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ESG Integration: How Fiduciary Managers
stack up

Whilst the recent fiduciary management industry focus has been on the
results of the CMA review, in this note we step back and highlight the
important topic of ESG integration and provide an overview of its application
within fiduciary management.

Society is placing greater emphasis on companies behaving in a responsible way. This expectation
extends beyond the company’s direct activity, permeating the supply chain and knock-on impact of its
operations. Pension schemes are now legally required to document their approach towards managing
material non-financial risks and in October 2020 will have to start reporting on how this is being
implemented. Appropriate management of material risks associated with Environmental, Social and
Governance (ESG) issues within the selection and ongoing stewardship of assets is not a ‘nice to have’,
it is a fundamental component of investment management.

ESG integration and stewardship within fiduciary management

 We define ESG integration as being the consideration of ESG risks when deciding whether or not to invest in a
company. Stewardship is then the activity of voting and engaging with the company you are invested in, to steer
it in the desired direction. Both aspects are now widely accepted features of good quality asset management.

e As pension scheme trustees use the expertise of investment managers to invest their assets, they also
delegate the important aspect of integrating ESG factors and the stewardship of their assets to their
investment managers. Whilst in the past this was considered a satisfactory approach, there is an increasing
focus from policy makers requiring asset owners, i.e. trustees, to take a more active role. This is highlighted
in the update to the voluntary Stewardship Code by the Financial Reporting Council and the recently
introduced DWP requirements, which we view as just the beginning of a wave of regulations to come.

¢ Fiduciary managers surveyed control over £170 billion of assets - around 90% of UK fiduciary mandates.
Depending on the level of delegation, trustees may not have control over the selection of underlying managers
utilised in their portfolio. They are therefore reliant on the fiduciary manager’s (‘FM’) approach to incorporating
ESG unless they have a bespoke policy being implemented on their behalf. This means that it is crucial that all
pension scheme trustees understand the processes and practices employed by their investment or fiduciary
managers to ensure that the approach employed is aligned to trustees’ stated approaches and their expectations.
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Being a step removed from the portfolio construction
process makes it vital that pension scheme trustees are
comfortable with their fiduciary manager’s approach

to ESG integration.

Sarita Gosrani
Head of ESG, XPS Investment
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Assessment of ESG integration in
fiduciary management

As part of our ongoing FM Watch research we have carried out detailed analysis on 16 firms
that have a fiduciary management offering through a combination of detailed questionnaires
and face-to-face meetings over the second half of 2019. Our assessment was focussed on

4 key elements:

in practice of assets

1 Philosophy

We explored the extent to which ESG featured within the FMs’ overall mind-set.

1Philosophy ‘ ESG integration ‘ Stewardship ‘ 4 Climate change

At a headline level, all of the FMs we surveyed have a formal policy relating to the incorporation of ESG within
their processes. All FMs believe that ESG considerations can improve risk-adjusted returns.

With this in mind, it is no surprise that a vast majority of FMs have dedicated ESG teams and resource to
help drive their efforts across their respective firms. We found however that size, experience and interactions
of the ESG team with the wider investment teams and key decision makers vary across FMs. For example,
the size of ESG teams ranges from 3 to around 40.

A number of FMs also reflect ESG integration in staff objectives and/or remuneration. This is a growing theme
in the industry, which we believe is positive and reflective of a firm’s commitment to ensuring ESG is embedded
in their processes.

The below chart captures the approach taken by the different FMs in relation to specific aspects.

Do you believe integrating ESG considerations

improves risk adjusted returns? Yes
Do your staff KPIs and/or remuneration
refer to ESG? Yes No
0% 20% 40% 60% 80% 100%
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We find that there is strong positive momentum amongst FMs to formalise their approach
and dedicate resource to this area. However, firm-level policies should not be used in isolation
to evidence the application of ESG within the underlying portfolios. In our experience,

the assumption that firm-wide policies are universally applied across a fund management
organisation is often ill founded. This has contributed to the theme in the broader investment
industry known as ‘greenwashing’, where asset managers claim to employ responsible
investment practices but in fact do not.
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2 ESG integration in practice

This area is arguably the most important and draws out the greatest distinction between the various FMs.

As the majority of FMs construct portfolios by investing in third party funds, undertaking due diligence in
respect of ESG considerations within underlying funds is the primary means that ESG is incorporated and
should form a core part of the firms’ manager selection and portfolio construction processes.

All the FMs we surveyed employ some form of analysis or scoring methodology to assess the underlying
managers’ responsible investing capabilities - once again, an indicator of positive momentum.

The methodologies however, differ depending on the FM’s capabilities, availability of resource and overall
view. For example, whilst most managers say they integrate ESG across all asset classes, upon closer
inspection we found that equities had the highest coverage but the extent to which it is incorporated within
fixed income and alternatives varies by manager.

The true contrast however comes through in how the ESG ratings are subsequently used by FMs. Only three
FMs currently exclude underlying funds that receive their lowest ESG ratings based on their due diligence.
However, a handful of FMs signalled towards making changes to their research process in the future to take this
sort of approach. We also observed that the demand on FMs for greater ESG integration from their European
clients has had a beneficial impact on their overall approach.

Most of the FMs surveyed have the capability to implement bespoke solutions to reflect specific Trustee views
or ESG policies particularly for larger clients. However, schemes below £250m tend to be put in ‘one size fits
all’ solutions with few options to reflect their specific views in terms of the selection of funds that might fit a
desired ESG approach. This could however change as demand for such solutions increases.

The below chart captures the approach taken by the different FMs in relation to specific aspects.

Do you give an ESG rating to funds in all asset
classes held in clients’ portfolios?

Do you exclude all managers who have been

assigned your lowest ESG rating? Yes
Do you have experience creating a bespoke client Yes
solution factoring in their specific ESG views?
0% 20% 40% 60% 80% 100%
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Assessing a Fiduciary Manager’s approach to integrating
ESG should form an integral part of any tender or
retendering being undertaken in relation to the CMA Order
and be monitored on an ongoing basis.

Charlie Stewart
Investment consultant

"2 XPS View

As the fund management industry is quickly catching up on the application of ESG within all
asset classes, we expect that FMs will follow. Furthermore, we expect more FMs to start taking
a stronger stance to engage more proactively with underlying managers that have responsible
investing practices, with the possibility of exclusion. This will, in turn, start to raise standards
and drive positive practices across the industry.
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3 Stewardship of assets

taken below:

Portfolio
construction

Typical
stewardship

FMs that use third party
funds and do not have
power of attorney
over assets

Delegate all voting and
engagement activity to
underlying funds

FMs that use third
party funds and have
power of attorney
over assets

Influence voting and
engagement activity
in underlying funds

FMs (typically asset
managers) that use third
party funds but have
dedicated resource for
stewardship activities

Influence voting and
engagement activity
in underlying funds

Stewardship is the responsible allocation, management and oversight of capital to create long-term value
for clients and beneficiaries leading to sustainable benefits for the economy, the environment and society*.

It encompasses two elements: voting on equity holdings and engaging with companies to drive better
practices. How a pension scheme’s assets are overseen by investment managers is a key element of
responsible investing and is drawing significant attention in the industry, as reflected in the update to the
2020 UK Stewardship Code. Furthermore, engagement is not limited to equity holdings and is a powerful
tool that must be used within all asset classes to drive sustainable risk-adjusted returns.

The extent to which FMs can vote and engage effectively is influenced by the way that they construct their
portfolios and the underlying governance model or resource available. We categorise the primary approaches

Approach 1 Approach 2 Approach 3 Approach 4

FMs (typically asset
managers) that use
internal funds and have
dedicated resource for
stewardship activities

Directly responsible
for voting and
engagement activity

within underlying funds

A large proportion of FMs that sit in approaches 1, 2 and 3 delegate stewardship of assets to the underlying
managers. This highlights the importance of the due diligence on the underlying managers to ensure that
their voting and engagement practices are aligned with the FMs’ and trustees’ overall policy.

It was refreshing to find some FMs that are proactive in their stewardship efforts where they either utilise
the expertise of third parties or have resource dedicated specifically to this area such that they can actively
engage with underlying managers on stewardship matters.

Investment managers with FM offerings naturally have an advantage in this space, as they are able to lean on
their internal resource and expertise. However, it must be noted that the investment industry as a whole is still
evolving to raise the standard of practices in this space.

The below chart captures the approach taken by the different FMs in relation to specific aspects.

Do you actively influence voting activities of

underlying assets/managers? Yes No
Do you engage with third party managers to Yes No
encourage an improvement in their ESG rating?
Do you engage with underlying companies Yes No

on ESG issues?

0% 20% 40% 60% 100%

* Source: Financial Reporting Council
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Whilst the headline numbers appear to show there to be wide adoption, our detailed findings
suggest that there is a lot more work to be done by the FMs in this space. As the majority of FMs
are not directly responsible for undertaking stewardship activities on assets, they need to make
a sustained effort to ensure that the underlying managers they invest in are good stewards of
assets rather than just assuming that this duty is being discharged satisfactorily.
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4 Climate change

This year, for the first time, environmental concerns dominated the top long-term risks (assessed by
likelihood) in the The World Economic Forum Global Risks Report 2020. ‘Climate action failure’ and
‘extreme weather’ took the top two spots in terms of impact and likelihood over the next 10 years.

This highlights the raised awareness and urgency of action that needs to be taken around climate change.

Given that UK DB pension schemes control approximately £1.6 trillion of assets, the UK investment industry is
extremely well-placed to use its influence in relation to climate change. In this regard, voting and engagement
are amongst the most powerful tools that investors have to influence companies to transition their practices
towards a green economy.

Most of the FMs we surveyed said they consider climate change considerations explicitly along with
measuring the carbon footprint of their portfolios. Further to this, we found a number of FMs apply some form
of stress testing in relation to climate change. Stress testing and modelling the impact of climate change is still
evolving, however this an important step in the right direction that can be used to inform the decisions around
portfolio construction and even liability valuations.

The below chart captures the approach taken by the different FMs in relation to specific aspects.

Do you explicitly aim to incorporate climate

change considerations within your portfolios? Yes No
Do you consider/report on the carbon footprint of Yes No
your investment portfolios?
Do you stress test your client portfolios to Yes No
different climate change scenarios?
0% 20% 40% 60% 80% 100%

y /4

Given that UK DB pension schemes control
approximately £1.6 trillion of assets, the UK investment
industry is extremely well-placed to use its influence
in relation to climate change.

André Kerr
Head of Fiduciary Management Oversight, XPS Investment
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These findings are reflective of where the industry is heading as climate change considerations grow
in prominence. However we see two potential barriers to this being fully incorporated in practice.
Where FMs utilise third party funds, the practices of those underlying managers in relation to climate
change may not be aligned with the FMs’ views on climate change. Furthermore, engagement and
voting are key to driving change, and where FMs are not proactively influencing underlying managers
in relation to their stewardship priorities, alignment is not necessarily achieved. This highlights that
there is more work to be done if they are to drive the necessary change.
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Conclusions

It is impossible to deny that the awareness and importance around responsible investing is gaining traction
with pension scheme trustees, members, the broader investment industry and society at large.

1 The fiduciary management industry, as illustrated through this research, is moving in the right direction. It is apparent
however, that whilst there is a focus on ESG integration and stewardship for all FMs, there is a disparity in the extent
to which this is put into practice - a theme that is prevalent in the fund management industry as a whole.

2 The regulations around how pension schemes consider ESG and climate change issues are getting tighter
and require trustees to ensure that their investment beliefs are aligned with their investment managers and,
indirectly, in the way that they invest.

3 This brings with it the need for trustees to carefully understand their FM’s approach, particularly because by
using this governance model trustees are one step removed from the portfolio construction process but still
remain responsible for how their scheme is ultimately invested.
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We would like to see FMs taking a stronger
stance in relation to underlying managers.

As they engage with and demand more of their
managers, this will will raise industry standards.

Sarita Gosrani
Head of ESG, XPS Investment

To discuss any of the issues covered in this edition, please get in touch with Sarita Gosrani
or Charlie Stewart.

Sarita Gosrani Charlie Stewart

Head of ESG, XPS Investment Investment consultant

I3 ons 313 0700 I3 ong 313 0700 E] @xpsgroup.com
E sarita.gosrani@xpsgroup.com H charlie.stewart@xpsgroup.com m Xxpspensionsgroup

Alternatively, please speak to your usual XPS Investment contact.
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Important information: Please note the opinions expressed herein do not take into account the circumstances of individual pension funds and
accordingly may not be suitable for your fund. The information expressed is provided in good faith and has been prepared using sources considered
to be reasonable and appropriate. While information from third parties is believed to be reliable, no representations, guarantees or warranties are
made as to the accuracy of information presented, and no responsibility or liability can be accepted for any error, omission or inaccuracy in respect of
this. This document may also include our views and expectations, which cannot be taken as fact. The value of investments and the income from them
can go down as well as up as a result of market and currency fluctuations and investors may not get back the amount invested. Past performance is
not necessarily a guide to future returns. The views set out in this document are intentionally broad market views and are not intended to constitute
investment advice as they do not take into account any client’s particular circumstances.

Please note that all material produced by XPS Investments is directed at, and intended solely for the consideration of, professional clients within the meaning
of the Financial Services and Markets Act 2000 (FSMA). Retail or other clients must not place any reliance upon the contents. This document should not be
distributed to any third parties and is not intended to, and must not, be relied upon by them. Unauthorised copying of this document is prohibited.

This document should not be distributed to any third parties and is not intended to, and must not be, relied upon by them. Unauthorised copying
of this document is prohibited.
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