emphasis) as an option
for beneficiaries was connected with a 2.1
per cent higher equity allocation by plan
participants, driven by actual investments
in responsible equity funds.?*® These
solidarity funds are discussed further in
the French legal memorandum, included
in the annexes, and are an example of
ultimate ends IFSI.

Asset flows fall short of the levels of interest suggested by
the studies above

While the studies discussed at 1.1 above
suggest a desire among a significant group
of individual investors for sustainability
factors to be taken into account in the
way their money is managed, there is also
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evidence that what happens in practice
falls short. For instance, in the BNP Paribas
survey mentioned above, while between
52 per cent and 80 per cent (depending

on the jurisdiction) of respondents were
willing to invest at least a small portion

of their assets in ‘socially responsible
investments’, only between 5 per cent

and 7 per cent of those surveyed did so at
the time.?® Among respondents to the UK
Department for International Development
study, mentioned above, only 13 per cent
said that they currently hold a sustainable
investment.?° Similarly, in a UBS study
involving 5,300 high net-worth investors
from 10 different jurisdictions, 65 per
cent believed it was highly important to
help create a better planet, but only 39 per
cent had ‘sustainable investments’.?®! The
Allianz survey of US investors mentioned
above also found that ‘a significant

gap exists between what people say is
important and how they actually invest. 2

Experiments testing priorities between
financial and sustainability goals

While the issue has so far received only
limited attention from researchers,
some studies have sought to test, more
scientifically, what people do when
investing their own money.

Some suggest a prioritisation of financial
over sustainability concerns. For example,
one experiment looked at the decisions

of clients of a Norwegian bank investing
in mutual funds. Some clients received
communications framing decisions on
whether to invest ‘responsibly’ in terms of
financial benefits, others communications

that emphasised moral concerns.
‘Financial’ framing had a more significant
impact on investment behaviour than
‘moral’ framing. Yet both sorts of framing
resulted in higher levels of engagement
in responsible investment compared with
investors in a control group who received
no communication.?®?

However, some studies have revealed
evidence of a ‘willingness to pay’ for
sustainability, suggesting, consistent with
the studies mentioned above, that there
are investors who are prepared to incur
some financial risk in order to pursue
sustainability-related aspirations.

In particular, one study of a representative
sample of US investors by researchers
from Cambridge University found that the
median investor was willing to sacrifice up
to 2.5 per cent in return for a sustainable
investment.?** Another study, this time of
German investors, suggested participants
would be willing to sacrifice an average

of 0.21 per cent in financial return for

a more sustainable investment product,
and that environmental and social values
were strongly associated with willingness
to pay.?®> Another study of individuals
recruited through Amazon’s Mechanical
Turk suggested that participants were
willing to pay $0.70 more for a share in

a firm giving one more dollar per share

to charities, while a company having a
negative externality on a charity of a dollar
per share was valued $0.90 less than a
similar company with no externality.?*®
The Morningstar Low Carbon Designation
study mentioned above suggests that
some investors were willing to accept
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higher volatility in the interests of
reducing exposure to climate change risk
or otherwise.?®” Finally, two experiments
involving Dutch investors have produced
evidence of a ‘willingness to pay’ for
sustainable investments among investors,
in terms of reduced financial performance
or increased management charges.?®

Why the difference between
positive sustainability attitudes and
investment practice?

The apparent difference between the
level of investor interest in ‘sustainable
investing’ and investment practice may
suggest that there are circumstances
surrounding the investment process that
result in individual preferences being
muted in some way. For example it is
possible that investors have not received
adequate information or been prompted
to consider how their sustainability
aspirations are relevant to investment
decisions, or that there has been a shortage
of suitable products.?*® Once investments
have been made there is then a range of
behavioural and structural factors that
could create inertia for those wishing to
reflect their sustainability aspirations in
how their money is invested.?”

The materials reviewed do indeed suggest

that the difference can at least partly be
explained by structural factors of this sort.
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Awareness of the relationship between investment
and sustainability

First, while awareness of a potential
relationship between investment and
sustainability appears to be growing,

the picture is mixed. For example, the

BNP study mentioned above found that
awareness of the concept of ‘socially
responsible investment’ had increased

by at least 8 per cent between 2017

and 2018 in Italy, France, Belgium and
Germany.?”! However, some surveys suggest
confusion and limited awareness of forms
of investment related to sustainability
factors.?”? One recent study of the Japanese
market identified a substantial information
deficit about sustainable investments,
suggesting that sustainable investing in
Japan remains in its infancy.?”

Lack of information

62

Some surveys also suggest that inadequate
information may be an obstacle. For
example, while most of the investors
covered by the BNP survey had received
information about socially responsible
investment, it had come through the media,
whereas they would have preferred more
and in-depth information, preferably from
their bank advisers. Meanwhile, participants
in Schroders’ 2018 global investor survey
felt there was a lack of information about
sustainable investments which was limiting
how much they invested, with Asian
individuals being most affected (61 per cent)
and percentages in all jurisdictions in excess
of 50 per cent.?” The UK government survey
discussed above found that 58 per cent
would be more likely to invest in sustainable

investments if they had more information
about them.?”> There have been similar
findings in other surveys of UK investors.?”®
Conversely, the examples investor responses
to Morningstar ratings, discussed at 3.1
above, provide an indication of the impact
that sustainability-related information can
have on investor behaviour.?”

Prompts in the investment process

Investors have not been routinely prompted
to consider their sustainability preferences
when making investment decisions. This
recognition lies behind changes to the EU
rules for investment advisers and managers
requiring them to gather information on,
and take account of, suitability goals in
advising their clients or making investment
decisions.?”® A ‘mystery shopper’ exercise in
France for the survey of French and German
investors mentioned above found that
questions about sustainability preferences
were ‘almost never asked’, and when raised
by the client, the recommendations were
often not suitable.?”” One of the UK studies
mentioned above found that 73 per cent of
respondents had never been offered ‘ethical’
investment opportunities.”® In another
study during 2020, 83 per cent of advised
investors indicated that they would value

a conversation about investing sustainably
but, on average, only 45 per cent of advisers
were having these conversations.?! This
divergence may reflect an assumption on
the part of advisers that their clients are not
interested, which does not sit comfortably
with the surveys discussed above.?®> An

FT Adviser survey in 2019 found that over
one-third of the UK advisers who responded
would never offer an ESG fund and only
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22 per cent always considered them.?®®
However, more UK advisers now seem to be
moving towards recommending them, partly
prompted by client demand.?** Nonetheless,
a 2020 adviser survey by Schroders found
that only 17 per cent would rate their
confidence as very high when speaking to
clients about investing sustainably.?s

The role of financial intermediaries may
be important in enabling people to act

on their environmental preferences. One
study of Swedish households suggests that
those with strong environmental values
were relatively financially disengaged, but
that there may be a connection between
greater financial literacy and the likelihood
that those with strong environmental
values will invest accordingly.®® In the
German mutual fund investor study
mentioned above, the two main reasons
given by investors who were interested

in ‘socially responsible’ funds for not yet
having invested were feeling insufficiently
informed and that their bank did not
offer them. They also felt that they had
insufficient knowledge.?®” Financial
intermediaries may be able to help in
closing gaps of this sort.
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Potential limitations of studies on investor
attitudes

63

The studies considered in this Appendix
provide helpful insights on investors’
attitudes and behaviour. However, they
also have potential limitations.

The concept of IFSI has been developed
for use in this project. There is therefore
little research on investors’ attitudes

to investment approaches specifically
within the scope of IFSI.?* In view of
that, we have looked at evidence on
whether investors want sustainability
factors (variously described) to be

taken into account in the way their
investments are managed. As noted

in Part A.1.1.4, this is not necessarily
the same as wanting the relevant
investments managed in a way that
would fall within the scope of IFSI. That
said, as discussed in Section 1 of this
Appendix, survey reports often suggest
that participants want to make a positive
difference through their investments.

Many of the studies are based on
relatively small sample sizes. In addition,
the group surveyed may not always be
representative of investors generally,
within the jurisdiction concerned

or otherwise. The initial selection of
participants for a study, or subsequent
self-selection, can affect the results.?*
For example, in some cases a survey
may have been focused on contacts of
the firm undertaking the survey or a
particular sector of the market (such
as ‘mass affluent’ or ‘high net worth’).

In others, there may have been some
self-selection among respondents (ie the
type and number of participants that
respond), such as where those with an
interest in sustainability were more
motivated to participate and so have
been disproportionately represented.

Most industry surveys rely heavily on
self-reporting of attitudes.?® As noted,
there is often a difference between what
people say and do, including how they
invest. Further, a correlation between
what people say and how they invest
does not necessarily show there is a
causal connection.

More generally, the research approach
can have an important bearing on its
outcome and reliability. The surveys
considered appear to have deployed a
range of approaches involving varying
levels of robustness. Since studies

have been prepared using varying
methodologies, they are not necessarily
easily comparable.

Research on subjective matters, such as
investor attitudes, requires considerable
judgement, for example, as to what
questions to ask, the context in which
they are asked and how they are framed
(for example, whether sustainability
information about an investment is
presented positively or negatively*'). These
factors can significantly affect responses.
It is, in any event, difficult to separate
out different motivations, for example,
to establish whether people support

INVESTING FOR SUSTAINABILITY IMPACT

the integration of sustainability factors
because they consider them financially
material or because they believe it can
help in achieving sustainability goals, or
the balance of motivations between the
two. Studies of this sort therefore involve
an element of artificiality.

As discussed in Section 1, the ways in
which sustainability factors can be
integrated into investment decisions
differ widely and there is a variety of
ways of describing them (‘sustainable
investment’, ‘ESG’, ‘responsible
investment’, etc). They also have
different outcomes. It is unlikely that
many of the investors covered by
surveys and research are aware of these
distinctions or their significance, making
it potentially challenging to understand
what they wanted in practical terms.**

Even where two or more studies use the
same sustainability-related expression,
the way it is described or explained may
nonetheless vary. As discussed in Section
1, ‘sustainability’ is a broad concept,

so individuals may vary as to exactly
what they understand by the language
used.?® It is sometimes not clear whether
survey participants were provided with
definitions. The interpretation of key
terms may have been left largely to the
individuals concerned, again affecting the
reliability of outcomes and comparability.
For these reasons, the terms used in

this section when describing particular
surveys reflect those used in the
referenced source and should not be
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understood as referencing expressions
defined elsewhere in this report.

Similarly, given differences of financial
literacy, it is unlikely that all survey
participants fully understood the financial
implications of different options.

Survey methodologies and scope reflect
the research interest or goals of the
relevant actor. Surveys undertaken by
commercial organisations are likely

to have been intended to assist with
business development, for example, to
establish a firm’s profile in a given area.

Most of the studies focus on specific
jurisdictions, especially the US, UK
and EU member states. Asia, Africa
and South America have been largely
neglected by researchers.** However,
there are several global studies by
finance firms covering a broad range
of jurisdictions, some of which also
highlight relevant differences.?*
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Influence might be brought to bear directly on enterprises or
policymakers or indirectly through engagement with third parties,
such as scientific bodies, which can influence enterprises and
policymakers.

Recognising that significant portion of many institutional investors’
assets is allocated to sovereign bonds and assets such as real estate.

Among others, investing that integrates ESG issues into investment
practice has been a focus for PRI and UNEP FI work culminating

in their Fiduciary Duty in the 21st Century project from 2016-2019,
available at: https://www.unepfi.org/fiduciary-duty/.

Based on the definitions in the Oxford English Dictionary.

In addition to those discussed below, the word ‘sustainable’ is also
sometimes used in relation to investing and finance in ways more
focused on the investment and financial activities themselves in
the sense of whether those activities will endure over time and are
in some way defensible. These uses may be connected with the
meaning of sustainability discussed here, but are distinct. Where
that distinction is not recognised it can introduce further ambiguity
into the discussion.

See the preamble of the A/RES/70/1 - Transforming our world: the
2030 Agenda for Sustainable Development, available at, https://
sustainabledevelopment.un.org/post2015/transformingourworld.
See also UNEP FI Positive Impact Manifesto in, Positive Impact
Finance - A Common Vision for the Financing of the Sustainable
Development Goals (SDGs), UNEP Fl, available at: https:/Awww.
unepfi.org/wordpress/wp-content/uploads/2017/06/POSITIVE-
IMPACT-MANIFESTO-JUNE-17.pdf, 2, (accessed 13 July 2021).

However, international law has sometimes been used as the basis for
court decisions in some jurisdictions in a way that can be described
as having ‘direct effect’, especially in the area of human rights. See
André Nollkaemper, The Duality of Direct Effect of International
Law, The European Journal of International Law, 2014, Vol 25(1), 105-
125.

Report of the World Commission on Environment and
Development: Our Common Future (the Brundtland Report), 41.
The report concludes that sustainable development, in essence,
‘is a process of change in which the exploitation of resources,
the direction of investments, the orientation of technological
development; and institutional change are all in harmony and
enhance both current and future potential to meet human needs
and aspirations’, see 43. For related commentary on the historical
development of the notion of sustainability, see Andrew Basiago,
Methods of Defining ‘Sustainability’, Sustainable Development,
1995, Vol. 3(3), 109-119.

Including, notably, the 1992 Rio Declaration on Environment and
Development, the 2000 Millennium Development Goals, and other
key outcomes from UN conferences and summits, as outlined in A/
RES/70/1. clauses 10-12.

https://sdgs.un.org/goals
The Paris Agreement, available at: https://unfccc.int/process-and-
meetings/the-paris-agreement/the-paris-agreement.

OECD Guidelines for Multinational Enterprises, 11th edn, OECD
Publishing, 2011. See also Responsible Business Conduct and the
SDGs, OECD, 2, available at: https://mnequidelines.oecd.org/RBC-
and-the-sustainable-development-goals.pdf, accessed 9 February
2021.

The Ten Principles of the UN Global Compact, available at: https:/

20

21

22

23

www.unglobalcompact.org/what-is-gc/mission/principles, accessed 9
February 2021.

Guiding Principles on Business and Human Rights: Implementing
the United Nations ‘Protect, Respect and Remedy’ Framework,
developed between 2005 and 2011, endorsed by the UN Human
Rights Council in 2011, available at: https:/mww.unglobalcompact.
org/library/2 and https://www.business-humanrights.org/sites;
default/files/media/documents/un-human-rights-council-resolution-
re-human-rights-transnational-corps-eng-6-jul-2011.pdf. The UN
Guiding Principles incorporate, by reference, key international
human rights instruments, namely: the International Bill of Rights
(the Universal Declaration on Human Rights, the International
Covenant on Civil and Political Rights, and the International
Covenant on Economic, Social and Cultural Rights); the principles in
the eight International Labour Organization (ILO) core conventions as
set out in the ILO Declaration on Fundamental Principles and Rights
at Work; and, where relevant, rights relating to specific groups or
populations that may be at heightened risk of becoming vulnerable
or marginalised.

We recognise that what we are calling ultimate ends IFSI could also
be pursued instrumentally, for example, to enhance reputation.
However, we have used the expression to distinguish it clearly

from activities that are financially instrumental and to reflect the
more specific focus on achieving sustainability objectives in the
way activities within the scope of ultimate ends IFSI tend to be
described.

This ambiguity among investors is implicit, for example, in Max M.
Schanzenbach and Robert H. Sitkoff, Reconciling Fiduciary Duty
and Social Conscience: The Law and Economics of ESG Investing
by a Trustee, Stanford Law Review, 2020, Vol. 72, 381-454.

Zvi Bodie, Alex Kane and Alan J. Marcus, Investments, 12th edn
(McGraw-Hill Education 2021), G-13, use the expression ‘systematic
risk’ distinguishing it from ‘systemic risk’ (the risk of a breakdown in
the financial system, especially due to a malfunction in one part of
the system adversely affecting other parts of the system).

Enhancing banks’ and insurers’ approaches to managing the
financial risks from climate change, Supervisory Statement SS3/19,
Bank of England Prudential Regulation Authority, April 2019.

There are other ways of exerting an influence, for example, through
how investors engage with counterparties and beneficiaries or
non-governmental standard-setters and, for pension funds, their
corporate sponsor. However, the project has focused on investment,
stewardship and policy engagement as the core means available

in order to establish the basic legal framework for investment
approaches within the scope of IFSI.

Albert Hirschman, Exit, Voice and Loyalty: Responses to Decline in
Firms, Organizations and States (Harvard University Press 1970).

From Ideas to Practice, Pilots to Strategy: Practical Solutions and
Actionable Insights on How to Do Impact Investing. A report by the
World Economic Forum Investors Industries, December 2013.

Joseph A. McCahery, Zacharias Sautner and Laura T. Starks, Behind
the Scenes: The Corporate Governance Preferences of Institutional
Investors, Journal of Finance, 2016, Vol. 71(6), 2905-2932.

Julian F. Kolbel, Florian Heeb, Falko Paetzold and Timo Busch, Can
Sustainable Investing Save the World: Reviewing the Mechanisms
of Investor Impact, Organization and Environment, 2020, Vol. 33(4),
554-574.
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See for example, Eleonora Broccardo, Oliver Hart and Luigi Zingales,
Exit vs. Voice, Working Paper, Revised, December 2020, available

at https://scholar.harvard.eduffiles/hart/files/exit_vs_voice_1230.pdf,
accessed 10 July 2021; Dirk Schoenmaker and Willem Schramade,
Principles of Sustainable Finance (Oxford University Press 2019), 21;
Creating Impact: The Promise of Impact Investing, IFC, 2019, 8-9.

Creating Impact: The Promise of Impact Investing, IFC, 2019, 14.

This is particularly the case where the investor carries a high level

of social capital. See, for example, Chris Flood, ‘Oxford University
partners with BlackRock on sustainable investment fund', Financial
Times, 10 November 2020.

Indices themselves are measurement mechanisms, not capital
allocation mechanisms. However, they can be used as a way

of allocating capital, which is the basis of passive investment
management. See Part B.4. While tracking an ESG index may not
itself fall within the IFSI net, it could nonetheless form part of a
broader approach to the use of the investor's powers that does. It
could also foster outcomes similar to those covered by the concept
of IFSI.

See for example, Lyubov Pronina and Tom Freke, ‘As green bonds
boom, so do ‘greenwashing’ worries’, Bloomberg, 14 October 2019.

Gillian Tett, ‘Olive is the new green in fighting climate change’,
Financial Times, 28 January 2021; Gaia Balp and Giovanni
Strampelli, Institutional Investor Collective Engagements: Non-
Activist Cooperation vs Activist Wolf Packs, Ohio State Business Law
Journal, 2020, Vol. 14, 135.

McCahery, Sautner and Starks, Behind the Scenes: The Corporate
Governance Preferences of Institutional Investors. In some contexts,
such as private equity investment, an investor may even have a right
to appoint a member of the governing body so that they are more
directly involved in management decisions.

See, for example, John C. Coates, IV, The Future of Corporate
Governance Part I: The Problem of Twelve, Harvard Public Law
Working Paper No. 19-07, available at SSRN: https://ssrn.com/
abstract=3247337.

Recognising, however, that the impact of stewardship activity will
depend upon various factors, such as the holding structure of
business enterprises in the jurisdiction concerned. See, for example,
Dan W. Puchniak, The False Hope of Stewardship in the Context

of Controlling Shareholders: Making Sense Out of the Global
Transplant of a Legal Misfit, ECGI Law Working Paper No 589/2021,
June 2021.

In the case of equity investment, see The Kay Review of UK Equity
Markets and Long-Term Decision Making, Interim Report, February
2012 and Final Report, July 2012 (available at https:/assets.
publishing.service.gov.uk/government/uploads/system/uploads/
attachment_data/file/31544/12-631-kay-review-of-equity-markets-
interim-report.pdf 10, 22 et seq.

That said, where stewardship results in changes in the sustainability
exposure or impact of an enterprise, that may in turn influence
investors’ investment decisions; in this way, stewardship focused on
sustainability impacts might be expected to increase the number
of enterprises in which an investor applying certain sustainability
parameters is prepared to invest.

However, it is possible that stewardship in this context could be
more effective when combined with some passive investment
strategies, such as those using forms of sustainability-based
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screening, as compared with others.

A Matter of Purpose, Larry Fink's 2018 Letter to CEOs, (available at
htt, .blackrock.com/corporate/investor-relations/2018-larry-
fink-ceo-letter, accessed 29 January 2021).

Schoenmaker and Schamrade, Principles of Sustainable Finance,
21,89.

Balp and Strampelli, Institutional Investor Collective Engagements:
Non-Activist Cooperation vs Activist Wolf Packs,; Lucian A. Bebchuk,
Alma Cohen and Scott Hirst, The Agency Problems of Institutional
Investors, Journal of Economic Perspectives, 2017, Vol. 31, 89-102.

See, for example, Jennifer Thompson, ‘Pension funds raise concern
over index manager stewardship’, Financial Times, 23 June 2019.

For example, in its 2019 Active Ownership Report, Legal & General
Investment Management notes that it chooses to engage with
investee companies that can set an example in their sector: Active
Ownership Report 2019, Legal & General Investment Management,
2020, 50.

Elroy Dimson, Oguzhan KarakasXi Li, Coordinated Engagements,
ECGI Finance Working Paper No. 721/2021, January 2021; Balp and
Strampelli, Institutional Investor Collective Engagements: Non-
Activist Cooperation vs Activist Wolf Packs.

Examples include Climate Action 100+ (see https:
climateaction100.wpcomstaging.com) and the Dutch Pension
Funds Agreement on Responsible Investment to which more

than 80 pension funds have now committed (available at https:/
www.imvoconvenanten.nl/en/pension-funds/convenant/-
media/6B9DOFFO577E44F29DBF2EDB58767AAE.ashx, accessed 24
September 2020). See also Schoenmaker and Schamrade, Principles
of Sustainable Finance, 106 et seq.

See, for example, Building a Regulatory Framework for Effective
Stewardship: Feedback to DP 19/1, Financial Conduct Authority,
Feedback Statement 19/7, October 2019, paragraphs 3.34-3.36.

See Taking Stock: Sustainable Finance Policy Engagement and
Policy Influence, PRI, 2019.

Policy Frameworks for Long-term Responsible Investment: The
Case for Investor Engagement in Public Policy, PRI, November
2014.

https://thegiin.org
https://impactmanagementproject.com

https: .impactprinciples.or
https; .weforum.org/platforms/shaping-the-future-of-investing

https;/www.oecd.org/dac/financing-sustainable-development/

development-finance-topics/social-impact-investment-initiative.ntm

https://gsgii.or

https: .unepfi.org/positive-impact/positive-impact,

We have undertaken a high-level review for the purposes of this
Report.

Impact investors may be more likely to pursue ultimate ends IFSI
than other categories of investor, but their activities could include
both instrumental and ultimate ends IFSI.

Alternatively, some impact investors may treat not losing the capital
invested as a base line. That would not be usual for the type of asset
owners covered by this project.
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See, for example, From the Margins to the Mainstream: Assessment
of the Impact Investment Sector and Opportunities to Engage
Mainstream Investors, A Report by the World Economic Forum
Investors Industries, World Economic Forum, 2013, particularly
sections 1 and 3: Social Impact Investment: Building the

Evidence Base, OECD, 2015, 26 et seq. See also the profile of those
participating in the GIIN Annual Impact Survey, 2020: Annual
Impact Investor Survey 2020, Global Impact Investing Network,
2020, 1, 25 and 69 et seq.

Social Impact Investment: Building the Evidence Base, OECD, 2015,
16. See also the discussion of the impact investing ‘demand-side’

at 24 et seq. which talks variously of ‘social enterprises’ and ‘social
ventures’, but does not consider the relationship between investing
in this sort of enterprise and capital allocation to companies meeting
social needs more widely, such as utilities companies.

See, for example, World Economic Forum, From the Margins to

the Mainstream, 9, 15 et seq.; Social Impact Investment: Building
the Evidence Base, OECD, 2015, 46 et seq.; Creating Impact: The
Promise of Impact Investing. IFC, 2019, 2; and examples of impact
investments given in Social Impact Investment 2019: The Impact
Imperative for Sustainable Development, OECD, 2019. A desire

to look beyond this traditional focus lies behind the PRI's Impact
Investing Market Map, PRI, 2018. The GIIN Annual Impact Investor
Survey 2020, 38 et seq. indicates that the largest share of the AuM
of those surveyed (65 per cent) was invested in mature public or
private companies. That was out of an aggregate amount of $400bn
(objectively large, but modest by reference to global AuM, see Part
A3), and the nature of the enterprises to which the capital was
allocated (as opposed to the company from which the enterprise
was being run) is unclear. However, GIIN's figures nonetheless
suggest that allocation to more mature companies by impact
investors has been growing since 2015.

Descriptions based on What is Responsible Investment?, PRI, and
PRI Reporting Framework: Main definitions, PRI, November 2018.

See, for example, Quinn Curtis, Jill E. Fisch and Adriana Z. Robinson,
Do Mutual Funds Deliver on Their Promises, ECGI Law Working
Paper No. 586/2021, June 2021 (39 et seq.). which finds evidence of
distinctive voting in relation to ESG factors among some US mutual
funds suggesting that the funds concerned are seeking to influence
corporate behaviour.

There has been little work to date on the impact of sustainable
investment generally: Kdlbel, Heeb, Paetzold and Busch, Can
Sustainable Investing Save the World: Reviewing the Mechanisms
of Investor Impact.

See, for example, the Disclosure Regulation, which includes a
definition of ‘sustainable investment’, ‘sustainability risk’ and
‘sustainability factors’, and amendments to the EU Markets in
Financial Instruments Directive which introduce concepts such

as ‘sustainability preferences: Commission Delegated Regulation
(EV) ../.. of 21 April 2021 amending Delegated Regulation (EU)
2017/565 as regards the integration of sustainability factors, risks and
preferences into certain organisation requirements and operating
conditions for investment firms, COM(2021) 2616.

See, for example, European SRI Study, EUROSIF, 2018, 9; Anna
Katharina Héchstader and Barbara Sheck, What's in a Name: An
Analysis of Impact Investing Understandings by Academics and
Practitioners, Journal of Business Ethics, 2015, Vol. 132, 449-475;
Neil. S. Eccles and Suzette Viviers, The Origins and Meanings

of Names Describing Investment Practices that Integrate a

64

65

66

67

68

69

70

71

72

73

74

INVESTING FOR SUSTAINABILITY IMPACT

Consideration of ESG Issues in the Academic Literature, Journal of
Business Ethics, 2011, Vol. 104, 389-402; Joachim Sandberg, Carmen
Juravle, Ted M. Hedesstrom and lan Hamilton, The Heterogeneity
of Socially Responsible Investment, Journal of Business Ethics,
2009, Vol. 87, 519-533. See also Performing for the future: ESG's
place in investment portfolios. Today and tomorrow, State Street
Global Advisors, 2018, 17 (https://www.ssga.com/investment-topics/
environmental-social-governance/2017/esg-institutional-investor-
survey-us PDF) which suggests that 56 per cent of institutional
investors adopting ESG-investment believe that there is a lack of
clarity over ESG terminology.

The State of Impact Measurement and Management Practice, 2nd
edn, GIIN, 2020.

What are sometimes called ‘primary rules’: Hart, H. L. A, The Concept
of Law, 3rd edn (Oxford University Press 2012), especially chapters Il
and V.

Impact Frontiers Collaboration, ‘How Investors Can Integrate Social
Impact With Financial Performance to Improve Both’, Stanford Social
Innovation Review, 15 May 2020.

As noted in Part A.1.4, this sort of investing is not necessarily the
same as IFSI but could be combined with IFSI strategies.

Gunnar Friede, Freddy Busch and Alexander Bassen, ESG and
Financial Performance: Aggregated Evidence From More Than
2000 Empirical Studies, Journal of Sustainable Finance and
Investment, 2015, Vol 5(4), 210-233. See also, Hortense Bioy, ‘Do
sustainable funds beat their rivals’, Morningstar, 16 June 2020
(https: .morningstar.co.uk/uk/news/203214/do-sustainable-
funds-beat-their-rivals.aspx, accessed 13 February 2021), reporting
on a Morningstar study of 4,900 mutual funds, finding that 58.8 per
cent of sustainable funds that existed over a ten year period through
to 2019 out-performed their average surviving traditional peers,
although this pattern was not the same across all asset classes.

Global Financial Stability Report. International Monetary Fund,
2019, 85-87.

Gary Cundill, Palie Smart and Hugh N. Wilson, Non-financial
Shareholder Activism: A Process Model For Influencing Corporate
Environmental and Social Performance, International Journal of
Management Reviews, 2017, Vol. 20(2), 606-626.

Elroy Dimson, Oguzhan Karakasand Xi Li, Coordinated
Engagements, ECGI Finance Working Paper No. 721/2021,
January 2021; Tamas Barko, Martijn Cremers and Luc Renneboog.
Shareholder Engagement on Environmental, Social and
Governance Performance, ECGI Finance Working Paper No.
509/2017, August 2017.

See, for example, How ESG Engagement Creates Value for
Investors and Companies, PRI, 2018; Andreas Hoepner et al., ESG
Shareholder Engagement and Downside Risk, ECGl Working Paper
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participated in the experiment were asked to make certain
investment decisions, with some of them, randomly selected,
receiving a real investment worth $1,000 in their chosen fund.
Therefore, the participants were told and encouraged to treat

all their choices as if they were investing their own assets. Given
information about financial returns and sustainability on a fact sheet,
the participants were asked to choose one of two offered funds to
invest in.

Gunnar Gutsche and Andreas Ziegler, Are Private Investors Willing
to Pay for Sustainable Investments? A Stated Choice Experiment,
MAGKS Joint Discussion Paper Series in Economics, No. 40-2016, 16.

Jean-Francois Bonnefin, Augustin Landier, Parinitha Sastry and
David Themsar, Do Investors Care about Corporate Externalities?
Experimental Evidence, 23 September 2019, HEC Paris Research
Paper No. FIN-2019-1350, available at SSRN: https://ssrn.com/
abstract=3458447.

Ceccarelli, Ramelli and Wagner, Low-carbon Mutual Funds.

Heeb, Kolbel, Paetzold and Zeisberger, Do Investors Care About
Impact?; Riedl and Smeets, Why do Investors Hold Socially
Responsible Investment Funds?.

See, for example, Wins and Zwergel, Comparing Those Who Do,
Might and Will Not Invest in Sustainable Funds.

As at least one author of this report can attest.

Attitudes Towards Socially Responsible Investment in Europe, BNP
Paribas Asset Management, 2019, 3, 6.

Only 15 per cent of Americans covered by the Allianz survey.
mentioned above, knew what the expression ‘ESG’ stood for in an
investment context: Ethics and Investing. Allianz Life Insurance
Company of North America 2019, 1. In relation to the UK, see Clean
Slate, Green Slate: Public and Investor Attitudes to ‘Good’ Money
2020, UK Sustainable Investment and Finance Association, 2020, 5, 6.
In relation to France, 66 per cent of respondents in a study covering
French individuals owning at least one financial product stated that
they had never heard of Socially Responsible Investment: see The
French and SR, Ipsos for Vigeo Eiris and the FIR.

Gunnar Gutsche, Miwa Nakai and Toshi H. Arimura, Revisiting the
Determinants of Individual Sustainable Investment — The Case of
Japan, Journal of Behavioral and Experimental Finance, 2021, Vol.
30, issue c.

Global Investor Study. Schroders 2018, 5.

Investing in a Better World, UK Department for International
Development, 24.

Another UK survey conducted among 2,020 individuals revealed that
there is a high motivation to tackle the ‘big issues’ by supporting
progressive businesses to improve economic success in the long
term (61 per cent). However, the same survey found that 61 per cent
would not know where to go for more information: Annual Triodos
Bank Impact Investing survey. press release 5 September 2018.

This is also supported by a study of the impact of ‘climate labelling’
on investors from six European countries which showed that it is
particularly effective as a ‘'nudge’ towards climate-friendly investing
among ‘intuitive’ decision makers: see Alexander Bassen, Katrin
Godker, Florian Lideke-Freund and Josua Oll, Climate Information
in Retail Investors’ Decision-Making: Evidence From a Choice
Experiment, Organization & Environment, 2019, Vol. 32(1), 62-82.

See MIFID Il Sustainability Delegated Regulation.
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A Large Majority of Retail Clients Want to Invest Sustainably, 2°
Investing Initiative, March 2020, 5.

Annual Triodos Bank Impact Investing Survey, press release 5
September 2018.

See for example, ‘Advisers predict more ESG investing in the wake of
Covid-19', Standard Life, 1 December 2020, available at: https:/www.
standardlife.co.uk/about/press-rel Jvisers-predict-more-esg-
investing-in-the-wake-of-covid19 (accessed 12 April 2021).

For example, one survey of UK advisers found that 78 per cent of
those polled thought that less than 50 per cent of their clients would
wish to invest in a portfolio with ‘an ESG steer or positive impact’,
with 46 per cent claiming that less than 25 per cent would wish to
do so: ESG Survey Results, Square Mile Investment and Consulting
Research Limited, April 2020.

Saloni Sardana, ‘One third of advisers never consider ESG funds’, FT
Adviser, 12 June 2019.

Surfing the Wave, FE Fundinfo, 2020; Mike Webb, ‘Investors are past
the tipping point on ESG’, FT Adviser, 19 January 2021.

‘Schroders UK Financial Adviser Survey: Optimism returns to UK
equities as advisers increasingly embrace ESG’, press release,
Schroders, 20 November 2020, available at https://www.schroders.
com/de/media-relations/newsroom/all_news_releases/schroders-uk-
financial-adviser-survey-optimism-returns-to-uk-equities-as-advisers-
increasingly-embrace-esg/, accessed 19 April 2021.

Anders Anderson and David T. Robinson, Financial Literacy in

the Age of Green Investment, Swedish House of Finance Working
Paper 19-6, December 2020, available at: https://ssrn.com/
abstract=3353534.

Wins and Zwergel, Comparing those who do, might and will not
invest in sustainable funds.

Some of them do however cover forms of impact investing, for
example, Sl Attitudinal and Behavioural Research, Greg B Davies
and Centapse, 2017, using the term ‘social impact investing’, and An
Evolving Landscape, 2019 Responsible Investing Survey, RBC Global
Asset Management, 2019, dealing, among other things, with ‘impact
investing'.

Many of the academic studies in particular seek to counter this effect
or assess the extent of any potential impact on the results.

Walking the Talk, The Cambridge Institute for Sustainability
Leadership, 11.

For an overview of studies on this point alone, see the Cambridge
Institute for Sustainability Leadership literature review referred to at
endnote 174.

See, for example, the work undertaken by the research team

in Walking the Talk, the Cambridge Institute for Sustainability
Leadership study, mentioned above, to ensure that sustainability
options were clearly described to participants. However, even they
highlight the impact that the method of presentation may have had
on the results.

However, some studies do seek to break this down. See for example
Standard Chartered Sustainable Investing Review 2020, Standard
Chartered Private Bank, 2020.

Anjum Ubaid Siddiqui, The Demography of Socially Responsible
Investors across Countries and Time: A Systematic Review, Asian
Journal of Managerial Science, 2018, Vol. 7(2), 7-15.

See for example Global Investor Study. Schroders 2020.
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A key objective of this project has been to
assess how far the law requires or permits
IFSI. That is the subject of this Part B. As
noted previously, what legal rules require
or permit turns not just on their ‘black
letter’ (ie what they ‘say’), but also the
circumstances in which those rules are
applied. For example, in the case of IFSI
these circumstances may circumscribe
what is possible as a technical matter or
in terms of cost (see Part A.2). In view of
that, Part B looks both at the substance
of the relevant legal rules, and the
interrelationship between that and the
circumstances in which they are followed.

It is in four sections:
Section 1 explains our methodology.

Section 2 deals with common themes we
have identified across all jurisdictions
concerning the sort of legal rules that
apply to different categories of investor,
even though the content of those rules
varies between jurisdictions. It also
considers circumstances that investors
will commonly need to take into account
in complying with legal rules even
though investors’ specific situations

will vary. It therefore explains how it is
possible to reach a generally applicable
view on what ‘the law’ requires or
permits in spite of this diversity.

Section 3 summarises our findings
across the 11 jurisdictions covered by
the project on what the ‘black letter’ of
the law provides. The full jurisdictional
assessments are included as annexes to
this report.

Section 4 turns to the circumstances

in which legal rules relevant to IFSI
are applied in practice. As noted, these
can have just as much impact on the
practical outcomes that result from
following rules as what the rules actually
‘say’. In particular, the section looks at
a possibility that has frequently been
raised with us in preparing this report:
whether aspects of the way investment
markets currently operate create a risk
that sustainability factors are given
insufficient weight in complying with
legal duties.
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METHODOLOGY

This section explains the methodology
applied in undertaking this project. It
outlines how the project was scoped

so as to cut through the complexity of
investment markets, focusing the analysis
on those jurisdictions, areas of market
practice and market operators that should
provide a reasonable picture of the whole.
It also explains the process followed.

Project scope

‘Hard’ and ‘soft’ law and wider industry
practice

This report concerns whether legal rules
facilitate or confine IFSI. This requires an
analysis not just of the ‘black letter’ of
statutes, regulations and legal judgements
(ie the substance of the rules themselves),
but also of non-legally binding standards
and codes of practice, regulatory guidance
and formal industry initiatives where these
concern the discharge of investors’ duties
since these could be relevant to what the
rules require or permit in practice. Sources
of this sort are sometimes termed ‘soft
law’. Even where these sources have no
formal legal status, they may nonetheless
express standards of accepted conduct that
may be taken into account by courts and
regulators in their decisions about what
investors are legally required or permitted
to do (see Part B.4, Box 5).

Jurisdictions covered

The jurisdictions included in our review
are intended to represent a cross-section

of investment hubs, cultures and legal
traditions, while capturing most of the

world’s largest centres for investment
management. Factors considered in
selecting them included GDP, the size of
the institutional investment market by
AuM, industry interest and recent relevant
regulatory and policy developments. For

a high-level indication of the distribution
of global AuM by investment location, see
Part A.3.2.4.

The following jurisdictions were selected:
Australia;
Brazil;
Canada;
China;
the European Union;!
France;
Japan;
the Netherlands;
South Africa;

the United Kingdom (considering the
laws of England and Wales);

the United States of America.
Relevant investors

International investment markets are
comprised of many different sorts

of operators, with distinct but often
overlapping roles, including asset owners,
investment managers, investment advisers,
broker-dealers acting as principal and/

or as agent, investee companies accessing
the markets for funding and a host of
service providers ranging from investment
consultants, index and research providers

(a)

and rating agencies to lawyers and
accountants. Each of these groups is
subject to different sets of legal rules.

The activities of each group can influence
investment management practice and
among other things, the way legal rules are
understood and applied.

However, it is not necessary to look at
every part of this investment ecosystem

to reach a view on the key question

for this project. That is because, at its

core, the answer depends on legal rules

as they apply to two groups of market
operators: asset owners and the investment
managers they appoint to manage assets
on their behalf. The project has therefore
focused on the legal position of these

two groups (see (a) and (b) below) while
nonetheless recognising the important role
of investment consultants and fiduciary
managers (as discussed at (c) below).

Asset owners

The position of institutional asset owners is
key in establishing how far the law requires
or permits sustainability factors to be taken
into account in the investment management
process. That is because they legally

hold and are responsible for investing a
significant portion of the world’s investment
assets, whether in the form of equities, debt
(including fixed income instruments such as
bonds), other types of financial instruments
(including units in collective investment
funds and derivative instruments such as
options, futures and swaps) or real estate
and other non-financial assets.
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Asset owners’ legal powers over those assets
and the duties and discretions that apply

in managing them are fundamental to our
analysis. What asset owners are required or
permitted to do is not just relevant to them.
It also shapes the obligations and discretions
of all other financial operators who assist

or advise them in managing their assets.

An asset owner delegating investment
management discretion is not generally able
to empower the manager to do something
it could not do itself. Similarly, to discharge
their own legal duties, investment
consultants and others advising an asset
owner will need to understand the extent of
the asset owner’s legal powers, duties and
discretions to decide how best to advise. In
other words, there is a legal ‘cascade effect’
from asset owners to all those who directly
or indirectly provide services to them.

Various categories of asset owner are active
in financial markets. Each category is
subject to different legal rules, even within
the same jurisdiction. For the purposes

of this project, we have focused on the
three largest categories of asset owner

by global AuM:® pension funds, mutual
funds authorised for public distribution
and insurance undertakings (collectively
termed Asset Owners in this report).

A broad range of other types of asset
owners are also active in investment
markets, including sovereign investment
funds, unregulated funds, charitable
institutions and family offices. Some hold
significant amounts of AuM. To keep the
analysis sufficiently focused, this report
does not consider the position of these
other categories.

Pension funds

Broadly, these are pools of assets that are
invested to produce a return to provide
income in retirement for individuals or
their surviving dependants. Pension funds
may be pre-funded by an employer and/or
by employee contributions (occupational
pension funds) or by private individuals
(personal pension funds).* Pension funds
generally have a duty to provide financial
benefits to beneficiaries. The time horizons
of those beneficiaries may vary widely,
depending upon how close they are to

their retirement date. In some cases, the
benefits are defined so that investment

risk lies with the pension fund (‘defined
benefit’). However, it is increasingly
common for investment risk to lie largely
with beneficiaries (‘defined contribution’),
but this does not detract from the fund’s
obligations to act in the financial interests
of their beneficiaries as a whole. Pension
funds are usually legally required to seek to
ensure that no one cohort of beneficiaries
is unfairly prejudiced to benefit another:
they need to seek to generate both near and
longer-term financial returns in ways that
balance the interests of different cohorts. As
noted in Part A.3, estimated pension fund
AuM globally stood at $52.5tn as at the end
of 2020.°

THE EXTENT TO WHICH THE LAW
REQUIRES OR PERMITS IFSI

Regulated mutual funds

Regulated mutual funds allow investors
to pool their funds with those of other
investors and to invest in accordance
with specific investment objectives, so
spreading risks and sharing investment
costs. In contrast with pension funds,
mutual funds usually have a relatively
specific financial investment objective
and associated investment policy which
may reference particular markets, sectors
or benchmarks. The objective and policy
of a mutual fund will be set out in its
constitution or prospectus and the fund
will be legally obliged to adhere to them.
Open-ended mutual fund AuM globally
stood at an estimated $63tn as at the end
of 2020.° A significant portion of mutual
funds’ shares or units are owned by
pension funds and insurers.”

The jurisdictional analysis set out in the
annexes focuses on mutual funds, rather
than listed investment trust companies.
Units in the former are generally available
for subscription and redemption from the
fund or its agent (ie the fund is ‘open-
ended’) whereas shares in the latter are
dealt through brokers. An exception to this
is exchange-traded funds (or ‘ETFs’). These
are open-ended mutual funds the units of
which are listed and can be dealt through
brokers (with subscription and redemption
of units generally being handled between
the fund or its agent with large broker-
dealers). This report covers the rules that
apply to ETFs as mutual funds, but not any
listing rules.
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Insurance undertakings

The project covers both non-life and life
insurers. Legal assessments generally
assume that the relevant insurer is
established as a body corporate.

In its origins, insurance is a financial

risk management tool in which the
insured party transfers the risk of a
potential financial loss as a result of a
specified insured event to the insurance
undertaking, under an insurance policy.
The insurance company assumes the risk
in exchange for monetary compensation,
known as an insurance premium.
Premiums are pooled and invested
pending the payment of claims. This most
accurately describes general insurance
activities where the insurer writes policies
that provide policyholders with a payment
up to a specified amount upon the
occurrence of a defined event (for example,
flood or weather damage, or damage to a
property or vehicle). Long-term insurance
products such as life insurance or pension
products are, on the other hand, generally®
more akin to investment arrangements
under which premiums paid by the
policyholder are invested by the insurer
with a view to the insurer making a
payment to the policyholder at some point
in the future based on the investment
return it has managed to generate by
investing the premiums. In some cases, the
amount payable is guaranteed or subject to
a guaranteed minimum. However, it is now
more common for life contracts to provide
for payments on maturity that vary
depending on the investment performance
of the assets in which the premiums are

invested, often by reference to the value of
units in investment funds managed by the
insurer or by other investment managers.
Insurance company global AuM stood at an
estimated $35.4tn by the end of 2019.°

Investment managers

The most significant service provider
relationship for most asset owners, at least
in the day-to-day management of their
portfolios, is with investment managers
(also referred to as ‘investment advisers’
(especially in the US), ‘asset managers’

or ‘fund managers’). Most asset owners
routinely delegate the management of
some or all of their assets to one or more
external investment management firms,°
and Part A.3.2.2 provides an indication of
the substantial value of assets now under
external management. The investment,
stewardship and policy engagement
practices of these firms are therefore

also of key importance in considering the
extent to which the law requires or permits
IFSI. Consolidation in the investment
management sector means that some

of these firms have now grown to have
significant influence over the activities of
investee enterprises.

Asset owners may appoint multiple
investment managers. The investment
management market is diverse and firms’
business models fall across a broad range.
Some firms may specialise in particular
asset classes, jurisdictions or investment
strategies. The growth in AuM committed
to passive investment management
strategies is particularly notable (see

Part A.3.2.3), with potentially significant

(c)

implications for the extent to which legal
rules could require or permit IFSI and what
that might mean in practice.

Investment managers, particularly the
largest, are therefore potentially important
in the context of IFSI. Among other things,
as individual firms, they can effectively
perform an aggregating role in relation

to their clients’ assets, with possible
implications, for example, in terms of

the cost and likely effectiveness of their
decisions. Further, where a number of
these firms act in a common way towards
investment selection or stewardship (either
co-incidentally or intentionally), this could
have an even more significant influence
on investee enterprises and hence the
realisation of sustainability impact goals.
Equally, however, it has been suggested to
us by some that growing consolidation in
the sector may leave asset owners with less
scope to define the services they receive
from their managers, including in relation
to areas relevant to IFSI.

Other service providers not covered by
this report

As noted, investment managers are not
the only service providers to asset owners
whose activities could affect the extent of
IFSI. While there are variations between
jurisdictions, two of the other most
important categories of service provider
are investment consultants and

fiduciary managers.

Service providers such as these play a key
role in the investment process. However,
their legal duties are ultimately largely
derived from those of the asset owners
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they act for. In some ways, therefore,

their legal position is similar to that of
investment managers. In view of that, in
the interests of picking out the key legal
principles applicable to IFSI across the
jurisdictions covered, it was decided not to
undertake a detailed assessment of their
legal position at this stage. For the reasons
noted, however, the findings of this report
are clearly potentially relevant to how they
should go about providing their services in
order to discharge their duties.

Investment consultants

Investment consultants are a key service
provider for many asset owners. The
market is dominated by a relatively small
group of firms. They generally provide
strategic advisory services, potentially
covering a wide range of areas, such

as funding decisions, asset allocation

and selection of investment strategies,
stewardship strategy, manager selection
and relationship management, and
performance reporting. They may train
asset owners on investment approaches
and current market issues and trends.
Their influence on investment practice,
including attention given to sustainability
factors and the use of approaches that
would involve IFSI, is therefore potentially
significant. Having considered an
investment consultant’s advice, the asset
owner ultimately takes any decisions, and
retains accountability to its beneficiaries
for the decisions it makes.!

Fiduciary managers

Fiduciary managers are a more recent
addition to the investment landscape but
are nonetheless an important part of it

in some jurisdictions.'? One of the main
differences between them and investment
consultants is that fiduciary managers
combine advisory and implementation
services. Whereas investment consultants
provide advice, fiduciary managers put
some of their views into action, making
decisions on the asset owner’s behalf.!?
The precise scope of their implementation
powers can vary considerably between
the asset owners that use them, each
relationship being bespoke.

The meaning of ‘beneficiaries’ in this
report

In this report, beneficiaries are the persons
who derive a financial benefit from asset
owners’ investment activity. The expression
should therefore not be understood as
referring to a beneficiary relationship

in the strict legal sense. It includes, for
example, the members of pension schemes,
unitholders of mutual funds and long-
term insurance policyholders. It may

also include wider categories of person
entitled to receive benefits in relation to
these investment arrangements, such as
dependents of pension scheme members
and nominated recipients of benefits (for
example, on the death of a life insurance
policyholder).

In the case of insurance undertakings,

we have also treated the idea of a
‘beneficiary’ as including shareholders.
While shareholders do not have a direct

interest in the assets of the company, they
nonetheless have an interest in the success
of the company, including its capital growth
and the dividends it is able to pay. These

are both partly dependent upon how the
company manages its assets, both those
held in relation to its insurance activities
and other ‘house’ assets. Many insurance
company shareholders will be asset owners
and are therefore likely to want to see the
company run in ways that will help them

to discharge the duties considered in this
report and in a manner consistent with any
goals they set in exercising their discretions.

Types of investment activity covered

The report focuses on investment
management activity across all asset
classes. As discussed in Part A.1.3 there is
already a group of investors that engage

in ‘impact investing’. However, what have
traditionally been regarded as impact
investors are not the focus of what follows.

Consistent with the description of

IFST in Part A.1 the legal teams that

have prepared the jurisdiction-specific
memoranda have considered the legal
framework applicable to investment and
divestment decision-making, stewardship
of portfolio assets and public policy
engagement, in each case, as relevant

to IFSI. In the past, legal attention to
investors’ duties has tended to focus

on the first of these. Decisions on
portfolio composition are clearly of great
importance in discharging investors’
duties. However, investors’ stewardship
activities in relation to their assets are also
potentially relevant to portfolio outcomes
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and there has been an increasing emphasis
on it in recent years from policymakers,
legislators, regulators and industry.

Investors deploy a considerable variety

of investment strategies. The strategies
selected may have implications for an
investor’s scope to engage in IFSI (see Part
B.2, Box 3). It is not feasible to consider the
treatment of all of the possible strategies
in an exercise of this sort. Consequently,
the base analysis assumes a reasonably
‘standard’ active investment approach.
However, given the growing importance of
passive investment strategies, the report
also addresses the relevance of IFSI to
investors using these.

The process followed in preparing
this report

Producing this report has been an iterative
process involving legal expert teams in
each jurisdiction covered and a reference
group established by the UNEP FI, PRI and
the Generation Foundation. Each legal
team undertook an initial assessment

of the relevant legal frameworks. The
scope of the review and the topics to be

covered in the jurisdictional analysis for
inclusion in the report were then refined
in the light of that with the assistance of
the reference group and the jurisdictional
legal teams. The legal teams then prepared
the jurisdiction-specific memoranda,
annexed to this report. These provide an
assessment of the extent to which the law
in each jurisdiction requires or permits
IESI. While they are the product of a
thorough exercise, and are substantial,
they should not be treated as legal advice
or an exhaustive statement of the law

on the areas they cover. Rather, their
principal purpose has been to provide

a solid basis for understanding the way
investment approaches within the scope of
IESI are generally treated as a legal matter
internationally. Our overall conclusions on
what the black letter of the relevant legal
rules requires or permits are set out in the
legal assessment summary in Part B.3.

The suggested areas for legal reform in Part
C.2 have also been tested with the legal
teams in each jurisdiction.
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The legal rules that apply to different types
of investor vary considerably between
jurisdictions.!* Their content, interpretation
and application reflect the social, economic
and political history of the jurisdiction
concerned.' Even within a jurisdiction,
there are different rules for different
categories of investor, and the circumstances
of each investor are unique. Because of
these differences, precisely what an investor
is legally required or permitted to do in
relation to IFSI will be specific to that
investor so that investors need to consider
their position on a case-by-case basis.

Nonetheless, the answer to the question
of whether an investor is required or
permitted to engage in IFSI depends upon,
broadly, four things:

what power the investor has been given
by law over relevant assets;

the legal duties that apply to it in
exercising that power (which will be
derived from and directed at achieving
the purpose of the power);

any legal discretions the investor has in
discharging its duties; and

the investor’s specific circumstances.

The first three concern the legal rules
that apply to the investor, and the fourth
the practical reality within which those
rules apply. Practical circumstances are
important; as noted previously, what a
legal rule requires or permits in practice
depends as much upon the circumstances
to which the rule is applied as the rule’s
‘black letter’ (ie what it ‘says’).

21
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In spite of this diversity, the following
highlights four common themes, across
jurisdictions, in how legal rules differ
between investor types (see Section 2.1). It
also outlines a number of factors that just
about any investor will probably need to
consider in applying those rules, even if
circumstances differ from other investors
(see Section 2.2). Because of these common 212
themes, it is possible to arrive at some
broad conclusions about what legal rules
generally require or permit in relation to
IFSI across the jurisdictions covered by this
report (see Part B.3).

Categories of difference in legal

treatment between different investors

within a given jurisdiction

Four of the main categories of variation

in investors’ legal powers, duties and

discretions within a given jurisdiction are

as follows. 213

Different rules for different categories
of asset owner

While there are functional overlaps
between the categories of asset owner
covered by this report, the purpose
pursued by each category is different.
Consequently, each tends to be subject

to legal rules that are specific to that
category. Pension funds are committed

to providing retirement finance, whereas
insurers are commercial enterprises
designed to make a profit. Insurers benefit
shareholders, among others, by providing
various forms of benefit to policyholders.
Some pension funds and insurers offer
defined benefits, and therefore retain the

associated investment risk themselves,
while others leave the investment risks
principally with their beneficiaries.
Meanwhile, mutual funds are designed
to generate an investment return set out
in the fund’s prospectus in the form of
an investment objective, elaborated in its
investment policy.

Different rules for asset owners within
the same category

The legal rules for asset owners are likely
to vary even between asset owners in

the same category. That is because asset
owners tend to be established under legal
instruments (such as contracts, articles of
association and trust deeds) which set out
their purpose and what they can do. While
there is a degree of standardisation, these
instruments are specific to the relevant
asset owner.

Different rules for investment
managers

Investment managers operate under a
different legal framework from asset
owners. Asset owners have the ultimate
power to make investment decisions.
However, as noted in Section A, all but the
largest usually delegate implementation
of their investment strategy to investment
managers who are therefore agents of

the asset owners. While the overall legal
requirements are largely the same for

all investment managers in a particular
jurisdiction, the investment management
agreements under which managers

are appointed (while they have some
fairly standard features) impose duties
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on the manager which are bespoke to
each delegation. How far an investment
manager is obliged or entitled to engage
in IFSI will be governed principally by
the relevant agreement. Generally, an
asset owner can only confer powers on an
investment manager which it has itself.

Different investment objectives

The fourth area of legal difference
emerges from the second and third but

is so important that it needs a separate
mention; it concerns the investment
objectives investors are required to pursue
in managing relevant assets. Investment
objectives are legally binding in the

sense that they are established under the
legal frameworks previously mentioned.
Critically, they define the goal or goals an
investor is legally empowered to achieve,
consistent with fulfilling its purpose — its
investment objective. Consequently, the
precise nature of an investor’s investment
objective will affect whether an investor

is required or permitted to engage in

IFSI. It is possible, but currently unusual,
for investment objectives to include
sustainability impact targets in addition to
financial targets.

Two areas of variation between financial
investment objectives are particularly
important for current purposes:

the financial return which is targeted
and the level of risk that can be accepted
in pursuing it (see (a) below); and

the period over which the return is to be
generated (see (b) below).

(@)

(b)

The appointment of an investment
manager by an asset owner will normally
affect both (see (c) below).

Financial return

In terms of the targeted financial

return, for example, a mutual fund may
have a precisely articulated financial
investment objective, referenced to a
given benchmark, whereas the investment
goals of pension funds are generally
determined based on the financial needs
of beneficiaries (involving different
generations of beneficiaries whose needs
and interests will differ depending

upon their proximity to retirement).
Investment arrangements offering a

form of ‘guaranteed’ or pre-determined
financial return have particularly precise
financial return targets, for example,
defined benefit pension arrangements

and guaranteed insurance products. With
these, it is not unusual for additional legal
rules to stipulate asset classes in which the
supporting assets can be invested in order
to minimise the risk that obligations are
not met, an example being the EU Solvency
II regulatory capital regime for insurance
undertakings. Investment objectives may
target generating income, capital growth,
or a mixture of both.

Time horizon

The investment objectives of some
investors may be to generate a particular
type of return on an ongoing basis (a prime
example being a passive investment fund).
In other cases (especially for pension funds
and the directors of insurance companies),

(c)

the duty may span both the short-term
needs of some groups of beneficiaries (or
shareholders) and the longer-term needs
of others, so that the interests of different
groups need to be carefully balanced.
Where economic systems are at risk

from declining environmental and social
sustainability, the effects will be felt by
those who invest in enterprises that are
dependent on those systems. The nature of
these sustainability risks means that the
longer the period by reference to which

an investment objective must be met, the
more likely it is that an investor will need
to take them into account in deciding how
to discharge its duties. This is not to say
that sustainability factors cannot also have
an impact in the short-term, as seen, for
example, in the case of climate change and
the steps taken to address it as a result of
the Paris Agreement.

Investment objectives where there is
delegation to investment managers

Where, as is common, day-to-day
investment management has been
delegated to one or more investment
managers, individual managers will have
agreed investment objectives with their
client. While those objectives are designed
to assist the asset owner in achieving

its ultimate investment objectives, the
ultimate investment objective and the
investment objective set for the manager
will not necessarily be the same, either in
terms of the return objective or the time
period for achieving it. This is particularly
so where the manager is appointed by

a pension fund. There is usually greater
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alignment where the manager is appointed
by a mutual fund or is managing various
types of insurance assets. There is therefore
a risk (which must be carefully managed)
that a manager’s shorter performance
horizon could cause its perception of the
financial impact of sustainability factors to
diverge from that of the asset owner (see
Part B.4.2.4).

2.2 Circumstances that investors
commonly need to consider in
deciding how to apply legal rules

In all jurisdictions, institutional investors
generally need to consider all relevant
factors in deciding how to manage their
portfolios in accordance with applicable
legal rules. As sustainability factors pose

Box 1

Taking account of sustainability factors in
the investment process: what is ‘financial
materiality’ and by reference to which time
period should it be judged?

This question is relevant both to what the
law requires or permits in relation to IFSI and
the integration of sustainability factors in the
investment process more widely.

The background to the question is the Freshfields
Report of 2005 in which, based on the law and
practice as it stood at that time, we stated as follows:

‘Conventional investment analysis focuses on value,
in the sense of financial performance. .. the links
between ESG factors and financial performance
are increasingly being recognised. On that basis,
integrating ESG considerations into an investment
analysis so as to more reliably predict financial
performance is clearly permissible and is arguably
required in all jurisdictions.®
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financial risks and opportunities for
individual enterprises, they can clearly

be relevant to investment decisions.
Moreover, many sustainability factors

also concern the long-term health of

social and environmental systems on
which businesses and financial markets
depend: these factors therefore potentially
constitute a risk to whole markets and the
investment return on all portfolios that are
exposed to them. As noted in Part A.1, risks
of this sort are referred to in this report as
‘systemic risks’.

Where risks or opportunities of this sort
are relevant to investors in achieving their
investment objectives, investors will need
to consider what, if anything, they can do

We indicated that investors discharging duties to
secure a given financial return should take ESG
factors into account where those factors could be
reasonably expected to have a ‘material’ impact on
financial performance, an approach which has been
confirmed in numerous jurisdictions since then.
Time period

The question of the time period by reference to
which materiality should be assessed has attracted
some limited regulatory attention as it concerns
investors’ stated investment objectives. However,
the issue is potentially multi-layered depending
upon the precise circumstances of each investor.

Very broadly, regulatory provisions or guidance tend
to focus on the time period by reference to which
the relevant portfolio must be managed - i.e. the
period up to the point at which the investor must
discharge its duty to seek to meet its overarching
investment objective. In most cases, therefore,

the time period is likely to be derived from the
investor's investment objective itself, such as paying

by way of response (see Box 1). They will
want to consider the possible use of all
available avenues including investment
powers (whether at the level of capital

or asset allocation, investment strategy

or individual investment selection),
stewardship and policy engagement. In
addition, where an asset owner relies on
third parties such as investment managers,
investment consultants and fiduciary
managers in running its portfolio, it will
need to be confident that the relevant
third parties have the necessary experience
and capacity to deliver an effective
sustainability solution and that the

terms of their appointment reflect their
obligation to do so.

retirement income at a particular point in time.
However, representations made to beneficiaries
about the period by reference to which a given
fund will be managed could also be relevant, for
example, where a mutual fund prospectus gives

an expected holding period for those acquiring
units in the fund. As noted in at Section 2.1.4, some
investors have longer-term investment objectives,
others short-term objectives and others, particularly
pension funds, a mixture of both, so that the
interests of different cohorts of beneficiary need to
be balanced.

Yet in practice investment is a continuous process.
Investors do not settle on a particular portfolio

at the outset and stick with it throughout the
relevant time period, regardless of interim
performance. Progress towards an objective is
periodically reassessed, investment portfolios are
re-balanced and investment approaches changed
as circumstances develop. Judgements on the
financial materiality of factors relevant to the
investment process are needed throughout.

CONTENTS

FOREWORDS
INTRODUCTION

ACKNOWLEDGEMENTS
EXECUTIVE SUMMARY

A. INVESTING FOR
SUSTAINABILITY IMPACT

B. THE EXTENT TO WHICH
THE LAW REQUIRES OR
PERMITS IFSI

INTRODUCTION
1. Methodology

2. Investing for sustainability
impact: different legal regimes but
common themes

3. IFSlin eleven jurisdictions - Summary of
findings

4. Do existing market features
create a risk that sustainability
factors are given insufficient weight
by investors in complying with legal
duties?

C. AREAS FOR LEGAL REFORM

ANNEXES
GLOSSARY

REFERENCES

Freshfields Bruckhaus Deringer LLP



A LEGAL FRAMEWORK FOR IMPACT: SUSTAINABILITY IMPACT IN INVESTOR DECISION-MAKING

THE EXTENT TO WHICH THE LAW
REQUIRES OR PERMITS IFSI

The starting point is that those judgements should
be made primarily by reference to the ultimate
time-horizon of the relevant portfolio, as described
above. However, an investor may need to set
shorter-term investment objectives as part of a plan
for realising its longer-term objective, and against
which progress can be measured. This is likely to be
acceptable as long as the shorter-term objective is
consistent with meeting its ultimate objective. For
example, it should not result in inadequate weight
being given to risks that are not likely to become
material within that shorter-term but which

are nonetheless material in the context of the
ultimate time horizon. Here, a particular challenge
is that the bases for portfolio construction and
performance measurement may not adequately
reflect longer term risks (see Part B.4 ).

Investors may therefore face a challenging
balancing act. '7 They need to keep their longer-
term objectives (and the risks and opportunities
that may emerge in that longer-term) clearly in
mind. They also need to make sure that the needs
of any beneficiaries with shorter-term horizons
are catered for, and to be reasonably satisfied
that any comparative short-term portfolio under-
performance that cannot be avoided, for example,
by careful asset allocation, '® or that is unlikely to
be offset by market repricing to reflect a more
sustainable outlook, will not affect their ability

to achieve their longer-term objective. They will

As noted, no two investors are alike, so the
outcome of one investor’s assessment may
differ from that of another. However, most
investors are likely to need to consider

the following in determining how they
should act, in addition to their particular
investment objective:

81

need to bear in mind the possibility that it may

not be possible accurately to predict when and
how some financial risks created by sustainability
factors could materialise. Investors may nonetheless
be concerned that short-term under-performance
could leave them open to criticism, or worse, even if
it is not necessarily inconsistent with achieving their
long-term objectives.

Financial materiality

The law and associated guidance in the
jurisdictions covered by the project has relatively
little to say about what should be regarded as
financially material for these purposes. Concepts of
materiality do appear in other investment contexts,
in particular, corporate disclosure, market abuse
and insider dealing regimes. However, it is not
appropriate to apply a simple read-across from
those to the investment rules considered by this
project. Those regimes focus on the materiality of
unpublished information to a potential buyer or
seller of an investment (and hence its market price),
and do not generate (either in theory or in practice)
precise numerical tests. From the perspective of
financial return, this project concerns the potential
risks and opportunities created by sustainability
factors for the performance of a portfolio as a whole
over a particular time period and that is no more
susceptible to precise testing.

Ultimately, the question of what is financially

the size and composition of the portfolio;

the extent of the investor’s ability

(or that of its investment manager(s))

to influence particular areas of
sustainability impact (for example, how
much ‘voice’ does it have in the affairs of
investee enterprises);

the relative likelihood of different
approaches achieving an impact (for

material as a legal matter within the time periods
considered above must be a decision for each
investor based on its own particular circumstances,
taking account, among other things, of the factors
outlined in Section 2.2, as relevant. However,

the key legal consideration will be the investor's
investment objective. In our view, a sustainability
factor is likely to be material if a reasonable
investment professional would conclude that
there is a reasonable prospect of it having (alone
or in combination with other factors) a significant
impact on the investor's ability to achieve its
investment objective(s) over the relevant period(s).
This judgement would include both an assessment
of the probability of the impact occurring within
the relevant period and the financial consequences
for the portfolio if it did.

It is reasonable to suppose that the longer the

period by reference to which materiality is assessed,

the more likely it is that some sustainability-related
systemic risks (such as those arising from climate
change, resource scarcity or biodiversity loss) will
need to be treated as financially material. That is
not to suggest that they cannot also have financial
impacts within a shorter period or that the timing
is easily predictable.

example, as noted in Part A.1.2, in
some cases stewardship may be more
effective than investment/divestment,
and vice versa);

the variety of potential stewardship
styles and techniques, ranging from
simply engaging in public votes (for
example, pursuing a policy of always
supporting shareholder resolutions
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encouraging companies to disclose
sustainability risk assessment and
transition plans) to deep engagement
with company boards;

the expenses for the portfolio of any
proposed action (for example, the cost
of maintaining a team of analysts) and
whether these are justified given the
anticipated benefits, recognising that
expenses and benefits may not always
be easy to quantify and a simple cost-
benefit approach may not be feasible or
appropriate (see Part A.2);

any direct or indirect impact of

the proposed action on investment
performance in the portfolio (for
example, where pursuing a long-term
sustainability goal, such as convincing
companies to commit to carbon
neutrality, could impair shorter-term
financial results of those companies);

the extent and timing of any positive or
negative portfolio performance impact
(including the relative likelihood of it
occurring within an asset owner’s time
horizon), and whether one approach
results in it being more equitably shared
between different cohorts of relevant
beneficiaries than another;

where an investor’s performance in
seeking to meet its financial objectives

is likely to be assessed against common
market benchmarks and models, the
fact that stewardship activities do not
generally affect the composition of an
investment portfolio, so that they may
therefore be less likely than the use of
investment powers to affect portfolio
performance measured against those
benchmarks and models (see Part B.4);

the dynamic nature of investment
risks and opportunities created by
sustainability factors, among other
things, as a result of:

the methods selected by businesses

and societies generally to pursue key
sustainability targets (for example
where these end up relying on one kind
of technology more than others); and

the extent to which those
sustainability targets are likely
to be fully achieved (ie there is a
wide range of possible transition
pathways towards a more sustainable
equilibrium some of which may
involve societies achieving their
sustainability targets more fully than
others, with their likelihood changing
over time);

whether the investor can enhance the

prospects of realising a desired impact,
reduce its expenses and minimise
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negative performance impact on the
portfolio (or ensure that it is distributed
more evenly between cohorts), by
stimulating or engaging in collective
action to address the issue concerned
(see Box 2); and

the investor’s particular market
environment including the way in

which sustainable investing in general

is becoming more prevalent (see Part
A.3.3), the factors that are driving this
(see Box 3), and whether these may make
it more likely that IFSI activities will
achieve their goal.

An investor’s strategic and policy decisions
will also affect the way sustainability factors
may subsequently be taken into account

in ‘lower-level’ decisions about how those
strategies and policies are implemented.
While strategic and policy decisions of

this sort generally need to be kept under
review, an assessment by one investor of

its circumstances (including sustainability
factors) may properly lead it to pursue a
different strategy or investment policy from
another investor in seeking to achieve its
financial goals. Box 4 looks further at the
case of strategy selection.
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Box 2

The importance of collective action to achieve
sustainability impact

Collective action to achieve sustainability impact
goals can strengthen the voice of the investors
concerned, allow for a more strategic approach
and help to spread the cost of engagement
reducing the unit costs for individual investors.
Importantly in the context of any decision to
engage in IFSI, it can also increase the likelihood
that the sustainability impact goal being aimed
for will actually be achieved. It can involve any of
the types of activity considered in this report: the
use of investment powers, stewardship and policy
engagement. It can also take other forms, such

as providing investment analysis that can support
the IFSI activities of other investors'® or working
with third parties whose activities may assist or
encourage investee enterprises or policymakers in
seeking to achieve sustainability impacts.

Taking the case of stewardship, while each
situation needs to be considered on its own
facts, the larger the enterprise and the smaller
an asset owner's investment in that enterprise,
the less likely it is that individual stewardship will
influence enterprise behaviour. That, and other
factors such as the costs involved and ‘free-rider’
issues, could tend to militate against individual
investors engaging in stewardship activity.?° This
is particularly the case where action is needed
to address systemic risk, and not simply to deal
with sustainability risks and opportunities that
are specific to an individual enterprise: systemic
risks tend to be the result of what are sometimes
called ‘collective action problems’ which require
widespread coordination to resolve, whereas
individual investors and investee enterprises are
single actors. For example, in the case of climate
change, one study suggests that only half of the
negative portfolio impact of policy and market
reactions can be offset by asset allocation and
diversification strategies; more broad-based

83

approaches are needed in an attempt to manage
the rest.?!

What investors’ duties may require with regard
to collective action will depend on their
circumstances. Some large investors may be

in a position to catalyse wider collective action
because of the way their portfolio is exposed to
sustainability risk, their broader influence or their
different cost base. Where effective collective
action is already underway, smaller investors may
conclude that supporting it is a cost-effective
way to serve beneficiaries whose interests may be
threatened by declining sustainability.

There are now numerous examples of collective
action of this sort, and growing evidence that

they do have an impact.?? It is often facilitated or
supported by forums, such as the PRI, the Global
Investor Coalition on Climate Change,?® Ceres?* and
the UK'’s Investor Forum, or by UN bodies.?®

In some cases collective action involves a formal
alliance including, for example, Climate Action
100+2¢, the Net-Zero Asset Owners Alliance?” the

Net Zero Asset Managers Initiative,?® the Investor
Alliance for Human Rights,? FAIRR (addressing the
sustainability of protein supply chains)° the Global
Investors for Sustainable Development Alliance*' and
the Dutch Responsible Business Conduct Agreement
on responsible investment by pension funds.*?

In other cases, collective action involves less
formalised joint initiatives. Examples include, the
investor statement on deforestation,*® investor
action on biodiversity,* Investor Action on
Antimicrobial Resistance** the Investor Mining and
Tailings Safety Initiative,*® and investor action on
corporate human rights due diligence.?”*®

Any collective stewardship activity must take
account of a number of legal regimes that control
certain sorts of collective activity in relation to
business enterprises. These are discussed further in
Part B.3. They will generally not prevent it, but may
impose constraints and cannot be ignored.
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Box 3

Responsible/sustainable investing and the wider
market environment for IFSI

Investor demand has driven significant growth

in the level of AuM committed to sustainable/
responsible investment strategies (see Part A.3.3).
At least in part, this seems to be based on a belief
that ESG investing does not necessarily harm
investment returns and may even provide superior
returns as compared with non-ESG investing (see
Part A2, Box 5).

As noted in Section 2.2, what an investor must

do to comply with its legal duties needs to be
considered by reference to all relevant surrounding
circumstances. Part A.1.4 noted the conceptual
mist that surrounds some forms of sustainable/
responsible investment and, as with all market
practice, investors need to think for themselves and
not simply follow market trends. Nonetheless, the
striking growth in sustainable/responsible investing
is potentially relevant to investors considering
whether their duties require or permit them to
pursue sustainability impact goals. Certainly,

the factors that seem to have driven this growth
suggest that investors would need to have good
reasons to justify a view that sustainability factors
are irrelevant to their decisions about managing
their portfolios.

Among other things, as noted in Part A.1.4, even
though common forms of sustainable/responsible
investing may not usually involve pursuing
sustainability impact goals, they could nonetheless
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encourage changes in investee enterprise practice
that are consistent with IFSI outcomes.

Factors that have focused investors’ attention on
sustainability include the following:

ever-greater awareness of the risks that
sustainability factors can pose to portfolio
performance, particularly in the area of climate
change (the recognition that lies behind the
TCFD), and conversely the opportunities they
can provide;

a growing recognition of the speed with which
some sustainability risks (and/or their financial
impact) may be materialising;

significantly more active government
intervention in the primary economy to secure
sustainability goals, with potential implications
for the value of investee enterprises;

heightened public, policy and regulatory
expectations on business enterprises and the
commencement of an increasing number

of sustainability-based legal actions against
business enterprises and others which have
alerted investors to the possibility that investees
may be vulnerable to litigation and other sources
of loss if they do not address sustainability risks
that they have contributed to;

heightened public, policy and regulatory
expectations that investment processes should
take account of sustainability factors, which are
likely to affect the way investment duties are
understood and applied in practice;

the possibility of strategic litigation against
investors that are considered not to be taking
sufficient account of sustainability factors;*®

improving corporate disclosure and reporting
regimes, making it potentially more feasible to
understand the role of individual enterprises in
helping to realise or undermine sustainability
goals (although, as discussed in Part A.2.2,
significant issues remain around the quality and
quantity of the information);

the availability of increasingly reliable investment
analysis of the business and investment impact
of sustainability factors;

growing expertise and developing conceptual
frameworks in (a) sustainability assessment

and (b) the investment management
processes needed to address sustainability
risks and opportunities, both helping to bring
sustainability factors into the investment
professional mainstream where, among other
things, they could influence the way courts or
regulators apply legal rules (see Part B.4, Box 5);

the development of investor alliances and
coalitions focusing on various areas of
sustainability risk, making it easier for investors to
conclude that there are ways in which they can
make an impact on those risks by cooperating
with others (see Box 2 above);, and

growing evidence that individuals want their
money to ‘do good’ as well as earning a good
return, and initiatives that are emerging to help
them to act on that (see Part A 4).4°
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Box 4

The impact of investment strategy selection on
the scope for IFSI

Another key area of difference between investors,
which will also affect how far they are legally
required or permitted to pursue IFSI, is their
chosen investment strategies. Investors may

select from a range of different investment
approaches in seeking to achieve their financial
investment objectives. The most obvious

difference in strategies is between passive and
active investment management. However,

active management, especially, can come in
various forms. These range from approaches that
‘hug’ an index to those that are highly activist,

and from those that are more concerned with

the underlying value of investee enterprises
(particularly ‘value investing’ and ‘growth investing’)
to those that are more like trading strategies based
on anticipated movements in investment prices
(such as ‘'momentum investing’). Investors may also
use quantitative and algorithmic strategies the first
of which relies on investment transactions based
on fixed rules and reversion to the mean, with

the latter commonly used as a trading more than
investment strategy (especially short-term or high
frequency trading).*' Strategies may be pursued by
investing in the instruments issued by a business
enterprise, in units in funds that do the same, or
synthetically by entering into derivative contracts
(directly or indirectly through funds) that provide
exposure to underlying securities.
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Investors need to consider all factors that are
material to achieving their investment objectives,
potentially including sustainability factors, in
determining which strategy or strategies to

use (see Box 1). With just about any strategy
selected, in principle, there is scope to pursue
sustainability impacts by undertaking stewardship
and public policy engagement.*? Further, most
types of strategy can be pursued in ways that take
account of sustainability factors in the process of
investment selection, even in the case of passive
strategies, for example, by choosing to replicate
an index which does so. Some passive strategies
may also be pursued in ways that allow for a
degree of discretion over precisely what is held

in the relevant portfolio (for example, where the
manager engages in sampling). Nonetheless,
having taken account of all relevant factors in
deciding which strategy to pursue, an investor
might properly select a strategy which then
restricts its scope for taking sustainability factors
into account in the context of investment selection
in the course of pursuing the strategy. The investor
would nonetheless need to keep the continuing
appropriateness of its strategy selection under
review, with sustainability factors, again, potentially
being a relevant consideration.

While differences of strategy such as these might
be thought most relevant to the use of investment
powers to engage in IFSI, they could in practice
have implications for the attention an investor
devotes to stewardship and policy activities (see
Part B.4, Box 6 which concerns the impact of
diversification on stewardship decisions).

CONTENTS

FOREWORDS

INTRODUCTION

ACKNOWLEDGEMENTS

EXECUTIVE SUMMARY

A. INVESTING FOR

SUSTAINABILITY IMPACT

B. THE EXTENT TO WHICH

THE LAW REQUIRES OR
PERMITS IFSI

INTRODUCTION

Methodology

Investing for sustainability
impact: different legal regimes but
common themes

IFSI in eleven jurisdictions - Summary of
findings

Do existing market features

create a risk that sustainability
factors are given insufficient weight
by investors in complying with legal
duties?

. AREAS FOR LEGAL REFORM

ANNEXES
GLOSSARY

REFERENCES

Freshfields Bruckhaus Deringer LLP



A LEGAL FRAMEWORK FOR IMPACT: SUSTAINABILITY IMPACT IN INVESTOR DECISION-MAKING

THE EXTENT TO WHICH THE LAW

3.
31

3.2

86

REQUIRES OR PERMITS IFSI

IFSI IN ELEVEN JURISDICTIONS - SUMMARY OF FINDINGS

Introduction
The following:

provides an overview of common
characteristics of Asset Owners’ and
their investment managers’ duties,
as relevant to IFSI, across the eleven
jurisdictions (Section 3.2);

summarises our findings on how far
Asset Owners are required or permitted
to use investment powers, stewardship
and policy engagement to pursue
sustainability impact goals (Sections 3.3
to 3.5);

summarises our findings on the legal
position of investment managers and
IFSI (Section 3.6);

looks at whether Asset Owners and
investment managers could incur legal
liability to third parties for any negative
sustainability impact of investee
enterprises (Section 3.7).

There has been significant growth in new
legislation and regulations addressing
the relationship between investors and
sustainability goals. More is in progress.
‘What follows is based on the law as

at 31 January 2021 but does draw on
forthcoming changes to the law where
sufficiently certain and material to the
analysis.

Common characteristics of investor
duties relevant to IFSI in the

jurisdictions covered

While the law in each of the jurisdictions
surveyed is unique, there are nonetheless

similarities in the way different
jurisdictions categorise and regulate
investors (see Part B.2). Beyond that,
however, there are also some common
features in the substantive duties

that apply to Asset Owners and their
investment managers.

In all jurisdictions, relevant legal
rules involve:

requirements as to the objectives that
Asset Owners and their investment
managers must pursue (eg achieving a
particular financial outcome); in this
context, we look specifically at how IFSI
can contribute to achieving a financial
return objective (Section 3.2.1 and 3.2.3);

duties concerning the way Asset Owners
and their investment managers should
seek to achieve those objectives (eg to
exercise powers with a prescribed level
of care or skill and rules on managing
conflicts of interest) (Section 3.2.2; and

often, more specific requirements and 3.21

restrictions about what they must do (eg
on the type of investment that can be
included in a portfolio).

The following section looks further at the
first and second of these. Investors may

be given some discretion as to the precise
outcomes they should seek in the first
category and generally have discretion as
to how they go about discharging duties in
the second category.

Where an Asset Owner takes the form
of a legal vehicle, such as a company, a
distinction must be made between:

the legal purpose of the legal vehicle and

the duties that vehicle owes to others
in pursuing it, especially those who are
intended to benefit from its investing
activity; and

the legal duties of the officers of that
legal vehicle, those who make decisions
on its behalf, which are generally owed
to the vehicle itself.

Where an Asset Owner does not take
the form of a legal vehicle, for example
a contractual or trust structure, there is
little distinction, so that the individuals
operating the arrangements will likely
owe duties directly to those intended to
benefit from the arrangements.

When discharging their duties, there are a
number of considerations that are relevant

to the decisions of investors and their

officers across all legal frameworks covered

in this report (see Section 3.2.4 below).

The purpose of investment activities
and the relevance of financial return

As noted, in some cases investors have

a degree of discretion as to some of the
objectives they can pursue. However, in
all jurisdictions, the principal purpose

of the investment activities of Asset
Owners and their investment managers is
generally regarded (by lawmakers, courts
and investors themselves) as generating
financial returns, within acceptable
levels of risk. In no jurisdiction is there a

requirement to exercise investment powers

to maximise financial return at all costs.
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Rather, duties generally require decision-
makers to consider both risks and potential
returns, subject to applicable laws.

Particularly for pension funds, the goal

of financial return tends to be expressly
established in legislation, at least in broad
terms, with Asset Owners being left to
define what it means in their particular
circumstances.* For mutual funds, the
goal will be defined by the investment
objective and policy of the fund,
established when the fund was launched
(as amended thereafter) and set out in the
fund’s offering documents. It is for the
directors of an insurer to determine its
goals, including its financial goals, within
the context of its overall purpose. They
are generally likely to have the greatest
discretion out of the three types of Asset 322
Owner as to what these goals should be,
but it is usually understood that they
should seek to achieve a certain level of
financial return. The terms of investment
products issued by long-term insurers will
also likely impose particular requirements
for a large proportion of their assets.

The financial goals of investment managers
are set by the terms of their investment
management agreement with their client
but should reflect the financial goals of the
relevant Asset Owner client.

The upshot of this is that for most pension
funds, regulated mutual funds and, in
practice, insurers, investment decision-
makers will generally need to act primarily
to secure optimal financial returns, within
acceptable risk levels, over the appropriate
investment timeframe of the portfolio. In

some jurisdictions and for some
types of Asset Owner this should be the
sole purpose.**

Where that is the case, the Asset Owner
would not be able to engage in ultimate
ends IFSI but might still conclude that
instrumental IFSI is required or permitted.
Other jurisdictions allow certain types of
investor to pursue additional purposes

in parallel with financial goals, even
where not expressly set out in the terms
of the investment arrangement. Where
those wider purposes are consistent with
pursuing sustainability impact goals, then
those investors would potentially be able
to engage in ultimate ends IFSI and to give
their investment managers the discretion
to do the same.

General duties of Asset Owners and
investment managers as to the way
they pursue their objectives

As a preliminary observation, it has
become common in the investment
sector to refer generally to the duties that
investors owe in managing their portfolios
as ‘fiduciary duties’, regardless of the sort
of investor concerned or the jurisdiction
in which it is located. For various
reasons® this is not technically accurate,
so this report generally avoids using the
expression ‘fiduciary duties’, referring
instead to the standard of behaviour or
goal set by the duty.

Similarities in the most important
investment-related duties owed by Asset
Owners and their investment managers are
as follows:

Asset Owners and investment managers
generally owe duties to exercise an
appropriate level of care and skill in
seeking to achieve their legally defined
purpose. Precisely what standard of care
is required and how it is articulated

will vary between investors, but duties
of this sort tend to reference what

a reasonable or prudent person or
investor in their situation would do in
similar circumstances. These duties

can arise under legislation, general law
(such as tortious duties in common

law jurisdictions) or in the express or
implied terms of the relevant investment
arrangement.* Sometimes they can

be altered by agreement between the
relevant parties.

Duties owed by individuals in their
capacity as officers of legal vehicles,

as described above, also involve
requirements as to applying an
appropriate level of care and skill, but
those duties are ordinarily owed to the
legal vehicle and must be exercised in the
interests of the vehicle.?” In this report,
this is particularly relevant for insurers
established as companies. Their directors
generally have to discharge their duties in
the interests of the insurer.

In many cases, decision-makers have a
duty to consider whether their personal
interests or the duties they owe to
others conflict with their duties to the
beneficiaries or the legal vehicle on
whose behalf they are acting and, if so,
how to manage those conflicts so that
they do not disadvantage the relevant
legal vehicle or beneficiaries, or so
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that they are treated fairly. Conflicts of
interest might arise, for example, if a
pension fund pursued investment goals
for the benefit of one set of beneficiaries
which harmed the interests of other
beneficiaries, as might happen where

it puts undue emphasis on short-term
financial return at the expense of steps
to secure longer-term value growth or
vice versa. Common law fiduciary duties
of loyalty are a prime example of this
sort of duty. Among others, they apply to
the relationship between a trustee and
its beneficiaries, an investment manager
and its clients and a director and the
director’s company. However, financial
services regulatory rules often impose
similar standards and there are duties
that are similar to this duty of loyalty in
civil law jurisdictions.

Legal duties of the sort outlined above

are usually concerned with how investors
seek to achieve their legally defined goals,
including whether they pursue a proper
objective and follow a proper process,
rather than whether, with the benefit

of hindsight, they succeed in achieving
the optimal result.*® Where investors
have, in good faith, aimed for a proper
objective and followed a proper process,
courts or other relevant authorities are
usually reluctant to review the merits of
commercial decisions. So, an Asset Owner
or investment manager is unlikely to be
automatically liable to those to whom it
owes its duties simply because its portfolio
underperforms. Rather, a court would
consider, among other things, the objective
or objectives the investor was required

323

to pursue and the process the investor
followed in seeking to do so, assessing
whether these were consistent with the
relevant standard of care and any other
process-related requirements. If so, then it
is unlikely that the relevant duty will have
been breached.

Following a correct process usually
requires decision-makers to have regard
only to factors which they have, or ought
to have, identified as relevant to the
decision, and to use their powers only for
the purposes for which they are intended.
What is a proper purpose will be shaped
by the terms of the particular investment
arrangement, and especially the
investment objectives that the Asset Owner
or investment manager is legally required
or permitted to pursue.

Financial return and instrumental IFSI

Negative sustainability outcomes can
clearly be a threat to the long-term
prosperity of any business. Indeed, some
sustainability crises, such as climate
change, pose systemic risks that are
likely to damage the prosperity of whole
business sectors and societies. This is the
main reason for a potential obligation to
consider engaging in instrumental IFSI.

There is no doubt that Asset Owners and
investment managers have a duty to
understand sustainability risks relevant to
their ability to achieve the financial goals
they are required to pursue and to take
these into account as appropriate in their
investment process. We consider that this
would be accepted as the position in all the
jurisdictions surveyed and is the starting

THE EXTENT TO WHICH THE LAW
REQUIRES OR PERMITS IFSI

point for our discussion of IFSI.

Notwithstanding the relative absence

of court decisions specifically on the
question, we consider that based on its
general duties an Asset Owner would, if
one or more sustainability factors posed

a material risk to meeting its investment
objective over the timeframe that is
relevant to it, be legally obliged to consider
what steps it can take to mitigate the risk.
An Asset Owner would generally have a
legal obligation to consider (within the
range of options open to it) whether there
are reasonable steps it can take to bring
about specific sustainability impact goals
that can reasonably be expected:

to help influence the relevant
sustainability factor(s) or the exposure of
investee enterprises to it/them; and

to do so in ways that mitigate the
financial risk for the portfolio, or even
create potential for value growth;

and, if so, to act accordingly. Possible
approaches might include use investment
powers, stewardship activities and/or policy
engagement.

In this report (and the underlying
contributions from each jurisdiction) a
distinction is drawn between obligations
to engage in IFSI and discretions to do
so. However, in the case of instrumental
[FSI where a legal obligation arises, this
obligation is to consider the use of IFSI
as a possible response to material risks
to, or opportunities for, the investor’s
goal of achieving its financial investment
objective created by sustainability-
related factors. Where IFSI could be an
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effective response to these risks, Asset
Owners and investment managers who
are subject to this obligation must still
exercise judgement on whether to engage
in IFSI and, if so, how, to what extent, and
on what terms. In that sense, they need to
exercise discretion as to how to discharge
their duty. However, having undertaken

a proper assessment and reached a
conclusion on what they should do, they
will need to act accordingly.

This exercise of discretion can be
contrasted with situations where the
sustainability factor in question is not
material to the investor’s financial goal

so there is no legal obligation to consider
the use of IFSI in seeking to achieve it,
but the investor is still legally entitled or
free to pursue sustainability impact goals
—what we are calling ultimate ends IFSI

— where a positive sustainability impact

is being pursued as an end in itself. Here
the discretion concerns whether to pursue
sustainability impact goals in addition to
the financial investment objectives the
investor has a duty to pursue. This in
turn contrasts with the admittedly rare
position where an investor is subject to an
obligation to pursue sustainability impact
goals independent of any financial goals.

The presence of a legal obligation of

this sort in relation to instrumental

IFSI has been confirmed generally by all
jurisdictions covered by this report and

we anticipate that it is most likely to be
relevant where sustainability factors create
systemic risks. However, it is also possible
to imagine that there could be other
circumstances in which an Asset Owner

would have a discretion, rather than an
obligation, to engage in instrumental IFSI;
for example, if it were to conclude that
particular sustainability improvements
were likely to flow through to higher
returns (consistent with its financial
objectives) and then worked with a
selection of investee enterprises to deliver
those sustainability improvements.

In practice, the legal standard for
determining whether a sustainability
factor constitutes a material financial risk
for these purposes differs a little from
jurisdiction to jurisdiction (see Part B.2,
Box 1). Ultimately, the question of what

is financially material as a legal matter
must be a decision for each investor
based on its particular circumstances

(see further in Part B.2.2). However,

the key legal consideration will be the
investor’s investment objective. In our
view, a sustainability factor is likely to

be material if a reasonable investment
professional would conclude that there is
a reasonable prospect of it having (alone
or in combination with other factors) a
significant impact on the investor’s ability
to achieve its investment objective(s) over
the relevant period(s). This judgement
would include both an assessment of the
probability of the impact occurring within
the relevant period and the financial
consequences for the portfolio if it did.

In deciding how best to respond to the
financial risks and opportunities posed by
a sustainability factor, investors will need
to balance the costs and risks of various
alternatives against their chances of
success and the benefits for the portfolio if

successful (bearing in mind that the nature
of some of the relevant portfolio risks and
the benefits of reducing them are systemic
and may not therefore reduce to simple
monetary quantification or cost-benefit
analysis — see the discussion of assessing
the impact of IFSI on financial performance
and of collective action in Part A.2, Boxes

5 and 6 respectively). They may also need
to ensure fairness as between different
cohorts of beneficiaries.

Partly because of this, we anticipate that
stewardship and public policy engagement
may be a particular focus for an investor
considering whether it should pursue a
particular sustainability impact goal, as
compared with, for example, investment
in unproven new technology. This is
particularly the case where there is a
possibility of acting collectively with

other investors, given that this is likely

to enhance the effectiveness of these
activities. However, the use of stewardship
and public policy engagement would

need to be considered in the context of
any other means of influence available to
the investor, including using investment
powers. Investors may conclude that

they should use (or threaten to use) their
powers of investment and divestment to
strengthen ‘voice’ in stewardship activities.

In current conditions, it would usually

be unlikely that an individual investor

in secondary markets, acting alone and
considered in isolation from wider market
dynamics, would be able meaningfully to
influence the sustainability impact of an
investee enterprise solely through the use
of its investment powers. However, it is
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3.2.4

(a)
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arguably not realistic to consider investors
as isolated actors in this way since their
activities take place in a wider context,
and very large Asset Owners may be able
to influence that context. Nonetheless, it
would seem more likely that a group of
investors, acting collectively and holding
in aggregate a substantial portion of the
securities of relevant investee enterprises,
or proposing to invest at scale, could
achieve an impact of this sort, especially if
their proposed action is aligned with wider
market movements.

Considerations potentially relevant to
more than one duty or discretion

Various considerations are likely to be
relevant to more than one of the duties

or discretions considered in what follows.
This section looks at a number of the

more significant: (a) the use of all available
means in discharging duties and exercising
discretions; (b) the question of costs and
expenses; (c) collective action; and (d)
managing conflicts of interest.

Use of investment powers, stewardship
and policy engagement interconnected

The legal teams in each jurisdiction have
considered separately the use of investment
powers, stewardship and public policy
engagement in discharging investors’ duties
and exercising their discretions. However,
in practice, the relevant legal duties and
discretions are likely to lead investors to
consider their use together.

(b)

(c)

The need to take account of all relevant
circumstances, including costs and
expenses

In deciding whether and how to pursue

a given sustainability impact goal,
investors will need to consider all relevant
circumstances (see Part B.2.2). In the
context of instrumental IFSI, Section 3.2.3
touched on the need to balance the costs
and risks of various alternatives against
their chances of success and the benefits to
the portfolio if successful. However, these
considerations are relevant to any sort

of IFSI. Where an investor has discretion
to engage in ultimate ends IFSI, they will
normally have to pursue a financial return
objective and even where this is moderated
in some way (for example, in the case of

a mutual fund specifically established to
pursue sustainability impacts as well as
financial return), ensuring an appropriate
balance between costs and expenses and
financial return will still be relevant to

an investor in determining how best to
discharge its duties.

Among other things, as noted in Part B.2.2,
Box 1, investors may need to seek to ensure
fair treatment between different cohorts of
beneficiaries (see further below at Section
3.2.4(d)).

The role of collective action

As discussed in Part B.2.2, Box 2, where
an investor is seeking to achieve a
sustainability impact goal, in many cases
collaboration with other investors is likely
both to reduce the costs and to increase
the likelihood of a better sustainability
outcome, whether the investor is making

use of its investment powers, engaging
in stewardship or undertaking public
policy engagement. The possibility of
acting collectively is therefore potentially
relevant to achieving both the financial
goals of instrumental IFSI investors and
the sustainability goals of ultimate ends
IFSI investors: lower cost and increased
likelihood of success are likely to favour
a decision to act, whether in pursuit of a
duty or the exercise of a discretion.

It is clear that cooperation of this sort

is possible in all jurisdictions and a
significant number of collaborative
ventures are already underway at both
national and international levels. However,
those engaging in collective activity need
to do so in a way that does not breach
competition, insider dealing and market
manipulation, and takeover (and other
relevant) rules. At the level at which
much collective stewardship is currently
undertaken, these regimes do not generally
create material impediments. Indeed,
regulators in a number of jurisdictions
have noted the importance of investor
cooperation in the context of stewardship
activity in particular, or have made clear
that the intention of these restrictions

is not to prevent legitimate stewardship
activities.* However, if collective activities
were to become more intensive and
coordinated, competition regimes in
particular might need to be reassessed to
ensure that they do not impede legitimate
sustainability stewardship.
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@ In China, competition law provides an
exemption for collaboration arrangements
that are intended to realise public interests
such as energy efficiency and conservation,
environment protection and provision

of disaster relief and assistance, all of
which may concern joint efforts designed
to achieve sustainability impact. Exempt
arrangements must also allow consumers
a fair share of the resulting benefits, and
must not significantly restrict competition
in the market (Section 3.1.5 China Report)

@ In the EU, agreements or coordination
between parties that restrict competition
are prohibited under EU competition

law. The parties to a collaboration
therefore need to consider whether

what they envisage could fall within

the scope of the prohibition of anti-
competitive agreements. Collaborations
between investors to bring a common
influence to bear on investee companies is
unlikely of itself to be considered anti-
competitive, and it is also helpful that an
understanding of the importance of clear
competition rules for collective action for
sustainability impact is growing among
European competition authorities. The
Dutch national competition authority has
recently published draft guidelines that are
intended to provide guidance on, including
examples of, the types of sustainability-
focused agreements that are permitted
under Dutch and EU competition law.

The EU Commission has subsequently
noted that it ‘fully supports the need for
clear guidance’ on sustainability-focused
agreements and emphasised that it is
currently looking into the same issues

(d)

and, on 13 October 2020, issued a call

for contributions for a ‘Competition

Policy supporting the Green Deal’, that
also aims to ‘identify whether there are
remaining barriers to desirable agreements
supporting Green Deal objectives and if so,
how such barriers can best be addressed.”°
(Section 3.1.6(c) EU Report, Section
Netherlands Report)

Conflicts of interest and duties to act in
beneficiaries’ interests

As noted in Section 3.2.2, Asset Owners
and investment managers are generally
required to act only in the interests of
those to whom they owe their duties or on
whose behalf they are acting and to avoid
conflicts of interest. Duties of this sort

are relevant both to investors engaging in
instrumental IFSI and those engaging in
ultimate ends IFSI.

Instrumental IFSI

In the case of instrumental IFSI, the
example of Asset Owners who may need
to ensure fair treatment for different
cohorts of beneficiaries in determining
whether and how to pursue sustainability
impact goals was touched on above. They
may need to satisfy themselves that in
pursuing goals for the benefit of one set
of beneficiaries they do not put undue
emphasis on short-term financial return
at the expense of steps to secure longer-
term value growth for beneficiaries whose
interests will only crystallise in the long-
term, or vice versa.

Consider, for example, the position of
a pension scheme, with pensions in
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payment, but also with members who

will not receive a pension for 30 or 40
years. An insurer’s position is potentially
similar, with policies already in payment
or maturing in the short-term and policies
under which payments will not be due for
decades. Those with long-term interests
are likely to want steady long-term growth
(whether from increasing market value

or accumulated income or a mixture)

and the concern of those with shorter-
term interests is in the security of the
payments due to them. Such conflicts
must be addressed and resolved not only
in relation to strategic asset allocation and
investment decisions, but also in relation
to stewardship and public policy-related
decisions because the anticipated benefit of
those decisions may well not accrue to the
same beneficiaries as will bear any direct
and indirect costs® of actions taken now.

In practice, these conflicts may be less
acute than might immediately appear,
because the interests of those members or
policyholders with shorter-term horizons
may, in fact, be provided for by investment
to a greater extent in fixed income or other
investments that may be less affected.
Asset Owners will also need to bear in
mind that it may not be possible accurately
to predict when and how some financial
risks created by sustainability factors

could materialise. They could crystallise in
the short-term, or earlier than expected:

‘If poorly managed, [the physical and
transition risks related to climate change]
could be the source of consumer harm

and potentially a future financial crisis
stemming from financial losses and sudden

CONTENTS

FOREWORDS
INTRODUCTION

ACKNOWLEDGEMENTS
EXECUTIVE SUMMARY

A. INVESTING FOR
SUSTAINABILITY IMPACT

B. THE EXTENT TO WHICH
THE LAW REQUIRES OR
PERMITS IFSI

INTRODUCTION
1. Methodology

2. Investing for sustainability
impact: different legal regimes but
common themes

3. IFSlin eleven jurisdictions - Summary
of findings

4. Do existing market features
create a risk that sustainability
factors are given insufficient weight
by investors in complying with legal
duties?

C. AREAS FOR LEGAL REFORM

ANNEXES
GLOSSARY

REFERENCES

Freshfields Bruckhaus Deringer LLP



A LEGAL FRAMEWORK FOR IMPACT: SUSTAINABILITY IMPACT IN INVESTOR DECISION-MAKING

THE EXTENT TO WHICH THE LAW
REQUIRES OR PERMITS IFSI

adjustments in asset values. COVID-19 has
demonstrated more than ever the need

for firms to be prepared for the rapid
crystallisation of global risks.’>* Further,
the board of the investee enterprise

itself is first in line in seeking to balance
the interests of its current and future
shareholders and may therefore resist
stewardship efforts that it considers do not
strike this balance appropriately.

Ultimate ends IFSI

Conflicts between cohorts and between the
interests of beneficiaries and third parties
could also arise where a sustainability
impact goal is pursued as an end in itself,
for example, for the good of society as a
whole (ie ultimate ends IFSI) rather than
as a means to enhance the quality of long-
term investment returns (ie instrumental
IFSI). However, where there is a clear legal
requirement or discretion to engage in
ultimate ends IFSI, the fact that this may
benefit non-beneficiaries is not likely to be
an actionable conflict of interest.

3.3  Asset Owners’ legal obligations and
discretions to use investment powers
to pursue sustainability impact goals

The following section looks first at Asset
Owners’ legal obligations to use investment
powers to pursue sustainability impact
goals (Section 3.3.1) and second at available
discretions which would allow them to do
so (Section 3.3.2).

3.3.1 Legal obligations to use investment
powers for IFSI

We have identified three categories where
a legal obligation may arise: (a) the case

92

(@)

of instrumental IFSI; (b) rules explicitly
aimed at achieving environmental or
social objectives; and (c) investment
arrangements set up specifically to achieve

environmental or social goals. (b)

Instrumental IFSI

Section 3.2.3 described circumstances in
which investors may conclude that they
are obliged to pursue sustainability impact
goals, including by using their investment
powers. It particularly highlighted two cases
based on current circumstances: where the
use of investment powers is part of a wider
move by investors into or out of a company
or sector which is aligned with bringing
about the sustainability impact sought and
where an investor uses or threatens to use
its investment powers to strengthen its
‘voice’ in stewardship activities.

@ In Japan, the guidelines the Government
Pension Investment Fund (GPIF), the

largest asset owner in Japan, provide that
‘investment of pension reserves must be
made for the benefit of participants and
safely and effectively from a long-term
perspective to ensure the Welfare Pension
Insurance’s stability into the future’

and ‘based on the understanding that
sustainable growth of investee companies
and the market is necessary to increase
long-term gain by investing pension
reserves, a management institution

shall consider investment based on ESG
(environmental, social, and governance
matters).”>* These requirements provide

for investing for sustainability impact if
GPIF reasonably believes it will lead to
achieving a higher investment return in the

middle to long term, even if it compromises
investment return in the short term.
(Sections 2.2.6; 2.2.12 Japan Report)

Rules that explicitly aim at achieving
environmental or social goals

Legal systems in all jurisdictions prohibit
investment in certain anti-social activities.
Examples include anti-money laundering
and anti-terrorist financing rules, anti-
bribery rules, and bans on investment

in cluster munitions.> All of these are
consistent with SDG 16 (peace, justice and
strong institutions), and while it would not
be usual to think of compliance with these
as IFSI, these prohibitions do have an impact
equivalent to a collective ‘ultimate ends IFST’
decision by investors to use their powers to
achieve a reduction in these activities.

There are also cases where the law goes
further to impose, or potentially impose,
positive obligations to promote certain
beneficial social outcomes in or through
the use of investment powers.

@ In Brazil, (a) all assets are subject to the
‘social function of ownership’, and (b) all
contracts governed by and construed in
accordance with Brazilian law are subject
to the ‘social function of the contract.’
These principles®® provide for a duty

to respect and promote social justice,

fair labour, best balance for the natural
environment and economic freedom.
(Section 1.4 et seq. Brazil Report)
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@ In China, rules apply to insurers that
supersede other duties and liabilities
under insurance policies and/or towards
shareholders that would amount to an
obligation in relation to ultimate ends IFSI.
These include:

for equity investment, insurers may
only choose target companies that are
in compliance with national industrial
policies, which exclude high energy
consumption and high pollution;>’

for equity investment in the long-term
rental market, target projects must be of
positive economic and social benefit;>®

for investment by means of collective
trusts, target projects or target
enterprises must be in compliance
with national general policies and
industrial policies;*

for debt investment, target projects

must be of positive social effect and

in compliance with national and local
policies on industry, land, environmental
protection, energy saving and others; and®

insurers that are listed companies

have additional obligations, including
the duty to actively practice the

concept of green development, to add
ecological and environmental protection
requirements into strategy development
and corporate governance processes, to
actively participate in the construction
of the ‘ecological civilization’,*! and

to play an exemplary and leading

role in pollution prevention, resource
conservation, and ecological protection.®
(Section 2.4.9 China Report)

(c)

& In South Africa, broad-based black
economic empowerment (‘B-BBEE’)
legislation aims to promote the economic
empowerment of previously disadvantaged
South Africans, being citizens classified

as “African, Indian or Coloured”.®® While
many obligations under B-BBEE legislation
relate to public procurement by organs

of state and state owned companies,
specific requirements apply to certain
Asset Owners.** For example, pension fund
trustees have an obligation to consider
the need to promote the B-BBEE of those
providing services to the pension fund.®
Furthermore, when investing, pension
fund boards must consider any factor
which may materially affect sustainable
long-term performance. Regulatory
guidance states that evaluating the
sustainability of an asset, includes but

is not limited to ‘the manner in which
B-BBEE is advanced.’*® (Section 2.3.17
South Africa Report)

Investment arrangements set up
specifically to invest for sustainability
impact

In some cases, an investment arrangement
such as a mutual fund or investment-based
life product will have been set up with

the objective of achieving sustainability
impact as well as a financial return.
Pension funds may also in some cases be
able to offer investment options of this
sort. In these cases, the Asset Owner will be
required to seek to meet the sustainability
impact objective in the way it manages the
associated assets. This would be a form of
ultimate ends IFSI.

The Asset Owner, or distributor of the
investment arrangement, will generally be
required clearly to disclose its purpose and
investment strategy so that beneficiaries
can select the product on an informed basis.

While there are variations between
jurisdictions products of this sort can,
broadly, be offered as follows.

Pensions (including those provided by insurers)

There are instances in some jurisdictions
where it may be possible to offer pension
investment options which expressly involve
sustainability impact objectives.

However, in some jurisdictions, including
China and Japan, although there is no legal
prohibition, options of this sort would be
novel and it is unclear whether regulators
would be accommodating. Offering these
options is mostly confined to private sector
defined contribution schemes where
beneficiaries are given a choice of funds. It
is less likely to be practicable for public or
private sector defined benefit schemes.

Given the social importance of secure
retirement income, the extent to which
returns can be sacrificed to pursue other
objectives is limited. The extent of those
limitations and the way they are expressed
varies by jurisdiction.

@:— In South Africa, provided that the pension
fund is likely to remain ‘financially sound’, it
is permissible to have one or more ‘member
investment choice’ portfolios within a
pension fund that include(s) sustainability
impact objectives either as well as, or to some
extent having priority over, financial return.
(Section 5.2.2 South Africa Report)

CONTENTS

FOREWORDS
INTRODUCTION

ACKNOWLEDGEMENTS
EXECUTIVE SUMMARY

A. INVESTING FOR
SUSTAINABILITY IMPACT

B. THE EXTENT TO WHICH
THE LAW REQUIRES OR
PERMITS IFSI

INTRODUCTION
1. Methodology

2. Investing for sustainability
impact: different legal regimes but
common themes

3. IFSlin eleven jurisdictions - Summary
of findings

4. Do existing market features
create a risk that sustainability
factors are given insufficient weight
by investors in complying with legal
duties?

C. AREAS FOR LEGAL REFORM

ANNEXES
GLOSSARY

REFERENCES

Freshfields Bruckhaus Deringer LLP



A LEGAL FRAMEWORK FOR IMPACT: SUSTAINABILITY IMPACT IN INVESTOR DECISION-MAKING

Regulated mutual funds

94

In all jurisdictions, subject to consumer
protection safeguards, it is possible to offer
regulated mutual funds which expressly
involve sustainability impact objectives.

Regulated mutual funds are premised on
the ability and freedom of beneficiaries to
select the fund they wish to invest in on
the basis of informed choice. In principle,
it is therefore usually possible to offer
investors regulated mutual funds with
objectives which include goals other than
financial return, including objectives that
should take precedence over financial
return goals. However, most legal systems
require a product to be intended to achieve
some level of financial return to qualify as
regulated mutual fund.

Consumer protection rules which usually
apply to the marketing of mutual funds
could make it more challenging to
incorporate some types of sustainability
impact objective, particularly where it is
difficult to measure impact in a meaningful
way, and so report on performance.

@ In Brazil, investment funds are allowed
to state in their by-laws that the portfolio
should be managed with a sustainability
impact objective. While financial return
must also be an objective, sustainability
impact can be prioritised. (Section 5.3
Brazil Report)

(*) In Canada, mutual funds may be set
up for sustainability impact objectives.
Fundamental standard investment
restrictions (such as asset concentration
limits) under Canadian securities laws
in no way prohibit a mutual fund from

adopting an investment objective or
investment strategy that is geared towards
ultimate ends IFSI. Such investments are
available to both retail and institutional
investors through financial institutions,
asset management firms and credit unions,
and require appropriate disclosures as to
investment objectives, strategies and risks.
(Section 2.3.15 Canada Report)

. In the EU, establishing a UCITS that
pursues a sustainability impact objective
(either equal to or with priority over
financial return) is neither prohibited nor
restricted under EU legislation, as long

as the general obligations concerning a
UCITS’ investment policies are observed. A
management company must also use fair,
correct and transparent pricing models
and valuation systems which may prove
complex if measuring sustainability impact
is difficult. Guidance in some jurisdictions
seeks to make clear that environmental or
social objectives for UCITS are permitted.
For example, guidance from the UK
Financial Conduct Authority on the UK
UCITS regime, which is based on that in
the EU, states that: ‘Sometimes funds set
out non-financial objectives, for example
environmental or social objectives, or state
that they are aiming to achieve a non-
financial return. We expect, if a fund has
such objectives, that it will set them out in
its prospectus and its KIID/KID’. (Section
2.3.17 EU Report, Section 2.3.20 UK Report)

() In France, AMF rules and guidance have
since 2007 acknowledged the possibility of
using non-financial criteria in the process
of selecting financial instruments for
investment by French funds. In addition,
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other AMF guidance has long provided
for disclosure requirements associated
with socially responsible funds (referred
to as ‘fonds ISR’). The growing number
of Greenfin-certified funds reflects the
creation of funds on the French market
that pursue IFSI. The Greenfin certification
is based on financial management
transparency and environmental impact
indicators. It is limited to certified funds
that genuinely finance activities with
measurable environmental benefits.
(Sections 2.3.13; 5.3.2 France Report)

% In the US, mutual funds can be set

up with sustainability impact objectives.
There must be appropriate disclosures in
the fund’s prospectus about the fund’s
strategy and attendant risks. (Section 5.3.1
US Report)

Non-pensions life insurance

In a number of jurisdictions, subject to
consumer protection safeguards, it would
be possible to offer a least some types

of life insurance investment product
which involve sustainability impact
goals, including in priority to financial
return. However, in some jurisdictions,
although there is no legal prohibition on
such products, they may be regarded as
novel and could meet with hesitancy from
regulators and other practical difficulties.
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: In the Netherlands, life insurers

are permitted to create products with

an investment objective to invest for
sustainability impact, provided that

the applicable consumer protection
requirements, including product design
and marketing requirements, are satisfied.
Regulation applicable to certain types

of life insurance products specifically
contemplates products which ‘target
specific environmental or social objectives’.
Policy terms and marketing materials
should address the prioritisation between
the objectives of financial return and
sustainability impact. (Section 5.1.9
Netherlands Report)

ﬂE In the UK, life insurers can offer
policies with sustainability impact
objectives, provided that applicable
consumer protection requirements are
satisfied. The regulatory regime for certain
types of life insurance product specifically
contemplates products which ‘target
specific environmental or social objectives’.
(Section 5.4.1 UK Report)

In most cases it is also, in principle,
possible to amend the terms of existing
investment arrangements to incorporate
sustainability impact objectives, where
the inclusion of such an express objective
in that type of product is permitted by
law. However, commonly, amendment
would require the consent of a majority
(or even all) beneficiaries and potentially
regulatory consent. Pension fund objectives
can sometimes be amended without
beneficiary consent. However, several
jurisdictions have indicated that it may be

332

challenging for a pension scheme trustee
or manager to reconcile unilaterally
amending a pension scheme with their
legal duties.®”

Discretion to use investment powers to
pursue sustainability impact goals

In every jurisdiction surveyed, some types
of Asset Owner have a degree of discretion
to use their investment powers to pursue
sustainability impact goals. We consider (@)
in what follows four possible categories

of legal discretion: (a) in the context of
instrumental IFSI; (b) basic discretions
available (expressly or inherently) for
particular types of Asset Owner; (c)

where pursuing sustainability impact

goals is permitted based on beneficiaries’
views; and (d) where duties relating to
beneficiaries’ interests extend beyond their
financial interests.

The first would be for the purpose of
discharging duties to seek to secure a
financial return. However, discretions
within (b) to (d) would operate in parallel
with seeking to meet financial return
objectives. They would therefore represent
a form of ultimate ends IFSI. In most
cases, unless an individual investment
arrangement permits something broader,
they would only be permitted provided
that the relevant Asset Owner has
prioritised its duty to seek to meet its
financial investment objectives.

As discussed at Section 3.4.2(d) above, most
Asset Owners and investment managers
are subject to a duty to act exclusively in
the interests of the person or persons to
whom they owe their duties. In some cases

and in some jurisdictions this duty means
it is difficult to make decisions that are
motivated by objectives that will deliver
benefits more widely. However, where
there is a clear legal discretion to engage
in ultimate ends IFSI it is unlikely that this
would be regarded in law as giving rise to
a conflict of interest merely because non-
beneficiaries may benefit.

Instrumental IFSI

As mentioned in Section 3.2.3 it is possible
to imagine circumstances in which an
Asset Owner is not legally obliged to
consider engaging in instrumental IFSI but
might conclude that it has the discretion
to use investment powers to do so. An
example might be where it has identified
particular sustainability improvements
that are likely to flow through to improved
financial returns, leading it to invest in and
work with investee enterprises to achieve
those sustainability improvements so as to
achieve value growth.

@ In Brazil, a pension fund could exercise
its investment powers for sustainability
impact, provided its legal and regulatory
obligations (provisions of the by-laws,
regulations, investment policies and
applicable contracts) are fulfilled,®® if

it can properly conclude that such an
investment will protect the portfolio’s

net value in the long term (ie the primary
pursuit of financial return in order to
meet EFPC’s actuarial duties is observed)
and fulfil the social function of ownership
and of contract provided in the Federal
Constitution and in the Civil Code. (Section
5.2.3 et seq. Brazil Report)
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() In France, the AGIRC-ARRCO federation
and affiliated pension institutions do

not have any specific direct duties to
individuals that are beneficiaries of the
plan. They therefore are not required to
assess whether their investment decisions
conflict with the beneficiaries’ interest,
but rather only make sure that overall,

the integration of Sustainability Impact in
investment decisions is not inconsistent
with meeting the plan’s portfolio’s
financial return and does not endanger
the plan’s financial sustainability. This
removes any possible perceived increased
liability risk associated with investment
decisions that could be construed as not
being made in the “best” interest of
beneficiaries. There is also clearer potential
alignment between IFSI and a plan that has
to foster long-term “interprofessional and
intergenerational solidarity”, rather than
a plan that has to assess its investment
decisions directly in light of specific
beneficiaries’ best interest. (Section 2.2.31
France Report)

: In the Netherlands, a key requirement
under the Dutch Pensions Act (Pensioenwet
(DPA)) is that a pension fund must set

its investment policy and invest its

assets in the interest of its participants,
acting in accordance with the so-called
‘prudent person rule’. The courts have
established that the prudent person rule
gives pension funds the freedom to invest
within the parameters set by the DPA
and the Financial Assessment Framework
for Pension Funds (Besluit financieel
toetsingskader pensioenfondsen (FTK Decree)).
This includes the requirement to adopt a

(b)

longer-term strategic investment policy in
line with the fund’s objectives and policy
principles, including its attitude to risk, as
part of which the fund must also consider
the environment, the climate, human
rights and social relationships (Article

18 FTK Decree). (Sections 2.1.7; 2.1.22
Netherlands Report)

Discretion to use investment powers for
ultimate ends IFSI as between types of
Asset Owner

General insurers, and life insurers
investing funds that are not linked to their
policyholders’ policy returns, generally
have the most flexibility to use their
investment powers to engage in ultimate
ends IFSI. This is because, provided they
make sufficient returns to pay policyholder
claims and meet regulatory requirements
(for example, prudential requirements

to maintain certain levels of capital or

in relation to the asset classes in which
they may invest®), they are typically
accountable to shareholders, rather than
policyholders, for investment returns. This
may mean that they have greater scope to
invest with the long-term success of the
insurer in mind, including for example,
taking account of reputational benefits of
sustainable business practices and, in some
jurisdictions, with appropriate regard to
‘stakeholders’ more broadly.

By contrast, pension funds and insurers
investing funds they manage in connection
with investment-based life insurance
contracts will usually have less flexibility
to use investment powers to engage

in ultimate ends IFSI, at least where

it could damage financial returns for
beneficiaries. There is a broad variety of
insurance policies available in the various
jurisdictions, and the particular features
of different policy types, and the basis on
which they were marketed, will affect the
legal analysis. Many will have prescriptive
terms regarding investment objectives

or strategy which may limit whatever
flexibility there might otherwise have
been to use investment powers to pursue
sustainability impact goals.

Regulated mutual funds generally have the
least flexibility due to typically prescriptive
investment objectives and policies,
supported by strong consumer protection
requirements. These leave asset owners with
little to no flexibility to engage in ultimate
ends ISFI where this is not specifically
provided for in the product terms (as to
which see Section 3.3.1(c) above).

The extent of the discretion available varies
significantly by jurisdiction and Asset
Owner and so we provide some examples of
the differences in approach below.

(%) In Canada, as regards pension funds,
the Trustee Act (Manitoba) explicitly states
that non-financial criteria may be used
‘to formulate an investment policy or to
make an investment decision’; there is

a similar provision in the Pension Benefits
Act (Manitoba). As regards insurers, the
Supreme Court of Canada, on the subject
of all corporate directors, has stated in its
decision in BCE Inc. v 1976 Debentureholders
that directors are under a duty to ‘act

in the best interests of the corporation
viewed as a good corporate citizen’ (emphasis
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added) and it has been argued that such an
understanding ‘furthers the broader social
purpose of fiduciary duties by requiring
fiduciaries not to undertake unethical
actions that would shake public confidence
and trust in fiduciaries and the services
they provide.’” (Sections 2.2.23; 2.4.11
Canada Report)

‘ ) In France, as regards mutual funds and
insurers taking the form of companies,
the French Civil Code was amended in
2019 by the PACTE law to state that
companies must be managed in their
own ‘corporate interests’ (as opposed

to those of their shareholders) and ‘by
taking into consideration the “social and
environmental issues” related to their
operation.” The PACTE law also amended
French corporate law to provide that
directors on French companies’ corporate
and management boards must take into
account ‘social and environmental issues’
when determining the orientation of

the company’s business and supervising
how it is carried out. Therefore, French
corporate law now explicitly provides for
a duty of directors to consider ‘social and
environmental issues’ when operating the
company. (Section 2.4.8(c) France Report)

The fonds de réserve pour les retraites (FRR)

is responsible for investing with a view

to creating reserves for the French basic
pension system. The FRR considers

that as a public investor and ‘vector for
intergenerational solidarity’, it must
factor ESG principles into the investment
management of its assets. In its 2013-2017
responsible investment strategy, the FRR
expressly stated that, as part of ‘a new

approach for the FRR’, it ‘will also help to
finance companies the corporate mission
of which is to preserve the environment
or are beneficial to society.” The FRR has
implemented an ambitious policy aimed
at reducing its portfolio’s CO2 emissions
through low carbon management. In the
latest version of its responsible investment
strategy, investment policy guidelines, the
FRR states that it will ‘continue to rely on
its value as a long-term public investor

to take into account and measure the
impact of its investments while seeking

to safeguard its enduring objective of
financial performance.” Under that policy,
to ‘develop its investments’ responsible
dimension’, the FRR notes that it will

seek to ‘pursue impact’ and will ‘define
indicators and tools to measure its impact’.
(Section 5.2.5 France Report)

: In the Netherlands, as regards pensions
a large number of Dutch pension funds
have agreed to cooperate to create a more
sustainable society by preventing or
tackling negative consequences for society
and the environment of investments by
pension funds under the Dutch Pension
Funds Agreement on Responsible
Investment (2018). (Section 2.1.35
Netherlands Report)

As regards insurance companies, the Dutch
Corporate Governance Code requires the
management board of companies whose
shares are listed on a regulated market or
a comparable system to focus on long-
term value creation for the company and
its affiliated enterprises. In doing so, the
management board should formulate a
strategy that reflects this focus. When

(c)

THE EXTENT TO WHICH THE LAW
REQUIRES OR PERMITS IFSI

developing the strategy, attention should
be paid to, among other things, the
interests of the stakeholders and any
other aspect relevant to the company

and its affiliated enterprise, such as the
environment, social and employee-related
matters. (Section 2.1.67 Netherlands
Report)

& In South Africa, pension fund boards’
general legal duties and powers permit
significant flexibility to use investment
powers for sustainability impact provided
that the fund remains financially sound,
and the board takes all reasonable steps

to ensure that the interests of the fund’s
members are protected in terms of the
fund’s rules and applicable legislation. This
leaves pension decision-makers free to use
investment powers for sustainability impact
rather than, or in addition to, risk-adjusted
returns as long as those requirements are
met. The position is similar for insurers who
have flexibility to use investment powers for
sustainability impact subject to requirements
to maintain their business in financially
sound condition and to meet regulatory
requirements, such as capital requirements.
(Section 2.3.36 South Africa Report)

Discretion to engage in ultimate ends IFSI
based on beneficiaries’ views

Other than investment products expressly
set up to pursue sustainability impact
objectives, in many jurisdictions there

are examples where there is some scope
for Asset Owners to take account of
beneficiaries’ views about pursuing IFSIL.
Generally, beneficiaries’ views may be
significant as to whether an Asset Owner
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can pursue sustainability objectives, but
not so as to override Asset Owners’ duties
to pursue financial returns. So, some types
of Asset Owner in some jurisdictions may
have discretion to engage in ultimate ends
IFSI based on beneficiaries’ views, but
only to the extent that financial return
objectives will permit this.

Asset Owners in a number of jurisdictions
surveyed do undertake consultation
exercises to ascertain beneficiary views.
How far it is safe from a legal perspective to
rely on these will be a matter of judgement
which may need to take account of various
factors such as the degree of discretion

the Asset Owner is considering exercising
(for example, whether it could create a
material risk of beneficiaries experiencing
worse financial outcomes, or merely that
sustainability can be one of the lenses
through which investments are considered),
the percentage of beneficiaries whose views
have been sought and who have responded,
and the degree of consistency in the views
they have expressed.

® In Japan, decision-makers of certain
types of pension funds (mutual aid
associations and DB Plans in particular)
are permitted by their ‘mandatary’s

duty’ (a duty of care and loyalty similar

to duties in common law countries) to
reflect beneficiaries’ views on the use

of investment powers for sustainability
impact in the objective of the portfolio,
even to the extent of making financial
return a secondary objective if the
beneficiaries’ view is so clear as to support
that, although this is regarded as unlikely
in practice. (Section 2.2.16(c) Japan Report)

ﬂ? In the UK, there is a well-supported
view that pension fund trustees can, to
some extent, consider ‘non-financial’
factors on the basis of beneficiaries’ views.
Beneficiaries’ views could conceivably
include their preferences to have
investment powers used for sustainability
impact. Regulatory guidance provides
that non-financial factors may be taken
into account where: a) pension fund
trustees have good reason to think that
beneficiaries would share the concern;
and b) the decision does not involve a risk
of significant financial detriment. There
are important questions as to how these
conditions would operate in practice, for
example, how trustees should determine
what is an acceptable level of detriment
and what would amount to a ‘good
reason to think’. The UK’s FCA has also
recently introduced similar guidance for
life insurers in relation to policies held by
individuals. (Sections 2.2.44-48; 2.4.37-40
UK Report)

In some jurisdictions, relevant regulators
seem to consider that beneficiaries’ desires
to pursue objectives other than financial
return should be addressed by offering
‘choice’ products which beneficiaries can
select, rather than, or in addition to, trying
to ascertain and reflect these preferences
in more general investment arrangements.

@ In Australia, regulatory guidance for
Australian pension funds provides that
consideration of beneficiaries’ views,
‘may result in an [APRA-regulated trustee|
offering an “ethical” investment option to
beneficiaries’. (Section 2.2.33

Australia Report)

(d)

THE EXTENT TO WHICH THE LAW
REQUIRES OR PERMITS IFSI

‘ ' In France, as from 1 January 2022,
unit-linked insurance contracts will have
to include at least one underlying asset for
each of three categories of ESG investments
and insurance companies will be required
to inform their clients of the percentage
of underlying assets within each contract
meeting these conditions, before they
decide to invest. The aim of this provision
is to better inform clients of the possibility
of investing in ESG assets. French law
applicable to operators of occupational
pension plans expressly allows them to
take account of beneficiaries’ preferences
inasmuch as beneficiaries must be offered
the possibility of selecting at least one
alternative asset allocation, including, for
employer-sponsored plans, an allocation
allowing them to invest in social impact
funds (fonds solidaires) that invest in specific
social impact companies (entreprises
solidaires d’utilité sociale). (Sections 2.2.21;
2.4.8(d) France Report)

Consideration of beneficiaries’ interests
beyond their financial interests in the
outcome of the relevant investment
arrangement

As noted above, legal regimes tend to
converge around legal standards requiring
portfolios to be managed in the ‘interests’
of beneficiaries. This raises the question
of whether those ‘interests’ are restricted
to their financial interest in the outcome
of the relevant arrangement or include a
broader set of beneficiary interests, such
as living in a habitable environment, their
own health, quality of life and wellbeing
and that of their families.
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In at least some cases, directors of
insurance companies, discussed at Section
3.3.2(b) above, are likely to have this
freedom since the interests of a company
do not generally reduce exclusively to

monetary outcomes. 34

However, more broadly, in most of the
jurisdictions surveyed, these wider
interests have generally not been

held, as a legal matter, to be a relevant
consideration for Asset Owners in their
investment decisions. So, while Asset
Owners are usually required to invest in
the ‘best interests’ of their beneficiaries,
those interests are commonly limited to
the beneficiaries’ financial interests in
the outcome of the relevant investment
arrangement. However, there are some
limited exceptions.

(%) In Canada, based on rulings of the
Supreme Court of Canada, it has been
suggested, in relation to pension funds,
the duty of loyalty requires the fiduciary
to consider both the pecuniary interests
of the beneficiary and their ‘status as a
responsible member of society’.”* (Section
8.1.3 Canada Report)

2B In the UK, the Law Commission
expressed the view in its 2017 report on
pension funds and social investment that
trustees cannot simply refuse to take 3.4
account of ‘non-financial factors’ that

may affect members in all circumstances,
however serious the potential non-financial
harm to their members because to do so
would amount to an impermissible fetter
on the trustees’ discretion. However, the
Law Commission thought it would be rare

for trustees to reach the conclusion that
they must take account of non-financial
factors for this reason. (Sections 2.2.38-40
UK Report)

Asset Owners’ use of stewardship
activities to pursue sustainability
impact goals

The goal of stewardship is generally to
secure some sort of change in behaviour on
the part of the investee enterprise so that,
where it directly or indirectly concerns
sustainability factors, it could well
constitute a form of IFSI.

The following section starts by making
some preliminary observations concerning
Asset Owner engagement in stewardship
(Section 3.4.1). It then looks at Asset
Owners’ legal obligations and discretions
to engage in stewardship to achieve
sustainability impact goals (Section 3.4.2).

The position in relation to stewardship
broadly resembles that for the use of
investment powers. However, the practical
circumstances in which stewardship could
be required or permitted are likely to
differ, for example, because stewardship
does not have the same implications for
portfolio composition and value as using
investment powers.

Preliminary observations on Asset
Owners’ engagement in stewardship

Before outlining our findings in relation

to engagement in stewardship, it is worth
making some general points concerning

(a) the growth in investor, policymaker

and wider attention to stewardship; (b) the
factors that investors may need to take into

(a)

account in their decisions on stewardship;
and (c) the role of collective action.

Growing attention to stewardship among
investors, policymakers and more widely

Irrespective of legal obligations to do

so, there is no doubt that in many
jurisdictions (such as the EU, South Africa
and the UK) there is both governmental
and industry momentum behind an
increasingly active stewardship approach,
with sustainability as a prominent feature,
while in others the industry may be ahead
of government in advocating for this
approach. In some cases, this is reflected
in legislation. For example, measures, such
as the EU SSRD, aim to discourage undue
focus on short-term returns and instead
foster long-term shareholder engagement.”
This has also resulted in the development
of stewardship codes.

In nine out of the jurisdictions covered,
there is some form of ‘stewardship code’
that describes good or best practice for
engagement with investee companies. The
jurisdictions which do not have one are
China and France. In the EU, there is an
EU-wide stewardship code published by
the European Fund and Asset Management
Association (EFAMA), but stewardship
codes have been adopted in some of its
member states. The precise legal status of
these codes differs between jurisdictions,
but they are generally maintained either
by industry bodies, or at least bodies that
are either wholly or largely distinct from
government. Adherence to the codes is
voluntary in each case, and there are
varying levels of adoption between codes.
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In a number of jurisdictions (such as the
EU, Japan, the Netherlands, South Africa
and the UK) adoption is on a ‘comply or
explain’ basis. In some cases, there is

a degree of official encouragement for
investors to adhere to the relevant code.
For example, in the UK the FCA requires
investment managers to state the nature of
their compliance with the UK Stewardship
Code. As noted in Part B.4, Box 5, while
there are differences between jurisdictions,
where an investor is accused of breaching
its duties, courts would be likely to take
account of established industry practice in
assessing whether the investor has acted in
a manner consistent with the relevant legal
standard. In some cases, a stewardship
code, or associated industry guidance
developed in connection with it, could be
referenced in assessing that.

The content and level of detail of the
stewardship codes examined in preparing
this report and associated guidance also
varies between jurisdictions. However,
the codes typically relate the purpose of
stewardship to long-term financial return
to beneficiaries and often recognise that
this is likely to mean that sustainability
risks should be a key focus of engagement
activities and that wider benefits flow from
this (see, for example, the UK stewardship
code below).

All the codes surveyed also draw attention
to the benefits of collaboration with other
investors, although with differing levels of
emphasis or focus. For example, in Brazil,
Canada, the EU, South Africa and the UK,
collaborative engagement is established

as a central principle. In Australia, the

Netherlands and Japan, the codes include
collective or collaborative engagement in
secondary guidance but it is not presented
as a key principle.

@ In Australia, many of the country’s
largest Asset Owners are signatories to
the Australian Council of Superannuation
Investors Stewardship Code. The code
requires signatories to report publicly

on stewardship activities, including
collaborative engagement practices. The
code states that stewardship benefits
companies, asset owners, beneficiaries
and the economy as a whole. (Section 3.5.1
Australia Report)

S In the Netherlands, the Dutch
Stewardship Code provides eleven non-
binding principles for stewardship by asset
owners and investment managers towards
Dutch listed investee companies that have
to be complied with on a ‘comply or explain’
basis. The first requires them to have a
stewardship policy aimed at preserving and
enhancing value for their beneficiaries and/
or clients and to promote long-term value
creation at Dutch listed investee companies.
Monitoring investee companies on amongst
others social and environmental impact is
also one of the principles under the Dutch
Stewardship Code. (Sections 3.2.14 et. seq.
Netherlands Report)

& In South Africa, the voluntary Code

for Responsible Investing in South Africa
(CRISA) sets out five key principles on how
institutional investors should execute
investment analysis and investment
activities. A revised draft CRISA, published
for comment in November 2020,7 proposes

a move from an ‘apply or explain’ regime
to an ‘apply and explain’ regime, and
includes among its objectives, ‘to build

a common awareness of stewardship

and responsible investment throughout
the investment value chain and across

all asset classes as universally relevant
(shifting away from perceptions of
limited applicability to listed equity).’

The revised draft recommends that,
‘investment arrangements and activities
demonstrate the acceptance of ownership
responsibilities (where applicable) and
enable diligent discharge of stewardship
duties through purposeful engagement and
voting.’ It also sets out eight draft practice
recommendations for implementation
and reporting on the diligent discharge of
stewardship activities.” (Section 1.15.2-3
South Africa Report)

QE In the UK, the Stewardship Code

2020 set outs principles for the use of
stewardship to ‘create long-term value

for clients and beneficiaries leading to
sustainable benefits for the economy,

the environment and society.’” The code
includes a requirement for signatories to
report on how they have, where necessary,
participated in collaborative engagement to
influence issuers.” (Section 1.11; 3.1.9-12
UK Report)

& 1n the US, the Investor Stewardship
Group (ISG) is an investor-led effort that
includes over 60 US-based institutional
investors and global asset managers,
including some of the most significant
pension funds and mutual funds. The
ISG began as an initiative to establish

a framework of basic investment
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stewardship and corporate governance
standards for both investors and
companies. The ISG put together a set of
stewardship principles for institutional
investors and governance principles

for US public companies. The ISG seeks
commitments from its institutional
investor members to seek to implement
the ISG’s stewardship principles, in a
manner appropriate for the relevant
investor. (Section 3.1.7 US Report)

Impact, cost and expense of stewardship
activities

As discussed in Part A.1.2.3, particularly
where investment is through public
markets, stewardship may often be a

more practical and effective way to pursue
sustainability impact goals than the use of
investment powers. However, stewardship
is not free of cost. Pursuing sustainability
impact goals involves seeking to achieve
changes in investee enterprise behaviour.
It is possible that these changes could have
significant financial consequences, positive
or negative, for the company concerned
and therefore, potentially, the Asset
Owner, over various time periods. These
potential consequences therefore need to
be taken into account in the Asset Owner’s
decisions, so as to ensure fair treatment
between different cohorts of beneficiaries
(see Sections 3.2.3 and 3.4.4(b) above). Most
forms of stewardship also involve some
level of expense. How much depends on
the form of stewardship. In some cases,

it may be relatively modest. However,
maintaining a team that is capable of
deep engagement can be materially more

REQUIRES OR PERMITS IFSI

expensive. Again, an Asset Owner would
need to take account of these expenses in
its stewardship-related decisions.

Collective action and stewardship

Some Asset Owners may be sufficiently
influential for their own stewardship
activities to have a sufficient chance of
success to justify their cost. However,
generally more formal collaboration is
likely to be key both for stewardship
activities to be successful and to limit the
costs (eg through the sharing of applicable
expertise and research). Even large

Asset Owners typically own only a small
percentage of financial instruments issued
by a particular enterprise. Therefore,
where Asset Owners work alongside other
investors to influence investee companies,
the likelihood of achieving their objective
is increased, and the likelihood of success
will be an important consideration

in deciding whether to incur cost in
stewardship activity. There is already a
significant number of these initiatives at
both national and international level (see
Part B.2, Box 2).

Since Asset Owners frequently delegate
stewardship activities to their investment
managers, the extent to which stewardship
is undertaken and to what ends depends, in
principle at least, on what delegating Asset
Owners require of their managers. The
legal position of investment managers in
relation to IFSI is considered at Section 3.6
below. However, delegation to investment
managers can have a similar aggregating
effect to collective stewardship activity

(for example, in terms of potential for

increased effectiveness and reduced
aggregate cost) since the manager generally
takes a single stewardship approach in
respect of all assets under management.

The legal restrictions, discussed at Section
3.2.4(c), that need to be taken into
account where investors engage in
collective action are particularly relevant
to stewardship activity.

® In Japan, the Stewardship Code, to
which many Asset Owners are signatories,
ties (collective) engagement to long-

term financial return by stating that ‘an
institutional investor should increase

mid- to long-term investment return |...]

by prompting increases in the corporate
value and sustainable growth of an
investee company through [...] constructive
“purposeful dialogue” (engagement) based
on consideration of sustainability (mid- to
long-term sustainability including ESG
elements).””” The code also states that,
‘when an institutional investor engages an
investee enterprise, it may do so alone, but
if necessary, it could be beneficial to engage
in collaboration with other institutional
investors (collective engagement).’”®
(Sections 3.1.3; 3.3.3 Japan Report)

Legal obligations to pursue
sustainability impact goals through
stewardship

A legal obligation to engage in stewardship
may arise in the context of (a) instrumental
IFSI; (b) legal rules that explicitly aim at
achieving environmental or social goals;
and (c) investment arrangements set up
specifically to achieve environmental or
social goals (of a sort considered at Section
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2.3.1(c) above, subject to the terms of the
particular arrangement. The following
comments briefly on (a) and (b).

Instrumental IFSI in pursuit of financial
goals

Where an Asset Owner has concluded that
one or more sustainability factors create
financial risks for its portfolio that may
prevent it from achieving its financial
objectives within the relevant time frame,
stewardship activity (alone or as part of

a larger group of similarly affected asset
owners) is something that it must at least
consider.” Having done so, taking account
of the factors outlined at Section 3.2.3, an
Asset Owner may also conclude that it has
a legal obligation to act.

® In Japan, as regards the Government
Pension Investment Fund, the mid-term
goals issued by the Ministry of Health,
Labour and Welfare expressly refer to the
role of stewardship stating that ‘to gain long-
term benefit for the interest of participants,
GPIF shall increase its stewardship activities
bearing in mind the effect to the market.’®
(Section 2.2.6. Japan Report)

Specific legal requirements for ultimate
ends IFSI

We have identified one case in which there
is a specific requirement on Asset Owners
to undertake a form of IFSI through their
stewardship activities.

@ In China, Chinese law imposes

an obligation on Chinese insurers to
comply with legislation which pursues
socially desirable goals when conducting
stewardship (see Section 3.4.1 b) above).

343

They would not in principle be able to
exercise their engagement powers in
contravention of such rules. (Sections 3.4.1;
3.4.3. China Report)

Discretion to pursue sustainability
impact goals through stewardship

In every jurisdiction surveyed, some types
of Asset Owner have a degree of discretion
to engage in stewardship to pursue
sustainability impact goals. The sorts of
discretion correspond with those available
where investors are using their
investment powers.

Discretion in the context of instrumental
IFSI would be exercisable for the purpose
of seeking to secure a financial return (see
(a) below). Others would operate in parallel
with seeking to meet financial return
objectives (see (b) below). They would
therefore represent a form of ultimate ends
IFSI and, unless an individual investment
arrangement permits something broader,
would be subject to the relevant Asset
Owner prioritising its duty to seek to meet
its financial investment objectives.

Our comments at Section 3.3.2, on Asset
Owners’ duties to act in the interests of the
person or persons on whose behalf they
exercise their powers or to whom they owe
their duties, apply similarly here.

(a)

(b)

Instrumental IFSI

‘We gave an example in Section 3.3.2(a) of
where an investor may have a discretion
rather than an obligation to engage in
instrumental ISFI and inherent in that
example would be the use of stewardship
to influence investee enterprises to
improve their performance in relation to
the targeted sustainability factors in order
to increase value.

@ In Australia, where an APRA-regulated
trustee or life insurer forms the view

that the value of the investment may be
improved by positive sustainability impacts
attributed to the business of the relevant
enterprise, stewardship activities may be
aimed at promoting those improvements.
It may also be possible for regulated
mutual funds®! to engage in stewardship
activities in relation to portfolio
constituents designed to achieve positive
and/or reduce negative sustainability
impacts if those stewardship activities

are reasonably expected to contribute
positively and directly or indirectly to the
growth in value of the applicable portfolio
constituent. (Section 3.2.2 Australia Report)

Ultimate ends IFSI

Section 3.3.2 above looked at circumstances
where Asset Owners may have a discretion
to use investment powers for ultimate ends
IFSI. As a general matter where they do,
they will also be permitted to engage in
stewardship to similar ends. As the costs
and risks of stewardship may be lower
than for the use of investment powers and
the likelihood of achieving aa assessable
sustainability impact may be higher, there
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may be greater scope for the investors
concerned to engage in stewardship than
to use their investment powers.

@ In Australia, stewardship for
sustainability impact is permitted where it
will support the APRA-regulated trustee’s
member engagement strategies aimed

at attracting and retaining members to
ensure the long-term viability of the fund,
even where it is not expected to contribute
directly to investment return. For
example, where an investee enterprise’s
activities may have negative sustainability
impacts that draws adverse publicity

to a trust which has positioned itself as
‘socially responsible’ or a ‘good corporate
citizen’, one option available to an APRA-
regulated trustee may be to engage with
the company to seek to persuade them

to reduce their negative sustainability
impact.® (Section 3.2.2 Australia Report)

: In the Netherlands, the vast majority

of Dutch pension funds have developed

an ESG investment policy which covers
stewardship activities as well as the use of
powers of investment and divestment. For
example, both ABP (Stichting Pensioenfonds
ABP) and PMT (Stichting Pensioenfonds Metaal
en Techniek) have included in their respective
stewardship policies that they will actively
use their voting and meeting/discussion
rights to enter into conversation with
companies in which they invest, to influence
the companies’ strategy and impact on the
policy and behaviour of such companies.
(Sections 3.2.3-5 Netherlands Report)
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Asset owners’ use of public policy
engagement to pursue sustainability

impact

The following section looks at Asset

Owners’ legal obligations and discretions

to undertake policy engagement to achieve  3.5.1
sustainability impact goals.

Before doing so, it is important to note
that each jurisdiction will have its own
tolerance for private organisations
becoming involved in policy advocacy,
particularly where a policy may

be politically divisive. So, while in

many jurisdictions Asset Owners are
(individually, or through industry
groups) already involved in public policy
engagement relevant to sustainability
impact,® and in some jurisdictions
relevant regulators have endorsed this,?
in others there are those who question its
appropriateness.

In every jurisdiction surveyed, some types
of Asset Owner have a degree of discretion
to undertake policy engagement to pursue
sustainability impact goals.

Obligations and discretions available in
the context of instrumental IFSI would be
for the purpose of discharging duties in
seeking to achieve a financial return (see
Section 3.5.1 below). Others, more likely
discretions, would operate in parallel with
seeking to meet financial return objectives
(see Section 3.5.2 below). Exercising these
discretions would therefore represent a
form of ultimate ends IFSI.

Our comments at Section 3.3.2, paragraph
[135] (in the context of discretions to
engage in ultimate ends IFSI when using

investment powers) on Asset Owners’
duties to act in the interests of the person
or persons on whose behalf they exercise
their powers or to whom they owe their
duties, apply similarly here.

Instrumental IFSI in pursuit of
financial goals

As with investment powers and
stewardship, once an Asset Owner has
concluded that its ability to achieve its
financial objectives over the relevant

time period is likely to be threatened by a
sustainability risk, it will be legally obliged
to consider what options are available to
mitigate the risk, which would include
the possibility of policy engagement, and
act accordingly. In considering policy
engagement, Asset Owners would need to
be satisfied, on reasonable grounds, that
there is a reasonable prospect that they
will be able to influence policy outcomes
and that those policy outcomes will have
sustainability impacts that support the
realisation of their financial objectives.

As for stewardship, cost and effectiveness
considerations suggest that collaboration
with other Asset Owners is likely to be
desirable. Many national and international
industry initiatives involve public policy
engagement and trade associations often
engage in such activities on behalf of their
members to consolidate their voices.

@ In Australia, APRA-regulated trustees
can engage in public policy work for
sustainability impact where to do so is
aimed at promoting the superannuation
fund’s financial returns, including
minimising risks.® For example, an APRA-
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regulated trustee’s assessment may be that
the government’s policy position (or lack
of a policy position) is adversely impacting,
or is likely to adversely impact, returns

of the superannuation fund, or returns

of asset sectors that the APRA-regulated
trustee invests in (or would invest in).
Before commencing public policy work,
responsible entities are required, under
their duty of care and diligence, to consider
and evaluate the costs, benefits, potential
risks and the likelihood of potential
positive and negative outcomes to the
members of the scheme. (Section 3.4.3
Australia Report)

Ultimate ends IFSI

As a general matter, we would expect
that investors which are of a type, or in

a situation, where they have a discretion
to use stewardship powers for ultimate
ends IFSI, would be similarly entitled to
use public policy engagement. In practice
however, because this sort of engagement
is not an ‘ordinary course’ activity

for investors, in contrast to the use of
investment and stewardship powers, the
involvement of investors in this activity
(except indirectly, through the activity

of industry associations) does vary from
jurisdiction to jurisdiction.

As with discretionary stewardship activity
for ultimate ends IFSI, an Asset Owner
that was otherwise permitted to use public
policy engagement for this purpose would
need to be satisfied that the public policy
outcome it was seeking (and the costs of
the public policy engagement) would not
be detrimental in terms of realising

its financial objectives.

3.6

e In Australia, a life insurer, perhaps on

a co-ordinated basis with the Australian
Financial Services Council (FSC) as the
relevant industry body, would be permitted
to use public policy engagement aimed at
achieving a positive sustainability impact,
provided the outcome sought was not
inconsistent with: (a) promoting financial
returns from the insurance company’s
investment portfolio (including minimising
risks); and (b) in relation to investment-
linked policies, the objectives set out in

the terms of the policy and any disclosure
documents issued to investors. (Section
4.4.3 Australia Report)

ﬂE In the UK, insurance companies can
undertake public policy engagement for
sustainability impact if their directors
conclude that this will promote the
success of the company. The costs of
this would ordinarily need to be borne
by shareholders’ funds, and long-term
insurers would need to be satisfied that
the objectives they were pursuing would
not conflict with the interests of their
policyholders. (Section 4.4 UK Report)

Investment managers and IFSI

Given the significant extent to which Asset
Owners outsource management of their
portfolios, the role of investment managers
is critical in the extent to which assets are
likely to be managed in a way that falls
within IFSI.

The following section starts by making
some preliminary observations on the role
of investment managers in the context

of IFSI in the light of the nature of their
relationship with Asset Owners (see Section

3.6.1

3.6.1 below). It then considers investment
managers’ legal obligations and discretions
to use investment powers, stewardship and
policy engagement to achieve sustainability
impact goals (see Section 3.6.2-4 below).

The role of investment managers and
IFSI

The key sources of investment managers’
legal duties and powers are generally a
combination of:

the terms of their contractual
relationship with the Asset Owner,
normally set out in an investment
management agreement;

duties of care arising either under the
contract with the Asset Owner or in
the general law, eg in common law
jurisdictions, duties of care in tort
which can also be modified (at least to
some extent) in the contract with the
Asset Owner;

statutory requirements, including
regulatory rules; and

potentially, duties implied by law from
the nature of the relationship with the
Asset Owner, such as duties of loyalty
to the client requiring the investment
manager to avoid conflicts of interest.

An Asset Owner cannot confer on

its investment manager any greater
requirement or freedom to pursue
sustainability impact goals than it has
itself, and any investment management
agreement it enters into with its
investment managers should reflect
this (likewise any sub-delegations by the
investment managers).* Consequently,
however many layers there may be in
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the investment chain, it is ultimately

the duties and powers of the Asset

Owner which will determine whether
investment managers must, or can, pursue
sustainability impact goals.

The introduction of investment managers
into the investment process can have an
impact on the use of IFSL. The following
highlights: (a) the potential it can create

for influence to be concentrated in the
hands of investment managers, and its
significance for IFS; (b) the way that Asset
Owners may need to approach the matter
of sustainability impact goals in appointing
managers; and (c) the extent to which an
investment manager may be able to pursue
sustainability impact goals where the terms
of its appointment are silent on the subject.

The potential for concentrated influence
in the hands of investment managers and
its implications

The concentration of assets from a
number of Asset Owners in the hands of
investment managers can mean that, in
some cases, investment managers are at
least as influential in their investment
and stewardship activities as the larger
Asset Owners, and potentially more so.
This concentration can help to reduce the
costs and improve the efficacy of these
activities compared to individual Asset
Owners acting alone. Subject to some

of the conflict considerations discussed
below, this may in turn tip the balance in
favour of pursuing sustainability impact
goals where, as noted previously, cost-
efficiency and confidence in success are
factors in determining whether IFSI is

legally required or permitted. Investment
managers are also active in public policy
engagement, at least in some jurisdictions,
and the level of their assets under their
management may strengthen their
influence in that context.

However, this sort of concentration can
create potential issues for Asset Owners
who may find that it reduces the scope for
their particular concerns to be addressed
through their investment managers.
Looking especially at stewardship activities,
it is not practicable for an investment
manager to apply a different stewardship
approach for each client. Consequently,
an Asset Owner that has concluded that

it should use stewardship activities to
pursue sustainability impact goals, if it

is to rely on the investment manager for
this, will want to ensure, among other
things, that the manager’s stewardship
policy is sufficiently aligned with the Asset
Owner’s objectives, that the manager has
the resources and expertise to undertake
stewardship as required, and that the
manager is not subject to unmanageable
conflicts that could prejudice its ability to
pursue the Asset Owner’s objective.

That said, stewardship is only one aspect
of an investment manager’s overall
services. An Asset Owner may therefore
conclude that a manager’s other services
are sufficiently strong to outweigh minor
divergences between the manager’s
stewardship approach and its own,
recognising also that one reason for
appointing a manager is to be able to rely
on the manager’s judgement. However,
if there were material divergences the

(b)

Asset Owner might need to consider its
options. These might include, for example,
withdrawing stewardship of'its assets
from the manager and undertaking the
activities in-house, or doing so selectively
in areas where it considers that the
investment manager’s stewardship activity
is not sufficiently consistent with its own
investment goals. External engagement
service providers may also be an option.

QE In the UK, Asset Owners and investment
managers who are signatories to the
Stewardship Code should disclose their
conflicts policy under its Principle 3

and how that policy has been applied to
stewardship, including how conflicts have
been identified, managed and addressed.
The Stewardship Code gives as examples,
conflicts that arise because of differences
between the stewardship policies of
investment managers and their clients;
differing bond and equity managers’
objectives within the same organisation;
and client or beneficiary interests diverging
from each other. (Section 1.22 UK Report)

Appointment of investment managers by
Asset Owners

Across the jurisdictions surveyed, if

an Asset Owner is legally required or
permitted to pursue sustainability impact
goals, it would likely need to satisfy

itself when appointing an investment
manager, so far as reasonable, that, among
other things:

the terms of the investment
management agreement and supporting
documentation are clear about what

is needed in terms of investment and
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stewardship services to enable the Asset
Owner to achieve those goals;

the period and terms of the appointment
(including performance measurement
and monitoring) do not create incentives
that cannot be effectively managed, for
the investment manager to act in a way
that is inconsistent with achieving those
goals; and

the investment manager is not subject
to any conflicts of interest which could
prejudice its ability to help in achieving
those goals which cannot be adequately
managed.®’

In some jurisdictions, investment
managers have a duty to ensure that their
services are suitable for their client’s
investment goals. These requirements
seem generally to have been understood
as referring to financial goals, although
they are not always drafted in ways that
are restricted to that. Even where they are
understood as being limited to financial
goals, it is not clear that this would
preclude consideration of the client’s needs
in relation to instrumental IFSI, since
that is connected with realising financial
goals. Currently, few of the jurisdictions
surveyed expressly require that client’s
sustainability preferences are specifically
considered in this context, but it is clear
that many investment managers are
already raising this as part of their client
onboarding and renewal processes.®*

The EU has recently amended the regime
operating under its Markets in Financial
Instruments Directive in a way that places
specific requirements on EU-regulated

(c)

investment managers to establish their
clients’ ‘sustainability preferences’ and
to be able to explain how ‘sustainability
factors’ have been taken into account in
the investment process.® (Section 6.2.2
EU Report)

Investment managers pursuing
sustainability impact goals where the
investment management contract is silent

It seems likely that it will become rare
that an investment management contract
is silent on sustainability issues. Even
where that is the case, it is likely in

most jurisdictions that, in principle, an
investment manager with broad powers
could nonetheless legitimately reach a
conclusion on behalf of the Asset Owner
that it should pursue sustainability impact
goals within the scope of instrumental IFSI,
and to act accordingly. Indeed, that may

be happening in practice in the context of
some stewardship activities. However, we
anticipate that managers may be reluctant
to take steps that could create a material
risk of adverse financial impact in the
short term, even where investment powers
were being used to enhance influence from
a stewardship perspective, unless expressly
agreed with the Asset Owner.

3.6.2 Use of investment powers to pursue

(a)

sustainability impact goals

Requirements to use investment powers
to pursue sustainability impact goals

Whether an investment manager is
required to use its investment powers

to pursue sustainability impact goals in
seeking to realise financial objectives (ie
instrumental IFSI) will depend on similar
factors to those for the Asset Owner
appointing it (see Section 3.3.1), but be
also subject to the terms of the relevant
investment management agreement and
especially the investment objective the
investment manager is set. That said, it
is important to recognise that various
market features may tend to militate
against investment managers using their
investment powers (in particular) in this
way (see Part B.4.2.3 and 4). While there
have been policy and industry initiatives
in some jurisdictions to address these,
potential issues remain. Investment
management agreements are usually

for much shorter periods than the

time horizon of their clients. Financial
performance tends to be monitored by
Asset Owners and those who advise them
on a periodic basis against industry-
wide benchmarks. Even if this is not the
primary or only means by which the
Asset Owner rates the performance of its
manager, short-term under-performance
is uncomfortable for both parties. Asset
Owners who want their investment
managers to prioritise the longer term will
need (if their own duties permit it) to agree
on measures of success that reflect that.
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As with Asset Owners, investment
managers will need to comply with rules
that exist in all jurisdictions that are
designed to prevent various anti-social
activities (see Section 3.3.1(b)). As noted,
these regimes have an effect that is similar
to a collective ‘ultimate ends IFSI’ decision
by investors to achieve a reduction in the
relevant activities, although it would not
be usual to think of them in that way.

Where an Asset Owner has discretion

to pursue sustainability impact goals
alongside its financial return objectives (ie
ultimate ends IFSI) and wishes to require
its investment manager to do this (ie
potentially making it a legal obligation for
the investment manager), the details of,
and prioritisation between, objectives to
achieve financial returns and sustainability
impact goals should as a practical matter
be set out expressly in the investment
management agreement. However, it may
be difficult to define the balance, and to
measure whether it has been achieved,
given the variable extent to which it is
possible to assess the sustainability impact
of investee companies and to weigh the
value of that against financial goals (see
Part A.2).

@ In Australia, it is possible that negative
sustainability impacts may have an
adverse effect on the value of the portfolio
constituents over the time horizons of the
agreement. In such cases, an investment
manager may be required, pursuant to

its duty of care, to consider what steps a
reasonable investment manager would
take in the circumstances (which may
include engaging in stewardship activity

for sustainability impact), even where
the investment management agreement
is silent on investing for sustainability
impact. In doing so, the investment
manager should have regard to the
magnitude of the risk and the degree of the
probability of its occurrence, along with
the expense, difficulty and inconvenience
of taking alleviating action and any other
conflicting responsibilities which the
investment manager may have. (Section
6.1.7 Australia Report)

. In the EU, investment managers must
act honestly, fairly and professionally

in accordance with the best interests of
their clients. When providing investment
management services, an investment
manager must obtain the necessary
information as to the client’s investment
objectives so as to enable the investment
firm to select investments that are suitable
for it as part of the portfolio management
(‘suitability test’). To date, there has been
no explicit legal duty to ask for the client’s
objectives regarding the sustainability of
the portfolio, but ESMA has considered it

a ‘good practice’ for investment firms to
consider non-financial elements and collect
information on the client’s preferences

on ESG factors.”® The MiFID II Delegated
Sustainability Regulation will introduce
obligation for investment firms to ask

for and reflect the client’s ‘sustainability
preferences’ as part of the client’s
investment objectives in the suitability
assessment that guides the investment
decisions.”" For this purpose investment
preferences are defined as a client’s or
potential client’s choice as to whether and,

(b)

if so, to what extent, one or more of the
following financial instruments shall be
integrated into his or her investment

a financial instrument for which the
client or potential client determines

that a minimum proportion shall be
invested in environmentally sustainable
investments as defined in Article 2, point
(1), of SFDR;

a financial instrument for which the
client or potential client determines that
a minimum proportion shall be invested
in sustainable investments as defined in
Article 2, point (17), of SFDR;

a financial instrument that considers
principal adverse impacts on
sustainability factors where qualitative
or quantitative elements demonstrating
that consideration are determined by the
client or potential client. (Section 6.2.2
EU Report)

Discretion to use investment powers to
pursue sustainability impact goals

Investment managers may in some

cases theoretically have the power,

even if not provided for in the relevant
investment management agreement, to
use their investment powers to invest for
sustainability impact on behalf of the Asset
Owner in circumstances where the Asset
Owner would have the flexibility to do so.
However, we are doubtful that investment
managers will do so unless this has been
specifically agreed with the Asset Owner,
particularly where doing so may have
some negative impact on financial returns.
It is unlikely that doing so in a manner
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that is inconsistent with pursuit of the
financial objectives set in the investment
management agreement would ever be
permissible unless there was express and
valid authority to do so in the agreement.

0 In China, where the investment
management agreement is silent on
investing for sustainability impact, there is
some flexibility for investment managers
to exercise investment powers for
sustainability impact. However, investment
managers will be reluctant to consider
factors additional to financial return
absent clear instructions do to so. (Section
6.3.1 China Report)

Legal obligations and discretion to
engage in stewardship and public policy
to pursue sustainability impact goals

Investment managers’ stewardship
activities are by their nature undertaken
on behalf of all their Asset Owner clients
collectively. As discussed at Section
3.6.1(a), it is rarely, if ever, practicable for
a single manager to offer a differentiated
stewardship approach depending on which
client it is acting for.

Ideally, an investment management
agreement will expressly address the
stewardship approach that will be adopted.
Although this is understood to not be
especially common at the moment, in
some jurisdiction there is pressure for
Asset Owners to pay more attention
to this matter. At present, there may
be cases where stewardship has been
delegated to the investment manager
by a client knowing that the manager
has a house-wide stewardship policy,

but the agreement is otherwise silent on
stewardship. If so, subject to the manager
properly concluding that the stewardship
policy it intends to pursue is in the best
interests of its clients, it is unlikely to be
in breach of its duties to clients where

its stewardship activities are designed to
achieve sustainability impact goals that
are reasonably likely to be financially
beneficial or neutral for its clients (for
example, by reducing the potential for
adverse investment impacts from systemic
sustainability risk and transition risk).

Section 3.6.1(b) above mentioned various
market features that could tend to militate
against investment managers using their
investment powers to pursue sustainability
impact goals. Since stewardship is less
likely to have a direct impact on portfolio
composition than a manager’s investment
decisions, the influence of some of these
factors may be less pronounced in relation
to stewardship activities. Others could
nonetheless create incentives for managers
not to devote resources to stewardship (see
further in Part B.4).

& In Australia, where the investment
management agreement is silent on use
of stewardship powers for sustainability
impact, it may nevertheless be possible
for an investment manager to engage

in stewardship activities in relation

to portfolio constituents designed to
reduce negative sustainability impact

if those stewardship activities are
reasonably expected to contribute
positively and directly or indirectly to
the value of the applicable portfolio
over the relevant timeframe. A manager

3.6.4

is unlikely to be permitted to engage

in stewardship activities in relation to
portfolio constituents designed to achieve
sustainability impacts without that
contributing to investment return. (Section
6.2.1 et. seq. Australia Report)

: In the Netherlands, it is possible

to foresee circumstances in which an
investment manager takes a firm-wide
approach to stewardship activity across

all of the portfolios it manages which
involves the manager seeking to achieve
sustainability impact (believing this

to be in the best interests of its clients
generally). While each situation would
need to be considered on its own facts, in
circumstances such as this, where the Asset
Owner’s principal motivation is to access
the manager’s investment expertise and the
Asset Owner has not opted its assets out of
the manager’s stewardship programme, it
would be reasonable to conclude that the
investment manager is authorised to pursue
sustainability impact in this way. (Section
6.1.5 Netherlands Report)

Policy engagement

As regards policy engagement, investment
managers are more likely to undertake
public policy engagement on their own
behalf (although potentially in support
of their market profile with clients and
potential clients), and at their own cost.
A manager engaging in activities of this
sort is likely to need to satisfy itself that
the policy positions it advocates for are
consistent with the interests of its clients,
or that its clients are aware of and have
accepted any potential conflict.
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Legal liability to third parties for
negative sustainability impact of
investee enterprises

This section looks at Asset Owners’
potential liability for any negative
sustainability impact of the companies

in which they invest, where negative
sustainability impact violates relevant
laws and/or causes harm to third parties.”
It also looks at whether investment
managers are likely to be legally liable for
the negative sustainability impact of the
companies they cause Asset Owners to
invest in.

The following discussion does not deal with
Asset Owners’ and investment managers’
liability to their beneficiaries and clients
for the consequences of pursuing or not
pursuing sustainability impact goals.

Their basic legal duties in that regard are,
essentially, addressed in the analysis above.

Where an enterprise causes certain
environmental or social damages (eg
pollution of a river with toxic wastewater
from a nearby battery factory or a
misleading advertisement by a pharma
company contributing to a widespread
harm to patients) most jurisdictions will
impose civil/administrative or criminal
liability on that enterprise and, often, on
the individuals who manage it, or who
took the decisions leading to the damages
in question. The question is whether an
Asset Owner that is an investor in the
enterprise, or the investment manager
who caused the Asset Owner to make
that investment, may also incur criminal
liability (see Section 3.7.1), or a liability to

3.71

pay compensation to those affected (see
Section 3.7.2), or an administrative liability,
eg to implement remediation measures or
to pay for them (see Section 3.7.3).

Neither Asset Owners nor investment
managers will incur liability in any
jurisdiction if the local laws do not impose
liability for the negative sustainability
impact of an investee enterprise. While
certain negative sustainability outcomes
do expose the investee enterprises to legal
liability, this is not always the case.

All jurisdictions recognise a possible legal
risk in certain circumstances for Asset
Owners and, generally to a lesser extent,
for investment managers. However,

the likelihood of any form of liability is
currently remote in most jurisdictions. In
general, an Asset Owner would need to have
the ability to exercise substantive control
over an investee enterprise before the acts
or omissions of the investee company could
be laid at the Asset Owner’s door.

Criminal liability

The systems of criminal liability differs
across the jurisdictions surveyed. In

some jurisdictions, both individuals and
corporations can be criminally liable.** In
other jurisdictions, only individuals can be
criminally liable, but other sanctions can
be applied to corporations.®

For an Asset Owner or investment manager
(or its directors and other managing
personnel) to be held criminally liable

for the negative sustainability impact of

a company in which an Asset Owner has
invested, at least two requirements need

to be met. First, the investee company’s

activity which causes the negative
sustainability impact would need to be
considered a criminal offence under the
applicable legal framework, as is the case
under, among others, environmental laws
in a number of jurisdictions.*® Second, the
Asset Owner’s or investment manager’s
investment in the enterprise concerned
would need to be deemed sufficient to
invoke criminal liability. Depending on

the legal framework, this would require
the Asset Owner or manager to, for
example, have ‘direct involvement in’ or
‘be in control of” the investee company’s
activities, or ‘act as a shadow or de facto
director of the investee company’. As these
standards generally require substantial
involvement in the day-to-day management
and/or the internal decision-making of the
investee company, they will only rarely

be applicable to the Asset Owners and
investment managers with which this
survey is concerned, who generally only
hold minority stakes or debt securities

in their investee companies and whose
ordinary course stewardship activities do
not come close to the exercise of significant
control or influence.

Thus, while in many jurisdictions there

is a theoretical risk of criminal liability
for Asset Owners, or their investment
managers, the risk is currently considered
very remote.

2B In the UK, it is unlikely that an Asset
Owner would be held criminally liable for
the negative sustainability impact of an
investee enterprise. Exceptionally, criminal
liability might exist where an Asset Owner
has direct involvement in the investee
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company’s activities or operations, and
where those are determined to be criminal
under the relevant legislation. In normal
circumstances the arm’s length nature of
relationships between an Asset Owner and
the activities of the enterprises included

in its portfolio makes such a liability

highly unlikely. The risks would be higher
if an Asset Owner had close day-to-day
involvement in and direction over the
activities of the investee company. Liability
is also theoretically possible, for example,

if a nominee director appointed by an Asset
Owner assumed managerial responsibility
over relevant activities of the investee
company. However, only exceptionally would
an Asset Owner exercise the required level
of engagement in an investee enterprise’s
operations. (Section 7.2.2 UK Report)

Civil liability

Asset Owners or their investment
managers could theoretically incur civil
liability to third parties who have suffered
harm as a result of a negative sustainability
impact caused by an investee enterprise.
However, usually that would only happen
in circumstances similar to those in which
criminal liability might arise; where the
Asset Owner, or its investment manager,
has de facto control of the enterprise
concerned. Even then, the claimant would
most likely need to show both that its loss
had been caused by the acts or omissions
of the Asset Owner or investment manager,
that the Asset Owner or investment
manager owed them a legal duty of care
in the way that they exercised their rights
with respect to the enterprise, and that
the harm caused to the claimant was a
reasonably foreseeable consequence of the

acts or omissions of the Asset Owner or
investment manager.

For civil liability to arise, the Asset Owner
or investment manager’s own acts or
omissions (and not merely those of the
enterprise concerned) in relation to the
negative sustainability impact would thus
need to be found to have a sufficient causal
link to the harm suffered by the third
party.”” Depending on the legal regime this
might require the Asset Owner or manager
to ‘exert a sufficient degree of control or
influence’ over the investee company in a
situation where the harm to the claimant
was ‘reasonably foreseeable’, ‘wilfully or
negligently prompt the investee company
to commit a tort’, be ‘in control of the
investee company or its activity’, or have ‘a
significant level of involvement and control
in the day-to-day operations of the investee
company and decision-making’. These
standards generally require substantial
involvement in the day-to-day management
and/or the internal decision-making of the
investee company, which will very rarely
be the case with Asset Owners or their
investment managers.

Thus, while in all jurisdictions civil liability
for Asset Owners could theoretically

arise, the risk is currently considered

very remote except for entities in which
the Asset Owner holds, or the investment
manager’s clients have (and exercise), a
controlling interest. However, there is one
notable exception in relation to Brazil.

@ In Brazil, the Brazilian National
Environmental Policy (Politica Nacional
do Meio Ambiente) establishes strict civil
liability for environmental damages,

meaning that only the chain of causation
between the activity performed by the
polluter and the environmental damage
needs to be verified. The Brazilian High
Court of Justice (Superior Tribunal de
Justica — ST]) held that any party that (a)
fails to prevent, or acts with indifference
to, polluting activities; (b) fails to report
such activities to authorities; (c) finances
those that carry out such activities; or (d)
benefits from such activities, is deemed
to be an indirect polluter. In other
relevant case law, the STJ clarified that
the indirect polluter concept encompasses
all those who have a duty to prevent an
environmental degradation and fail to do
so, profiting, even if indirectly, from third-
party actions that lead to environmental
harm. This far-reaching concept could, in
theory, comprise all Asset Owners which
contribute to companies or projects that
result in environmental damages. So far,
the legal rules have only been tested with
regard to financial institutions. (Sections
7.2.7 et. seq. Brazil Report)

: In the Netherlands, recent case law
indicates that liability for negative
sustainability impact could potentially be
attributed to business enterprises or the
Dutch State on the basis of the duty of
care in the context of the tort article in
the Dutch Civil Code (Burgerlijk Wetboek),
Article 6:162. In addition, the approach of
the courts in the Milieudefensie/RDS*® and
Urgenda®® cases highlights the importance
of ‘soft law’ (such as commonly recognised
industry standards of good practice) in
determining the scope and content of the
duty of care, specifically in the context of
climate cases. Even though we have not
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seen such civil cases against Asset Owners
or investment managers, this does increase
the risk of direct tortious liability for
investors for negative sustainability impact
in the relatively limited circumstances

in which such direct liability could arise.
(Section 7.2.25 Netherlands Report)

9:- In South Africa, Asset Owners ‘in
control’ of an entity or activity which
causes pollution could have criminal

or civil liability under the National
Environmental Management Act,

1998 (NEMA).'* NEMA recognises an
environmental duty of care, placing

an obligation on everyone who causes,

has caused or who is likely to cause
significant pollution or degradation to the
environment to take reasonable measures
to prevent or stop such harm, or where the
harm is authorised under law or cannot
reasonably be avoided, to minimise and/
or rectify such pollution or degradation.
For liability to arise, claimant(s) would
need to prove the elements of a delict
(conduct, wrongfulness, fault, causation
and damage). The likelihood of liability in
negligence for a minority shareholder (as
an Asset Owner or investment manager
would typically be) is remote absent specific
management rights or involvement. (Section
7.2 South Africa Report)

2B In the UK, it is possible that, in certain
limited circumstances, an Asset Owner
could be found to have a duty of care
towards individuals harmed by an investee
enterprise’s acts or omissions which result
in a negative sustainability impact, ie
liability in negligence. While there are now
a number of scenarios in which a duty of
care could be owed by a parent company
in respect of its subsidiary’s activities,'*!
the likelihood of liability in negligence for 3.7.3
a minority shareholder is remote: not only
must the harm caused by the negligent
act or omission have been reasonably
foreseeable, but there must be sufficient
proximity between the parties (ie between
the Asset Owner and the affected third
party) for it to be ‘fair, just and reasonable’
to impose liability to a third party on the
investor entity.'® These requirements are
very unlikely to be met in relation to the
usual activities of an Asset Owner of the
type described in this report.'® (Section
7.2.7 UK Report)

& |1 the US, outside of certain specific
regimes, it is difficult to hold Asset Owners
or investment managers liable to third
parties for the negative sustainability
impact of enterprises in which investments
are made. Such cases have so far been
largely unsuccessful due to constitutional
grounds (lack of standing, justiciability) or
evidentiary grounds (difficult to prove that
alleged tortious behaviour caused negative
sustainability impact). (Sections 7.2.1 et.
seq. US Report)

The risk of civil liability for investment
managers is even more remote than

for Asset Owners. While it is true that
investment managers often take decisions
with respect to the exercise of votes
attaching to the Asset Owners’ portfolios
and engage in stewardship more broadly,
this will rarely be the case except in the
exceptional situations where an Asset Owner
has a controlling interest in an enterprise.
Responsibility vis-a-vis governmental
authorities

This section deals with obligations of
private persons including corporate entities
vis-a-vis governmental authorities; such as
the obligations of a polluter to implement
or pay for remediation measures are
administrative legal obligations.'* In

civil law jurisdictions this is known as
‘administrative liability’; in common law
jurisdictions, those would be categorised as
civil (as opposed to criminal) liability.

In principle, Asset Owners or investment
managers could be subject to such a
liability for the negative sustainability
impact caused by an investee enterprise in
legal systems and in circumstances where
the state can look through a corporate
entity and pursue those who control it for
a remedy (‘piercing the corporate veil’).
Pollution of land is a particular example.

While EU law does not directly govern
administrative liability for negative
sustainability impacts, Directive 2004/35
on environmental liability (Environmental
Liability Directive)'® has established

a framework of strict environmental
liability based on the ‘polluter-pays’
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principle for certain cases.!® Under the
Directive, member states are to oblige
‘operators’ of certain activities which

have caused environmental damage to,
inter alia, implement remedial measures
and bear the costs for those measures.'”’

It does not, however, provide for claims

by private parties against the polluters.'%®
An ‘operator’ is broadly defined as, ‘any
natural or legal, private or public person
who operates or controls the occupational
activity or, where this is provided for in
national legislation, to whom decisive 3.7.4
economic power over the technical
functioning of such an activity has been
delegated, including the holder of a permit
or authorisation for such an activity or

the person registering or notifying such

an activity.”'® Asset Owners or investment
managers could in theory, depending

on the size of their investment relative

to other shareholders in the relevant
investee enterprise, be regarded as either
controlling its activity or as having decisive
economic power over the technical
functioning of such an activity.!'® (Sections
7.1.6-7 EU Report)

9:- In South Africa, certain environmental
statutes require the development of certain
infrastructure to be authorised prior to
development and failure to obtain the
requisite authorisation would attract
significant sanctions. If a person fails to
comply with the duty of care or permitting
obligations imposed by these statutes, the
environmental perpetrator may have to
pay a fine and/or remedy the harm done to
the environment. The term ‘administrative
liability’ is not specifically used in South

African legislation, however administrative
fines are imposed in terms of NEMA (ie
officials impose fines administratively
without the intervention of the court).
Separately, direct clean-up/remediation
liability can be incurred where a person
causes or negligently fails to prevent
pollution. However, there would need to be
some element of ‘control’ or involvement
at operational level by the Asset Owner

or investment manager to incur liability
(Section 7.2.4 South Africa Report)

OECD Guidelines

There is currently a developing trend

of complaints being made by NGOs

to regulatory bodies on the basis of
alleged breaches of the OECD Guidelines
for Multinational Enterprises (OECD
Guidelines). The OECD Guidelines

are recommendations addressed by
governments to multinational enterprises
operating in or from adhering countries.
They provide non-binding principles

and standards for responsible business
conduct in a global context consistent
with applicable laws and internationally
recognised standards.

Complaints of this sort, usually allegations
of non-disclosure or contribution to
environmental damage, are not part of

a legally binding process but have the
potential to cause significant reputational
damage, and the usual outcome is for the
parties to reach agreement on addressing
the conduct concerned.

Governments adhering to the OECD
Guidelines are required to set up a National
Contact Point (NCP). These are intended

to provide a mediation and conciliation

platform for resolving practical issues that
may arise with the implementation of the
OECD Guidelines or their non-observance.

There are examples of complaints against
financial investors under these guidelines,
and they could be a source of reputational
risk for Asset Owners or investment
managers, either directly or indirectly if
they are identified as a significant investor
in the offending enterprise. They do not,
however, carry any direct risk of financial
exposure for Asset Owners and investment
managers, and there are no examples to
date of specific complaints being made
against non-controlling shareholders in
multinational enterprises, as opposed to
the enterprises themselves.

@ In Australia, NGOs are increasingly
making complaints to Australia’s NCP
alleging breaches of the OECD Guidelines.
Though complaints have not yet been
made against Asset Owners or investment
managers,'!! the Australian NCP is
currently considering a matter involving
a bank’s financing of an entity linked

to forcible evictions and human rights
abuses, and a number of other similar
matters have been brought indicating
some potential for future complaints to
be made directly against Asset Owners

or investment managers.'? (Section 7.2.6
Australia Report)
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S In the Netherlands, there have been
three complaint procedures under the OECD
Guidelines initiated by NGOs against Dutch
banks — one against Rabobank and two
against ING Bank.'* The complaints mainly
focus on the banks’ financing role in relation
to business enterprises, which evidences
that complaints of this sort could also be
levelled at Asset Owners if their involvement
in negative sustainability impact enterprises
were sufficiently significant.

The basis for one of the complaints
against ING by a number of NGOs

was that ING continued to provide
significant investment to parties in the
fossil fuel sector (eg the coal industry),
breaching the OECD principles relating
to environment and climate. The NGOs
argued that ING should publish its total
carbon footprint (including indirect
emissions as a result of ING’s loans and
investments) and ambitious, concrete
and measurable emission reduction
targets for its loans and investments.
The procedure before the Dutch NCP
resulted in a statement by the NCP that a
further dialogue between the NGOs and
ING was justified.

The other two complaints procedures
relate to Rabobank’s and ING’s business
operations in relation to palm oil
plantations. In short, a number of NGOs
argued that financial institutions such

as Rabobank and ING should make
more effective efforts to mitigate or
prevent the adverse impact of palm

oil plantations through their business
(lending) operations. In its final
statement in the complaint procedure
against Rabobank the NCP inter alia
stated that financial institutions have a
responsibility of their own to exercise
individual leverage to seek to prevent
or mitigate the impact of their business
conduct and respond to identified
adverse impacts through engagement or
potentially divestment. '*

The complaint procedure against ING is
still ongoing and in January 2020, the NCP
issued a statement that this complaint
merits further consideration and that it
will facilitate a dialogue to bring parties to
agreement on possible improvements to
ING’s due diligence policies and practices
regarding palm oil business financing, and
to assess its involvement with actual or
potential adverse impacts to determine the
appropriate responses.'’® (Sections 7.2.27-33
Netherlands Report)
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4. DO EXISTING MARKET FEATURES CREATE A RISK THAT SUSTAINABILITY FACTORS ARE GIVEN
INSUFFICIENT WEIGHT BY INVESTORS IN COMPLYING WITH LEGAL DUTIES?

As noted previously, what legal rules
require or permit in relation to IFSI turns
not just on what they ‘say’ (their ‘black
letter’), but also the circumstances in
which they are applied. Among other
things, these circumstances may limit
what is possible, for example, as a technical
matter or in terms of cost (see Part A.2).
However, the surrounding circumstances
can also influence decisions that get made
about how to follow rules in practice by
affecting what is thought to be relevant to
those decisions.

Box 5:

How accepted market practice can affect
the way legal rules apply

The role of accepted market practice in official
construction of legal rules

While there will be differences of emphasis
between jurisdictions, if an investor were accused
of breaching its duties, a court or regulator would
be likely to consider all relevant circumstances
including many of those outlined in Part B.2.2.
However, in addition to these, the court or regulator
may also assess the actions of the investor by
reference to established professional practice.
Where an investor has reached conclusions and
done what would be considered appropriate by
a respected body of professional practice, then a
claim is generally less likely to succeed.

This means that legal obligations are likely to adjust
in the light of changes in professional practice. For
example, a greater professional consensus that
more account should be taken of sustainability
factors could lead to a stronger obligation to do so.
Conversely, professional practice could also create

First, the circumstances in which rules
are applied can frame the decisions of
those to whom they apply about what
the rules require or permit. If existing
market features do draw attention away
from sustainability factors, then it could
mean that investors do not pay sufficient
attention to them in complying with
duties or exercising discretions,
including decisions on whether to
engage in investment activities within
the scope of IFSI.

Secondly, in considering whether an
investor has complied with its legal

inertia; for example, if the professional mainstream
were to remain focused on short-term financial
factors it could result in investors feeling less
confident from a legal perspective that they are
complying with their duties by giving weight to
longer-term sustainability factors.

However, in taking account of professional practice,
courts and regulators are likely to recognise that
there are various schools of professional thought,
that different groups of professional opinion may
favour some approaches over others in a given
situation, and that current market practice may not
in fact be appropriate or should only be relied upon
discerningly. Consequently, investors should be
careful to understand the limitations of professional
theory and practice and not follow it in ways that
are inappropriate. They also need to be aware of
how it may be changing. This Section 4 highlights

a number of ways in which current market practice
and investment theory could potentially exert an
influence on investors that is not necessarily aligned
with their duties as they concern the pursuit of
sustainability impact goals.

duties, a court or regulator may, among
other things, assess the investor’s actions
by reference to established professional
practice (see Box 5). Where an investor
has reached conclusions and done what
would be considered appropriate by a
respected body of professional practice,
then a claim is less likely to succeed.
Consequently, if sustainability factors
are being inappropriately underweighted
in the course of existing market practice,
then legal duties could unintentionally
add impetus to that because of the way
those duties interact, or are believed to
interact, with market features.

Market practice and the market application of
legal rules

Investors may also sometimes mistakenly believe
that legal rules require them to follow a particular
market practice or theory in a way that those rules
do not. Some of the prolonged debate surrounding
the integration of ‘material’ ESG factors in the
investment process as compared with the pursuit
of ‘risk-adjusted return’ (understood in terms of
portfolio theory and performance against traditional
benchmarks) may be an example of this. Indeed,
the expression ‘risk-adjusted return’ is associated
with contemporary portfolio theory (the risk being
referenced is, essentially, volatility risk and does not
cover, for example, systemic risk). While sometimes
used in discussing compliance with legal duties,
the expression is rarely used in articulating the
duties themselves, which tend to be more neutrally
drafted; in other words, legal rules requiring
investors to seek to achieve a financial return do not
necessarily require investors to do so by applying
modern portfolio theory even if language used by
some market participants to describe investor duties
might be taken to suggest otherwise.
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If existing market features do create a

risk that sustainability factors are given
insufficient weight in investors’ decisions,
investors need to understand the issue and
ensure that they nonetheless comply with
their duties. There may also be a role for
policymakers (Part C.2).

In the many discussions we have had

with market professionals while working
on this project, it has frequently been
suggested that there are certain market
features that result in sustainability
factors being underweighted. We are

not investment professionals and this

is a legal project, so the following is not
based on an in-depth review of market
practice or investment theory and our
conclusions are necessarily somewhat
tentative. However, for the reasons
outlined below, it does seem plausible that
the market features described do create

a risk that sustainability factors are not
given sufficient weight in by investors in
practice. That said, we anticipate that there
will be a range of views on this topic.

4.1

If there is such a risk, the issue merits
further attention from policymakers,
investment theorists, and asset owners,
investment managers and their respective
consultants (including lawyers) to ensure
that institutional investment is achieving
its goals and that those taking investment
decisions comply with their duties. We
have been told on a number of occasions
while working on this project that the
risk of sustainability factors not receiving
sufficient weight in the investment process
results from ‘modern portfolio theory’.
The assumptions behind current portfolio

theory may indeed be involved and need
more scrutiny. However, a more complex
interplay of informational, behavioural,
commercial and legal factors seems to be
at work.

The following outlines potential issues
that have been drawn to our attention.
However, we start with a brief look at the
critical connection between investment
objectives and the weight given to any
factor in pursuing them.

Relationship between investment
objectives and the weight given to
sustainability factors

The idea of a particular factor not receiving
sufficient weight in a decision only makes
sense by reference to the objective of the
person making the decision — their goal or
purpose. This determines which factors are
relevant to the decision and their degree of
relevance. A person visiting a shop to buy
breakfast cereal does not need to check out
the cheese counter to come to a decision.
However, they might consider the contents
label on different cereal boxes, as well as
price, to select the cereal that most suits
their goals. For some, the sugar content or
whether the ingredients are organic may
be more relevant to their objective than
for others. A person may not make a good
decision if a box does not give them the
necessary information.

This report has identified two broad sets of
objectives that investors might be pursuing
when investing for sustainability impact:
first, IFSI could be a step in delivering a
financial return (instrumental IFSI) and,
secondly, an investor could be seeking to

realise a sustainability impact goal partly
for its own sake (ultimate ends IFSI). The
following section principally considers
whether market features create a risk in
relation to the first: taking in isolation
legal duties to secure a financial return,
could market features lead to sustainability
factors being underweighted in discharging
those duties including, for example,

duties to treat fairly different cohorts of
beneficiaries some with shorter and others
with longer-term interests in the relevant
investment arrangement? In particular, the
issue is:

(a) whether certain market features
result in the near-term financial
performance of investment portfolios
being prioritised over longer-term
performance (on the understanding
that it is in the longer-term that
sustainability factors are more likely
to have a material impact on financial
performance); and

(b) whether these market features could
also limit attention to sustainability
factors which could have an impact
within a shorter timeframe, by
narrowing the range of factors that
are commonly taken into account in
investment decisions.

If market features do create these risks,
it is reasonable to suppose that they may
also militate against the exercise of any
discretion which may exist to engage in
ultimate ends IFSI.

The market features concerned bear most

directly on investors’ use of investment
powers. However, they are also relevant
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4.2

4.2.1

to investors’ decisions to address
sustainability issues in their stewardship
and public policy activities. For example,

if investors are unaware of the potential
impact of sustainability factors they cannot
address it. Further, improved sustainability
outcomes through stewardship and policy
activity are only likely to be achieved over
the long-term, and a short-term focus is
not well aligned with this.

Market features and the risk that
sustainability factors are given
insufficient weight in complying with
legal duties

A number of market features are
considered individually below, but they are
inter-related.

Transparency and uncertainty about
potential impact of sustainability
factors on investee enterprises

Most investors are likely to accept that
sustainability factors can be a source of
risk both to the financial performance of
particular investee enterprises and to the
systems on which those enterprises and
whole markets depend. However, it is not
possible for investors to assess and address
sustainability risks and opportunities
without adequate reliable information both
as to the nature and severity of the risks
for the system as a whole and in relation to
individual portfolio investments. There are
various interlocking issues here including
(a) whether the information is available

but not being adequately disclosed, (b) the
possibility that relevant data may not yet
exist and needs to be generated, (c) the fact
that some sustainability-related risks do not

lend themselves to easy quantification, and
(d) the fact that the long-term consequences
of some risks are not easily foreseeable.

Climate change is currently the most
obvious and pressing sustainability

issue for most investors. Yet, even in
relation to this widely recognised risk, it

is acknowledged that markets currently
have insufficient information either as to
the nature and severity of the ultimate
risks if carbon emissions are not reduced
as agreed in the Paris Agreement or as to
the financial and business implications of
the transition to carbon neutrality."® For
example, there may be ways of predicting
how sea levels could rise at certain degrees
of global warming, but the extent of that
warming may not be easily predictable and
the secondary implications, such as those
resulting from potential social disruption
and ‘climate migration’ are even less so.
However, climate change is not the only
sustainability risk.

In recognition of the need for better
information, as noted in Part A.2,
considerable work is underway to enhance
and standardise corporate disclosure

on sustainability issues more broadly.
However, this will not necessarily address
the kind of uncertainties mentioned above.
In any event, as things stand, without
adequate information or consensus on

the sustainability risks confronted by
investee enterprises and their strategy for
responding, it is reasonable to suppose
that sustainability factors are not receiving
sufficient attention from investors or those
providing services and advice to them and
are not reflected adequately, or at all, in

share prices. The issue concerns the quality
and usefulness of available information
(including the ability to compare data from
individual investee companies) as much as
or more than its quantity.

Indices and benchmarks

If the price of individual investments
systematically takes insufficient account
of sustainability factors, then those factors
will also not be fully reflected in the value
and performance of indices in which those
investments appear. There are potentially
strong incentives on investors to ‘follow
the market’s lead’, as represented by these
indices, creating a risk that sustainability
factors will also therefore receive
insufficient attention in the management
of their portfolios.

The level of an investment index is a
number showing the variation in the
market prices/values of some specified set
of investments or other financial factors
since a chosen ‘base’ period. Traditionally,
the purpose of indices was to provide a
guide to the economic performance of
and sentiment in a particular market or
economic sector. The selection of index
constituents is typically based on pre-
determined rules.

Indices are commonly used as benchmarks
in the investment sector. Benchmarks
perform an additional function as a point
of reference for performance measurement
and evaluation, in particular, in assessing
progress towards achieving a given
investment goal or objective.!!”
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Consequently, if an index measures the
price-based performance of a market or
sector in which the market prices of index
constituents do not adequately reflect

the exposure of the relevant businesses

to sustainability factors, and that index

is used as a portfolio benchmark, the
benchmark will provide a basis for action
and measurement that also does not give
sufficient weight to sustainability factors.
If, as a result, the portfolio comes to reflect
the composition of the index, the return on
the portfolio will have a similar exposure
to the risks created by sustainability factors
so that it is potentially unsustainable over
the longer term.

Indices and benchmarks are extremely
important in investment practice,
particularly in decisions on portfolio
composition. Modern portfolio theory (see
further below) has had a major influence
on this. However, they would have a role
in investment practice even without

that. The potential implications for how
sustainability factors are taken into
account in the context of two of the main
functions of indices and benchmarks are
as follows.

(a) Passive investment management.
Indices provide a basis for running
passive investment portfolios, investing
in the index constituents in the
proportions represented in the relevant
index. Consequently, an investor will
be financially exposed to sustainability
risks where its portfolio tracks an
index that does not adequately reflect
those risks. Whether that also creates
legal risks for the investor will depend

on the nature of its legal duties.
However, there could be legal risk
even for those obliged to do no more
than track the relevant index unless
they have made clear to beneficiaries
that this means the beneficiaries have
a financial exposure to sustainability
risks. While index tracking leaves an
investor with little or no discretion to
use its investment powers to pursue
sustainability impact goals, it does not
prevent the investor from undertaking
stewardship or public policy
engagement, although the extent of
portfolio diversification involved may
affect incentives to do so (see Box 6).

Active investment management.
Benchmarks have a key role in active
portfolio construction and performance
measurement. Where the benchmark
index does not adequately reflect the
potential impact of sustainability
factors, those factors may also,
therefore, not receive sufficient weight
in the way the portfolio is managed, at
least in relation to investment decision-
making: effectively, it creates a pressure
to over-weight short-term profit-taking
even though the crystallisation of
sustainability risks could result in
short-term gains proving to be illusory.
However, again, an investor can

still engage in sustainability-related
stewardship or public policy work

to address the risk. Depending on

the precise approach of the relevant
investor, the benchmarks it adopts

or against which its performance is
measured may effectively function

as a starting point for portfolio
selection. Benchmarks are also used
as a way of targeting and assessing

the level of ‘active risk’ an investor is
undertaking (ie broadly, the additional
risk of diverging from the benchmark
in the interests of outperforming

the benchmark). As a result, risk
measurement in an investment context
can become too closely associated
with the risk of not performing
against benchmarks rather than the
risk of not providing an appropriate
investment return for beneficiaries,
with insufficient regard to the role of
sustainability factors in that.

Consequently, unless it is possible to
conclude that market prices/values
underlying a benchmark index already take
sufficient account of the impact of relevant
sustainability factors, there is a weakness
in one of the investor’s key tools to assist

it in realising its objectives. Especially for
investors with longer-term investment
objectives, the idea that the most commonly
used benchmarks do adequately factor in
relevant sustainability risks requires one

to believe that the market in all material
respects perfectly anticipates the nature
and extent of the risks. Given the problems
highlighted above with the quality and
usefulness of sustainability related
information and fundamental uncertainties,
that does not seem a reasonable belief.

Yet, for some of the reasons highlighted
below, market factors and portfolio theory
may nonetheless create an environment

in which investors are reluctant to diverge
from benchmarks.
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The level of diversification involved where
portfolios are closely aligned with
mainstream market benchmarks could
reduce investor attention to sustainability
factors in other ways. This is considered
further in Box 6.

Investment time horizons and
performance measurement periods

The longer the period by reference to
which a portfolio is being managed, the
more likely it is that sustainability factors
will be relevant in some way. Yet it is often
suggested that there is an issue of short-
termism in investment markets.!"® Focus on
short-term investment performance could
be driven by a combination of factors.

For example, in some cases legal duties, some
reflecting structural factors, may prioritise
investment with a shorter-term focus:

(a) where there is an extreme adverse
market event, investors may conclude
that they are legally required to take
short-term decisions to protect the
value of their portfolio whatever their
overarching investment time-horizon;

(b) investment objectives may be framed
in ways that emphasise shorter-
term investment performance; for
example, the investment objective of
a mutual fund could be referenced to
a particular market benchmark (as to
which, see Section 4.2.2 above);

(c) investors, such as pension funds, with
duties to beneficiaries in the long-term
are likely also to have beneficiaries
with shorter-term financial needs
which they are also under a legal

duty to meet; as noted in Part B.2,
Box 1 they may need to perform a
challenging balancing act;

(d) where an investor with longer-term
financial investment objectives appoints
an investment manager, it is unlikely
as a legal matter to be able to bind
itself to use that manager throughout
that longer term, regardless of its
performance. It is usual to appoint for
much shorter periods. This and the
other legal terms of the manager’s
appointment are likely to mean that
the manager’s investment objective
and the periods by reference to which
its investment performance will be
measured are shorter than those that
apply to the investor (see further on the
challenges created by intermediation,
below);!*® and

(e) in some cases, investment restrictions
that apply to asset owners, for
example, that are designed to
ensure liquidity so that beneficiary
entitlements can be paid when due
or to limit investment management
expenses, may mean it is difficult to
make investments that are illiquid in
the short-to-medium term or which
may also involve higher levels of
management expenses.'?

Further, even where an investor has long-
term financial objectives, it may not be
easy in practice to assess its performance
in progressing towards them, as compared
with considering its shorter-term historic
performance. Unless short-term under-
performance can be explained by reference

4.2.4

to investments that will pay off in the
longer-term (and which could not have
been secured but for the decisions that
have led to the shorter-term under-
performance) how can one be confident
that short-term under-performance is not a
sign of mismanagement?

In addition, simply as a matter of human
nature, an investor’s performance

in generating a financial return will
inevitably be compared with the
performance of relevant investment
markets, other investors and similar
funds, even if there is little obvious
reason to do so considered from the
perspective of its long-term investment
objectives. Regardless of their legal duties,
the individuals or firms responsible for
managing a portfolio may therefore fear
that their appointment will be terminated
where performance falls short by reference
to these shorter-term criteria. This would
give them an incentive not to stray too far
from common performance benchmarks
and approaches adopted by other investors,
diverting attention from the fundamental
value of enterprises and sectors in which
they invest.

The challenges created by
intermediation in the investment
process

The difference between asset owners’
overarching investment objectives and

the shorter-term investment objectives
they have to set for their investment
managers was highlighted above (Section
4.2.3). Investment managers are generally
appointed for periods that are shorter than
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the overarching financial objectives of
the asset owner and, consequently, their
performance is assessed by reference to
that shorter timeframe and periodically
during the term of their appointment.

It seems inevitable that these shorter

time horizons could tend to result in
managers focusing on their short-term
performance relative to other managers,
rather than working to increase the long-
term value of portfolio assets. In addition,
investment managers’ fees are often set as
a percentage of the value from time-to-time
of the assets under their management.
This could incentivise them not to select
assets they believe may underperform in
the short term even if there is potential for
longer-term upside consistent with their
client’s long-term investment horizon.

Likewise, there is an argument that
investment managers may not be
sufficiently incentivised to undertake
stewardship or policy engagement if
the benefits (in terms of portfolio value
enhancement or protection) are likely to
be realised long after the period of their
appointment. Investment managers may
also face client conflict issues in relation
to stewardship, in particular if different
clients are best served by differing
engagement approaches.

That said, investment managers generally
aspire to be reappointed so that the
aggregate period of their appointment
could effectively be long-term. Further, we
are told by asset owners that the quality
of an investment manager’s sustainability
stewardship and wider engagement

activities is emerging as a distinguishing
competitive feature in the award of future
mandates as more clients recognise the
need for this capability.

For these reasons, asset owners should
recognise that investment managers are
unlikely to be naturally focused on the
longer term, and so will need to take
extra care to ensure that the terms of
the manager’s appointment (or, where
the manager’s expertise is accessed

by investment in a mutual fund, the
way the fund is operated), the way the
relationship runs in practice and the
commercial incentives involved are, so far
as possible, aligned with the asset owner’s
financial objectives and legal duties. In
addition to the manager’s expertise in
investment selection, asset owners may
to need to consider its stewardship and
policy engagement capacity where these
are needed in pursuing the asset owner’s
investment objectives. Asset owners
should recognise that the mismatch in
time horizons between them and their
investment managers has the potential
to create a structural obstacle (which
asset owners need to work to overcome)
to effectively addressing systemic risks
of a sort that could impact portfolio
performance in the long term.
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4.2.6

Short-term trading activity

Even if markets were perfectly informed
about sustainability exposures, short-term
investment prices and their volatility are
not necessarily the result of fundamental
assessments of enterprise value.

A significant portion of the turnover

in public investment markets involves
short-term trading. There are conflicting
views about whether this activity results

in a truer valuation of the underlying
enterprises, but it is doubtful that much of
it is focused on longer-term issues such as
sustainability factors.

Nonetheless, prices formed in this way
influence wider investment activity, for
example, because they are reflected in
common portfolio benchmarks (see section
4.2.2 above) or price and volatility data is
used in portfolio modelling (see section
4.2.6 below). Investors of the sort covered
by this project would not routinely engage
in short-term trading. It is nonetheless
reasonable to suppose that it could drive a
greater focus on shorter-term factors.!*!

Portfolio theory

Prevailing portfolio theory has tended to
focus attention on managing risk and return
at investment portfolio level, structuring
the portfolio as a whole to realise the

most efficient ‘risk-adjusted return’. This

is fundamentally important for investors.
Nonetheless, in addressing risk at a portfolio
level there is a question as to whether it
could result in insufficient attention to

risks posed at individual enterprise level by
sustainability factors and to the systemic
risks to which a portfolio is exposed.
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Current investment practice and risk
management has been heavily influenced
by various models and theories, which can
loosely be described as ‘portfolio theory’ or
‘modern portfolio theory’.'?> The expression
‘modern portfolio theory’ harks back to the
work of Harry Markowitz, the key insight of
which has been that portfolio diversification
can (as long as the portfolio constituents

are not correlated) reduce investment risk
at portfolio level without reducing the
expected investment return.'?

Portfolio theory has since built out
considerably from that. Elements of
contemporary portfolio theory include:

(a) the ‘efficient market hypothesis’,
which is based on the common-sense
observation that investors tend to act
on available information so that it
is reflected in the price of securities,
but which, in some forms, takes that
further to propose that market prices
reflect all relevant information (with
the implication that it is difficult for
an investor to outperform ‘the market’
consistently over the longer-term);'**

(b

the ‘capital asset pricing model’ or
‘CAPM’, which seeks to predict, using
a formula, the relationship between
the risk of an asset and its likely
return, allowing an investor to assess
whether the return it has achieved is
appropriate given the risk undertaken
(risk being taken as the volatility of
the returns on an investment relative
to those of other investments in the
market, the greater the price variations
the more risky the investment); and

(c) ‘value at risk’, which seeks to assess
the loss that could be incurred upon
the occurrence of an event that
could result in a material change in
investment prices.

Applied discerningly, these sophisticated
theories and models provide a powerful set
of investment tools. This helps to account
for their widespread use. However, they
also suffer from well-known limitations,
some of which were brutally exposed by
the 2008 financial crisis.'? They therefore
need handling with care. Some of those
we have spoken to over the course of

the project have suggested that market
operators are not always doing that.'?®

If so, this is potentially important for

the subject of this report in particular,

if it leads to sustainability factors being
underweighted in investment decisions in
a way that is inconsistent with discharging
legal duties. Limitations that seem
relevant to that incl