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Stewart Investors Response to aspects of the renewed Sustainable Finance Strategy

On 8 April, the European Commission published a consultation on its renewed and
ambitious sustainable finance strategy, which it aims to adopt in the second half of this year.
The consultation comes as a follow up to the initial Sustainable Finance Action Plan which
was published in March 2018. As a business, we are extremely supportive of such proactive
government engagement - it is something we wouldn’t have believed as little as five years
ago. However, there is a risk that so much is being released with indigestible explanation
and unrealistic time frames for implementation that both financial institutions and investors
might in fact be dis-incentivised to engage with sustainable investment.

The consultation is extremely broad with over a 100 questions to consider on a wide range of
topics including the promotion of sustainable investment products to retail investors, the
usability of a sustainable finance taxonomy, the introduction of a brown taxonomy and
definitions, standards and labels. There are areas in the consultation that Stewart Investors
doesn’t feel in a position to comment on such as insurability of climate related risks or
banking regulation but there are some we feel strongly about and have focused this response
on the latter.

Sustainability research and ratings

There is significant concentration in the market for Environmental, Social and Governance
(ESG) ratings and data providers and with continued consolidation in the sector, many of
them have become less amenable and able to provide detailed, bottom-up company-specific
analysis that we value for our investment approach. However, it is still a relatively young
industry with growing demand allowing a number of new entrants to the market whom we
hope will produce more interesting research and start to compete with the larger players.

Many of those who respond to this consultation will likely point to concern over the
divergence of ratings between providers. Whilst this is undoubtedly an issue, it could just
be a result of different methodologies and the subjective nature of a lot of the analysis. Our
bigger issue relates to the tendency of research providers to measure the wrong things. At
Stewart Investors, our focus is on the social and environmental impacts of a company’s
products and services. There are few providers that offer anything useful in this regard,
with most focused on historic disclosure, policies and processes and some coverage of
operational performance but often without context. For example, because company A has a
climate policy and sets an emissions reduction target, they are likely to receive full marks
even if the targets are weak or their products are environmentally damaging. We instead



investigate and make judgements about ESG considerations mainly by:
1. Analysing publicly available company information.

2. Commissioning bespoke research by specialists who have deeper knowledge of specific
sustainability questions than us.

3. Meeting the management of companies to understand the attitude, commitment
and approach of key decision makers to addressing sustainability risks, challenges
and opportunities.

This enables us to make qualitative judgements on more nuanced areas and subsequently
invest in the highest quality companies which contribute to and benefit from sustainable
development. There is an opportunity for ESG research companies - both existing and new
- to think beyond just the operational aspects of businesses and dive deeper into product
and service scrutiny including lifecycle analysis independent of company disclosure,
competitive dynamics, reputational issues and focus more deeply on the stewards of
companies. This could support the industry to move beyond a box ticking analysis of ESG
credentials to a mind-set where risk, return and ESG impact are seen as equally important.
Only then can research successfully contribute to one of the EU’s objectives to strengthen the
foundations of Sustainable Investment and shift capital towards more productive purposes.

What action could the EU take?

There are most definitely things the EU could implement but we believe any actions should
be based on principles rather than prescription. For example the EU could consider
developing principles around Sustainable Development Goal (SDG) claims - whilst it is
important to allow for diversity of approaches, it is currently a free-for-all and increasingly
resulting in rainbow wash®. To help prevent what could become the next mis-selling
scandal, the EU could encourage and facilitate asset managers to agree some principles.
This could help improve the credibility of SDG related claims, accommodate the diversity of
approaches to sustainable investment and force funds to be transparent about how they are
delivering on their sustainability targets.

The suggestion of providing a European database of ESG information is a good one
assuming the validity of the data. It should be based on international standards allowing
global comparisons which is still some way off. In principle though, a free, open source
database could have the benefit of making ESG data more widely available for all market
participants. It could also have the added benefit of boosting the standards of the existing
ESG data providers so they offer more of a value add service not just commoditized box
ticking ratings. The EU could also consider investment in a research institute to fund
research, perhaps paid for by a levy and voted on by investors or a model similar to
accounting and auditing standards for basic ESG data.

Finally - the creation of a taxonomy of approaches to ratings which providers disclose
against could allow investors to more easily understand the differences, particularly when
applied at the investment fund level. Research ratings are increasingly being used to rate
investment funds by amalgamating the holdings in the fund to provide investors with an
overall assessment. Whilst the idea of distilling the sustainability credentials of a fund into
a single rating is attractive, it does not accurately reflect a fund’s ESG processes, outcomes or
investment horizons. A taxonomy of rating approaches could clarify whether a rating is risk
based, performance based or product based, peer relative or absolute, industry weighted,
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weighted by expected ESG or financial impact and explain the emphasis of the rating on
areas e.g. policy, disclosure, processes, operational performance, product impact and
controversies as well as the impact of unrated holdings on a fund level score. Investors
would then have a better chance of understanding what it is they are investing in (all
sustainability funds are not created equal) and fund managers could more easily explain
why their fund has been given a certain rating.

European labels

In its final report, the High-Level Expert Group on Sustainable Finance recommended the
establishment of a minimum standard for sustainable investment despite their diverse
methodologies, aimed at retail investors. It is of course very confusing for investors to
understand the range of sustainable approaches in the market but standardization and
regulation risks stifling innovation and over the longer run, limiting choice for investors.
There is much being done already to improve transparency around how funds disclose their
sustainability characteristics such as the Sustainable Finance Disclosure Regulation, the EU
Taxonomy and industry work such as the UK Investment Association Responsible
Investment Framework launched at the end of last year.

Should the EU consider launching their own ESG label for retail and institutional investors?
Labels are no doubt useful to provide a summary or evidence of ESG and sustainability
credentials and benefit from some qualitative input and engagement with fund managers who
apply to be “certified” unlike ratings which are just applied to funds without consultation.
However, there are already a proliferation of labels well established in the European market
and some are already being used by fund selectors as the basis for determining “buy” lists.
They are all slightly nuanced and some less pragmatic than others making it difficult again for
retail and institutional investors to make like for like comparisons.

We have recently applied for one rather less pragmatic label following a client request but
despite spending a huge amount of time trying to explain and evidence our approach, our
application was rejected. One of the main reasons was that we do not have a quantitative
metric to evidence the integration of sustainability issues into our investment process. We
are not quantitative in any aspect of our investment approach, for example, we prefer
companies to manage their balance sheet strength conservatively but do not specify debt
thresholds. Unfortunately though, the organisation was not able to verify our qualitative
approach and we have already seen outflows in the region as a result.

We feel that had we included a third party, quantitative, ESG ratings in a holdings
spreadsheet with a sentence referring to them being regularly reviewed and discussed by
the investment team, we would have been successful. This feels disingenuous though and is
open to greenwash®. We always strive to think of ways to improve the way we articulate our
approach to meet the requirements of these increasingly influential labels, however, we
would not engage in misleading behaviour to achieve one despite our investment philosophy
being founded on the same principles of stewardship and sustainable development that the
labels promote.

If the EU decides to launch a label we recommend it incorporates as many of the features of
the existing labels as possible and somehow strikes the balance between being transparent
and clear and allowing investment managers some flexibility to evidence how they integrate
sustainability both qualitatively and quantitatively. The ultimate goal should be the
achievement of one standardised European way to label funds to provide simplified choice
for all investors across regions.
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Taxonomy

Should the newly created Green Taxonomy be complemented by the development of a
taxonomy for economic activities that have negative environmental impacts (the so-called
“brown taxonomy”) at an EU level? Firstly, this feels too soon and arguably the wrong way
around as starting with the brown taxonomy would have been easier (i.e. explaining
negative screening has always been easier than positive). The development of the green
taxonomy alone is hugely challenging and further more work needs to be done around
technical guidance before expanding it further. Secondly, and more importantly, we feel it is
too narrow to think along the lines of ‘green” and ‘brown.

The analysis which supports green versus brown revenue splits is based on static, backward
looking numbers meaning those allocating capital are still not helped to identify those
investment funds supporting a transition. Standards should clearly set out how much of a
contribution different funds can make when analysing a portfolio of listed-equity
investments, these should be demonstrable but not necessarily measurable.

Take Unilever as an example*. Their work on forest protection is at the vanguard of the
business community globally. As the largest buyer of palm oil in the world their efforts can
have positive impacts, but as it is ‘upstream’ from their operations, this important point of
influence would not be considered in green or brown taxonomies which would normally
only focus on the palm oil companies themselves.

In this regard, MSCI finds that our Worldwide Sustainability portfolio pleasingly has 0%
exposure to ‘brown’ revenues but only 2.5% exposure to ‘green’, a number we can only
reconcile if we take an extremely narrow view of what ‘green’ is. If asset owners would like
to invest in a sustainability fund this taken alone would not be an encouraging statistic
despite the deep analysis we do on the lifecycle impacts of companies like Unilever. This is
also an issue with the Green Taxonomy - the activities eligible to be considered ‘sustainable’
will only account for a very small proportion of many sustainable investment portfolios.

This is why we have embraced the work of Project Drawdown which has rigorously analysed
more than 80 climate solutions, as diverse as a shift to plant rich diets and supporting female
education, to analyse our portfolios. We hope this analysis will provide our clients with a
broader picture of how the companies we are investing their capital in are impacting the
climate, upstream in their supply chains, in their direct operations and downstream through
their products and services.

In summary, we are very supportive of the ambitious European strategy to direct more
capital to sustainable investments and the timing could not be better as we hope a positive
outcome of COVID will be that society challenges the social purpose of companies more as
has already being seen with the growth of the Build Back Green movement. We cannot
iterate enough though the importance of the EU creating a principles based approach rather
than a prescriptive legislative framework allowing for diverse approaches and continued
innovation in the sector. This will result in improved transparency and hopefully more
rigour around sustainability claims which would be very beneficial for the industry and the
long term growth of sustainable investing.

* For illustrative purposes only. Reference to the names of each company mentioned in this
communication is merely for explaining the investment strategy, and should not be
construed as investment advice or investment recommendation of those companies.
Companies mentioned herein may or may not form part of the holdings of Stewart Investors.
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Glossary
Greenwashing: making products appear more environmentally friendly than they are.

Rainbow washing: making products appear more aligned and targeted to the colourful
icons of the United Nations Sustainable Development Goals.
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Important information

This document has been prepared for general information purposes only and is intended to
provide a summary of the subject matter covered. It does not purport to be comprehensive
or to give advice. The views expressed are the views of the writer at the time of issue and
may change over time. This is not an offer document, and does not constitute an offer,
invitation, investment recommendation or inducement to distribute or purchase securities,
shares, units or other interests or to enter into an investment agreement. No person should
rely on the content and/or act on the basis of any matter contained in this document.

This document is confidential and must not be copied, reproduced, circulated or transmitted,
in whole or in part, and in any form or by any means without our prior written consent. The
information contained within this document has been obtained from sources that we believe
to be reliable and accurate at the time of issue but no representation or warranty, express or
implied, is made as to the fairness, accuracy or completeness of the information. We do not
accept any liability for any loss arising whether directly or indirectly from any use of this
document.

References to “we” or “us” are references to Stewart Investors. Stewart Investors is a trading
name of First Sentier Investors (UK) Funds Limited, First Sentier Investors International IM
Limited and First Sentier Investors (Ireland) Limited. First Sentier Investors entities referred
to in this document are part of First Sentier Investors, a member of MUFG, a global financial
group. First Sentier Investors includes a number of entities in different jurisdictions. MUFG
and its subsidiaries do not guarantee the performance of any investment or entity referred to
in this document or the repayment of capital. Any investments referred to are not deposits or
other liabilities of MUFG or its subsidiaries, and are subject to investment risk including loss
of income and capital invested.

Past performance is not a reliable indicator of future results.

Reference to specific securities (if any) is included for the purpose of illustration only and
should not be construed as a recommendation to buy or sell. Reference to the names of any
company is merely to explain the investment strategy and should not be construed as
investment advice or a recommendation to invest in any of those companies.

Hong Kong and Singapore

In Hong Kong, this document is issued by First Sentier Investors (Hong Kong) Limited and
has not been reviewed by the Securities & Futures Commission in Hong Kong. In Singapore,
this document is issued by First Sentier Investors (Singapore) whose company registration
number is 196900420D. This advertisement or publication has not been reviewed by the
Monetary Authority of Singapore. Stewart Investors is a business name of First Sentier
Investors (Hong Kong) Limited. Stewart Investors (registration number 53310114W) is a
business division of First Sentier Investors (Singapore).

Australia
In Australia, this document is issued by First Sentier Investors (Australia) IM Limited AFSL
289017 ABN 89 114 194 311 (FSI AIM). Stewart Investors is a trading name of FSI AIM.

United Kingdom

This document is not a financial promotion. In the United Kingdom, this document is issued
by First Sentier Investors (UK) Funds Limited which is authorised and regulated in the UK
by the Financial Conduct Authority (registration number 143359). Registered office: Finsbury
Circus House, 15 Finsbury Circus, London, EC2M 7EB, number 2294743.
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European Economic Area (“EEA”)

In the EEA, this document is issued by First Sentier Investors (Ireland) Limited which is
authorised and regulated in Ireland by the Central Bank of Ireland (registered number
C182306) in connection with the activity of receiving and transmitting orders. Registered
office: 70 Sir John Rogerson’s Quay, Dublin 2, Ireland, number 629188.

Middle East

In certain jurisdictions the distribution of this material may be restricted. The recipient is
required to inform themselves about any such restrictions and observe them. By having
requested this document and by not deleting this email and attachment, you warrant and
represent that you qualify under any applicable financial promotion rules that may be
applicable to you to receive and consider this document, failing which you should return
and delete this e-mail and all attachments pertaining thereto.

In the Middle East, this material is communicated by First Sentier Investors (Singapore).

Kuwait

If in doubt, you are recommended to consult a party licensed by the Capital Markets
Authority (“CMA”) pursuant to Law No. 7/2010 and the Executive Regulations to give you
the appropriate advice. Neither this document nor any of the information contained herein is
intended to and shall not lead to the conclusion of any contract whatsoever within Kuwait.

UAE - Dubai International Financial Centre (DIFC)
Within the DIFC this material is directed solely at Professional Clients as defined by the
DFSA’s COB Rulebook.

UAE (ex-DIFC)

By having requested this document and / or by not deleting this email and attachment, you
warrant and represent that you qualify under the exemptions contained in Article 2 of the
Emirates Securities and Commodities Authority Board Resolution No 37 of 2012, as amended
by decision No 13 of 2012 (the “Mutual Fund Regulations”). By receiving this material you
acknowledge and confirm that you fall within one or more of the exemptions contained in
Article 2 of the Mutual Fund Regulations.

United States of America

In the United States, this document is issued by First Sentier Investors International IM
Limited, as SEC registered investment adviser. Stewart Investors is the trading name of First
Sentier Investors International IM Limited. This material is solely for the attention of
institutional, professional, qualified or sophisticated investors and distributors who qualify
as qualified purchasers under the Investment Company Act of 1940 (hereafter the “1940
Act”), as accredited investors under Rule 501 of SEC Regulation D under the US Securities
Act of 1933 (“1933 Act), and as qualified eligible persons as defined under CFTC Regulation
4.7. 1t is not to be distributed to the general public, private customers or retail investors.

Other jurisdictions

In other jurisdictions where this document may lawfully be issued, this document is issued

by First Sentier Investors International IM Limited which is authorised and regulated in the

UK by the Financial Conduct Authority (registration number 122512). Registered office 23 St.
Andrew Square, Edinburgh, EH2 1BB number SC079063.

Copyright © (2021) Stewart Investors

All rights reserved.
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Contact details

Edinburgh

Stewart Investors

23 St Andrew Square
Edinburgh EH2 1BB

United Kingdom

e. info@stewartinvestors.com
t. +44 (0) 131 473 2900
stewartinvestors.com

London

Stewart Investors

Finsbury Circus House

15 Finsbury Circus

London EC2M 7EB

United Kingdom

e. info@stewartinvestors.com
t. +44 (0) 207 332 6500
stewartinvestors.com

SFG-EuropeanSFC-1220

Singapore

Stewart Investors

58 Duxton Road

2nd & 3rd Floor

Singapore 089522

e. info@stewartinvestors.com
t. +65 680 59670
stewartinvestors.com

Sydney

Stewart Investors

Suite 10, Level 3

13 Hickson Road

Dawes Point

Sydney NSW 2000

e. info@stewartinvestors.com
t. +61 2 8274 8000
stewartinvestors.com



