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Sustainable investments are on the rise in the financial sector, as
professional investors are increasingly considering sustainability
risks and opportunities in investment decisions. This study
investigates several different approaches to sustainable
investing that are practiced among investors.
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Chapter1

Introduction

The annual cost of achieving the UN Sustainable
Development Goals has been estimated to between
USD 5 to 7 trillion, with an investment gap in deve-
loping countries of about USD 2,5 trillion'. While
government spending and development funding is
making a contribution to the funding, it is not expec-
ted to exceed more than USD 1 trillion per year®. This
investment gap of a significant magnitude raises ques-
tions on who will help fill the gap, and one part of the
answer could be the investors allocating accumulated
capital from pension funds and other asset owners.
The United Nations-supported investor network Prin-
ciples of Responsible Investments, acknowledges that
new flows of private sector capital will be key to reach

the Sustainable Development Goals, either through

1. UNCTAD (2017)
2. UNPRI (2017)
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new allocations or by re-routing existing capital flows.
Moreover, the Sustainable Development Goals stress
that long-term investments are needed in critical sec-
tors, in particular in developing countries, and that the
public sector has an important role to set the direction
with regulations and incentive structures that attract
investments for a long-term sustainable growth?.

This report is discussing the evolution of sustainable
investments and how investors are integrating sustai-
nability in investment decisions, with an elaboration
of the different approaches. The investment industry
is often understood as complex, and the purpose of this
reportishence to provide the reader with an understan-
ding of the industry and the development of sustainable
investment practicesin the private sector. Furthermore,
the reader will learn about policies and initiatives that
may be contributing to the development of sustainable
investments, with focus on some pioneering European
markets following in the final section. The information
has been gathered from academic literature, policy
papers and other relevant sources. The intention with
the report is to provide the reader with tools to develop
her own understanding of how investments can contri-
bute to build along-term sustainable society.

Mark Carney, the governor of Bank of England,

3. UNPRI (2017)
4. United Nations (2017)
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Introduction

popularized the expression tragedy of the horizon in a
speech about the economic consequences of climate
change in 2015°. Climate change, as well as many other
threats from environmental degradation, including
the pressure set on the planetary boundaries®, will have
an impact on future generations but there are limited
incentives for the current generation to fix it in a world
focusing on short-term profits. The EU Commission’s
High-Level Expert Group on Sustainable Finance ack-
nowledge that the mismatch between the short- and
long-term is deeply embedded in the financial system;
the financial sector has historically prioritized short-
term performance, while there are less incentives to
address non-financial externalities as well as long-term
opportunities and risks since they will materialize in a
longer time horizon.”

Itis not quite clear how to distinguish the difference
between short and long term. A short-term investment
is typically an investment that is expected to be conver-
ted into cash within one year®. The concept of tragedy
of the horizon is, however, rather an issue of a financial
outlook that is too short to factor in environmental
and social issues. Investors who are seeking long-term
investments are often subject to short-term market and

5. Bank of England (2015)

6. Stockholm Resilience Centre (2015)

7. High-Level Expert Group on Sustainable Finance (2017)
8. Investopedia (2017)
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regulatory pressures, leading to an under-investing in
human, technological and natural capital. The result
is mismatches between long-term projects, long-term
risk materialization and short-term market liabilities.’

One can think of finance as a control center for the
economy that is directing where our capital is allocated.
In a strict sense, an investment is an asset purchased
with the idea that it will provide income in the future or
will be sold at a higher price for a profit. It allows people
to smooth lifetime savings and help organizations to
save money for worse days. The investment industry
helps with managing risks by allocating savings into
productive projects and companies. While the invest-
ment industry is surrounded by complexities there are
also moral and philosophical aspects that can frame our
view of the purpose of investments, and whether they
are sustainable or not. Hence, the notion of sustainable
investments is largely a question of what society wants
the investment industry to do and make governments
set the incentives to achieve those.”

There are several different interpretations on how to
define sustainable investments. While it is hard to pin
down an exact definition of sustainable investing, one
can from a broad perspective say that it brings in social

and environmental performance in the financial system

9. High-Level Expert Group on Sustainable Finance (2017)
10. Silver (2017)
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and investment decisions. This report elaborates on
how the integration of social and environmental per-
formance has evolved throughout the years, and what
different approaches that are used by investors to factor

in sustainability in investment decisions.



Chapter 2

The investment
industry and tragedy
of the horizon

Since the mid 1970s there has been a significant
transformation in the ownership of corporate equities
from individuals to institutional investors’, an entity
that pools money and invests on behalf of its bene-
ficiaries. Large institutional investors have become
dominant players in the financial system, representing
more than 70 percent of today’s shareholders®.

The investment industry is generally understood
asadelegation between asset owners and asset mana-
gers, who are mandated to manage the asset owners’
capital. The term asset owner is often used to des-
cribe institutional investors such as pension funds,
foundations, endowments and insurance companies.
The asset owners are thought of as being at the top
of the investment chain since they decide on how to

1. Hawley (2015)
2.Hebb, T, etal (2015)
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invest their assets.* Asset owners may appoint one
or several asset managers to invest in different asset
classes, like bonds and equity. The very large asset
owners might also invest most of the assets themsel-
ves, while perhaps delegating specialist mandates to
asset managers in the investment fields where they
have less in-house expertise.*

In reality, the investment management industry
displays a longer chain of delegation relationship. The
top of the chain is in fact often individual investors
who are, as the name infers, individuals who invest
their savings in pensions funds and mutual funds or
through their savings accounts and insurance cont-
racts. Hence, the asset owners are in many cases not
themselves the ultimate owners of the capital, since
they are holding capital from individual investors.*
Moreover, asset managers are the final stage before
the capital enters the markets, by investments in
e.g. corporate shares and bonds. The bottom of the
investment management industry could thus in fact
be interpreted as the corporate executives whom have
been delegated the mandate to decide on how to allo-
cate capital across productive projects.® This means
that the investment chain rather could be interpreted

3. Gifford (2015)
4. Silver (2017)

5. Pouget (2015)
6. Pouget (2015)
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Figure 1. The investment chain
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Source: EFAMA (2017)

as a delegation of responsibility to manage and invest
capital in several steps.

The finance system is certainly much more diverse
than what is described in this report. There are two
channels through which people can save their money:
the deposit channel and the savings channel. The
deposit channel is for saving money in a bank, which
lends out money to other people, and is often used
when liquidity is important, meaning that it is easier
to withdraw money in the short-term.” This report
is focusing on the savings channel, which is used for
longer term investments, for example via a pension
fund.

7. Silver (2017)
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Short-termism in the hunt for yield
Traditionally the definition of investing is focused on
the practice of maximizing financial, risk-adjusted
returns on capital, without explicitly considering the
concept of non-financial performance. Non-financial
returns have traditionally been seen as externalities
of an investment, typically referring to social and
environmental outcomes. The future direction of the
economy will be shaped by how capital is invested,
but it is not the job of the intermediary to invest in
something that may be perceived as useful from a
wider societal and environmental perspective. The
intermediary’s job is to earn income for her company
and beneficiaries by getting a good return.® The tra-
ditional logic behind financial values implies that if
you have aresource such asan oil reserve, a forest or a
social relationship this will be turned into something
that could be traded, like petrol, wood or a sales chan-
nel. The transfer will add financial value; hence the
capital market will seek to exploit these resources
justified by the added value.’

The asset management industry has historically
been focused on delivering short-turn returns rather
than a long-term preservation of capital and addres-

sing of longer-term sustainability issues. This means

8. Silver (2017)
9. Silver (2017)
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that many asset managers have in general not been
concerned with engaging with firms on sustainable
development issues, unless they are relevant to a
firm because of risks for a material impact on its cash
flows.” Historically, this has also implied that cor-
porations have generally been focusing on meeting
short-term earnings expectations from its investors,
without taking enough notice to the long-term social
and environmental impacts from their business.
Asymmetric information regarding the quality of
firms’ projects or investors’ commitment can lead
to a short-termism at the corporate level. Moreover,
corporate executives may prompt corporate stra-
tegies that are not in the best interest of long-term
shareholders because of managerial career concerns
or incentives through compensation schemes that are
based on earnings in the short-term."

The reason for the short termism of investment
practices can also be traced to the short-term man-
dates from asset owners, to which the asset managers
adapt their investment strategies and ensure imple-
mentation according to the capital owners’ prefe-
rences.” Bonus schemes in the asset management
industry, which are commonly based on financial

performance and paid on an annual basis, incenti-

10. High-Level Expert Group on Sustainable Finance (2017)
11. Pouget (2015)
12.High-Level Expert Group on Sustainable Finance (2017)
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vize short-turn thinking from the asset manager’s
perspective. On the other hand, the asset owners are
often regularly monitoring the performance of the
asset manager, who can lose mandates because of
underperformance compared to benchmark indices.®
Loosing mandates from asset owners meaning less
money in the investment fund and hence also less
earnings for the asset manager and her employer. The
fact that the business of asset management is built on
trust to invest asset owners’ capital imply that they, to
a large extent, will mirror their investment strategies
to the benchmark index and expectations of the asset
owners™.

The asset owners themselves has the opportunity
to clearly state what they expect from asset managers
when it comes to sustainability, which is most effi-
ciently achieved by listing those expectations in the
asset management agreement when appointing their
asset managers®. A growing aggregated demand for
sustainable investments among the asset owners and
their beneficiaries could hence provide an opportu-
nity for changing investment flows. The asset owners
may, however, also urge fund managers to consider
sustainability aspects in investment decisions as

these can imply a material risk that will impact the

13. Pouget (2016)
14. Silver (2027)
15. High-Level Expert Group on Sustainable Finance (2017)
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return on an investment. Hence, the asset owners
may see sustainability considerations of investment
decisions as an imperative for their fiduciary duty to
clients and beneficiaries.

During the past years there has been a trend shift
with a growing number of actors in the investment
industry that are considering ESG (Environmental,
Social and Governance) related risks and opportu-
nities in investment decisions. The growth of sustai-
nable investments is partially a response to costs and
risks related to externalities in certain assets, and
partially a response to the failure of many govern-
mental and inter-governmental actions to mitigate
externalities that can prompt systematic financial
risks, leading to an increasing demand for sustainable
investments from asset owners."

However, The European Commission’s High-Level
Expert Group on Sustainable Finance acknowledge
that many large publicly-listed firms are still com-
plaining that they are pressured from asset managers
on short-term results even if they have long-term
mandates. Moreover, financial analysts are also
largely focusing their forecasts on the short-term.
Some firms see a gap between what asset managers
say publicly, when they stress the need for long-term
sustainable orientation, and the focus on current year

16. Hawley (2015)
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High-Level Expert Group on Sustainable Finance

European Commission decided to establish a High-Level Expert
Group on Sustainable Finance in October 2016. The group is com-
posed of 20 senior experts from civil society, the business com-
munity and other non-public sector institutions, with a mission to
submit a set of policy recommendations aimed at facilitating the
flow of public and private capital towards sustainable invest-
ments, and minimizing possible risks to the EU financial system
due to climate, environment and other sustainability risks."”

The High-Level Expert Group launched its interims report in July
2017, providing early recommendations and suggestions of topics
for further discussions. The early recommendations for example
include: creating a EU classification for assets and products that
capture all ESG aspects; the introduction of an official European
green bonds standard and labels for sustainable funds; the esta-
blishment of principles for fiduciary duty and related concepts;
strengthening the disclosures by firms and financial institutions
of material information on sustainability issues; positioning the
European supervisory agencies on sustainability issues; and
considering a dedicated match-making facility between private
investors and public authorities seeking to build and finance
infrastructure.’®

The High-Level Expert Group is expected to deliver its final report
in December 2017 and the European Commission has stated that
they are planning on proceeding with adopting policy changes
based on the recommendations in 2018. The proposed reforms
are meant to support the efforts of building a Capital Markets
Union in the European Union.”®

and financial metrics by their analysts and portfolio
managers. The High-Level Expert Group stress that
this split between the long- and short-term is one of
the most fundamental challenges to overcome for
long-term finance.”

17. European Commission (2016)

18. High-Level Expert Group on Sustainable Finance (2017)
19. High-Level Expert Group on Sustainable Finance (2017)
20. High-Level Expert Group on Sustainable Finance (2017)



Chapter 3

The emergence
of sustainable
investments

The interest in sustainable investments has grown
rapidly during the recent decade, with a significantly
increasing awareness among institutional investors
before and after the Paris Agreement was signed.’

The modern origin of sustainable investments is,
generally traced back to the 1960s. Back then the con-
ceptwas generally framed as socially responsible invest-
ments, SRI, emphasizing ethical aspects of investments.
During the late 1960s and early 1970s divestment cam-
paigns were raised as aresponse to the Vietnam war, tar-
geting companies like Dow Chemical for its production
of napalm. Later in the 1970s the campaigns started to
focus on the apartheid regime in South Africa. SRI and
ethical funds grew from this origin, often but not always
driven by religious convictions. These funds were

mostly exclusionary by a negative screening of asset

1. Hawley (2015)
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Figure 2. The growth in sustainable investments
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classes, for example weapons, or specific companies
because of their behavior or production. The spread of
SRIand ethical investment funds grew during the 1980s
and into the new century, with developments of a num-
ber of strategies to construct portfolios. The negative
screening approach evolved into a positive screening
that focuses on those firms whose products, processes
and behavior fit the investment firm’s principles.*
When the Brundtland Commission launched the
concept of sustainable development in 1987, it came
with an identification of ecological constraints that
human activity must respect. The launch coincided

with the collapse of state communism and hence

2. Hawley (2015)
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a realization emerged that a sustainable economy
would take place within the context of market-based
capitalism. However, when the Business Council for
Sustainable Development launched its landmark
report, Changing Course, for the Earth Summitin 1992
it acknowledged that little was known about the con-
straints, possibilities and interrelationships between
capital markets, the environment and the needs of
future generations. Even though ethical and socially
responsible investments were growing among insti-
tutional investors in Europe and the US at this time,
it was still only a handful of the world’s institutional
investors which had begun to pay attention to sustai-
nability aspects in their investments strategies.’

Since the initiatives of the early 1990s, sustainable
investing has attracted growing flows of assets as well
as created new models for assessing fund performance.
Rising expectations around environmental protection,
health and safety, and equal opportunities at work have
formed the basis for tightening policy frameworks
across the world. The investors aligning with sustaina-
bility criteria recognized that reputational and social
pressures, as well as physical and competitive ones,
put environmental and social issues at the heart of the
market practice and thus starting to become critical to
business success. The financial success of many sustai-

3. Robins (2008)
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Principles for Responsible Investments

Principles for Responsible Investments, PRI, is a United Nations-
supported, international investor network that was founded

in 2005. The network consists of more than 1750 signatories,
from more than 50 countries, representing approximately USD
70 trillion in assets under management.> Signatories commit to
six principles for responsible investments: incorporating ESG
issues into investment analysis and decision-making; be an active
owners and incorporate ESG issues in ownership policies and
practices; seek appropriate disclosure on ESG issues by entities
invested in; promote implementation of the principles within the
investment industry; work together to enhance the effectiveness
of implementation of the principles; and report activities and
progress in implementation of the principles.®

While the non-financial, ESG, integration in investments has
been an focal point from PRI during the past years, it is worth

to mention that recent initiatives from the network is also for
example trying to cope with market short-termism’ and build the
investment case for the sustainable development goals®.

nability-focused funds at the end of the 1990s helped
to create a basis of evidence for amending financial
regulation to reflect this new reality.’ In other words,
the emerging interest for sustainable investments
came along with an increasing understanding that non-
financial aspects, including for example human capital
as well as environmental harmful activities, could have
anegative impact on the return of investments.

The start of the 21st century has seen a growth in
sustainable investments, which coincide with the
adoption of the framing of responsible investments
which came into existence more or less along with the

4.UNPRI (2017:2)
6. UNPRI (2017:3)
7.UNPRI (2017:4)
8. UNPRI (2017)
9. Robins (2008)
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establishment of the United Nations-supported inves-
tor network Principles for Responsible Investments,
PRI, in 2005. The idea behind PRI was to mainstream
concepts that has previously been labeled as socially
responsible investments, ethical investments or green
investments. In turn, terms and concepts such as ESG
and responsible investments became increasingly
used by a wide range of institutional investors that had
previously avoided these issues.” Despite the wide-
spread adoption of the term responsible investments,
it is still used by various organizations and people to
cover a wide range of meanings. The above mentioned
different concepts and labeling of sustainable invest-
ments are often interchangeable, implying that they to
some degree has come tolose meaning and specificity."

Accordingto PRI, the concept of responsible invest-
ments do not require the use of certain products, such
as themed funds or green bonds, but is rather about
bringing additional data and analysis in the existing
approaches.” The underlying idea behind establis-
hing the term responsible investments was to argue
that ESG factors are material to a corporation’s value,
which distinguish responsible investments from pre-
vious concepts of sustainable investments that were

more focused on the ethical aspects of investing in

10. Hawley (2015)
11. Hawley (2015)
12. UNPRI (2017:5)
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certain companies and industries.” In short, PRI defi-

nes responsible investments as:

»[A]n approach to investing that aims to incorporate
environmental, social and governance (ESG) factors
into investment decisions, to better manage risk and

generate sustainable, long-term returns.«*

PRI argues that while approaches such as socially
responsible investments and impact investing seek
to combine financial return with a moral or ethical
benefit, responsible investment should be pursued by
investors whose sole purpose is financial return. This is
because ignoring ESG factors »is to ignore visks and opp-
ortunities that have a material effect on the returns delive-
red to clients and beneficiaries<.” The risks and opportu-
nities are not only restricted by environmental limits,
but also the fact that legal frameworks and changing
consumer behavior may change the success of busines-
ses. Hence, one could interpret the growing notice of
responsible investments as an emerging recognition
of risks related to harmful corporate activities, along
with investment opportunities in the new sustainable
economy. The note of ‘responsible’ could hence be
understood as the investor’s responsibility as a fidu-

13. Hawley (2015)
14. UNPRI (2017:5)
15. UNPRI (2017:5)
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ciary, when pursuing arisk-adjusted return, rather than
a sole purpose of investing for an environmentally and
socially sustainable development. Inareport on sustai-
nable investments from Deutsche Asset Management,
one of the leading asset management firms in Europe,
their Chief Investment Officer for Responsible Invest-
ing, Petra Pflaum, share this interpretation:

»We must always remember that we act as a fidu-
ciary partner for our clients and that they expect us
to protect and grow their assets. As I said earlier, it is
not our role to save the world for the sake of it. Even so,
there is an impact we can achieve.<*

However, this does not necessarily imply that the
trend in an increasing emphasizing on sustainable and
responsible investments from institutional investors
is some kind of greenwashing, or that PRI’s achieve-
ment in mainstreaming the adoption of responsible
investments is not leading to a positive change. Petra
Pflaum also argues that by not investing in companies
or sovereigns, investors send a clear signal for them to
improve their ESG footprint; »It boils down to a simple
truth about capital markets: there will be a correction over
the longer term if there is no demand«.”

16. Deutsche Asset Management (2017:2)
17. Deutsche Asset Management (2017:2)
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Questions may however arise whether it is sufficient
withacorrection over the long term, aslongas the main
purpose of the investment industry is to protect the
capital of a few beneficiaries on a global scale. UNEP
emphasize that there is an urgent need for accelerated
short-term action and enhanced longer-term ambi-
tions to remain the Paris Agreement achievable*. On
the other hand, PRI with its more than 1750 signatories
has an opportunity to influence the direction of the
market behavior and re-directions of capital flows may
change quickly as the understanding of material finan-
cial impacts of ESG risks and opportunities is growing.

During the past two years, the G20 initiative Task
Force on Climate-related Disclosures has worked out
guidelines for how companies should disclose climate-
related risks, in order to enable investors to build in this
in investment decisions. Morover, the non-profit orga-
nization CDP, formerly known as Carbon Disclosure
Project, have worked for years with collecting non-
financial information from companies, and translating
it to quantitative metrics. These kinds of initiatives for
improving the disclosure of non-financial financial
information may certainly be guiding companies in a
more sustainable direction, particularly as this is beco-

ming guiding for investment decisions.

16. UNEP (2017)
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Task Force on Climate-related Financial Disclosures

The Task Force on Climate-related Financial Disclosures, TCFD,

is anindustry led group with a mission to review how the financial
sector can best take account of climate-related issues. The initia-
tive to establish the group came from the G20 Finance ministers
and central bank governors, and was announced in December
2015. The purpose of the group is to help investors, lenders,
insurers and other financial stakeholders to build climate-related
risks into their decisions, by forming a recognized framework

for corporations to identify, quantify and report climate-related
financial risks.”

TCFDreleased its final report in June 2017, which included
recommendations on climate-related financial disclosures that
are applicable to organizations across sectors and jurisdictions.
The recommendations are designed to solicit decision-useful,
forward-looking information on financial impacts, with a strong
focus onrisks and opportunities related to the transition to a
lower-carbon economy. According to Michael Bloomberg, chair-
man of TCFD, a widespread adoption of the recommendations
will »ensure that the effects of climate change become routinely
considered in business and investment decisions«.®

When the final report of TCFD was released, more than 100 firms
with a market capitalization of over USD 3,3 trillion and financial
firms responsible for assets of more than USD 24 trillion encoura-
ged the take-up of the recommendations'™. The TCFD has stated
that they will continue its work until at least September 2018,
focusing on promoting and monitoring adoption of the recom-
mendations going forward?°.

Approaches to sustainable investments

Independent observers tend to think of sustainable
investments as anegative approach to ESG challenges,
meaning that investors are screening out companies
or sectors from the portfolio based on certain requi-
rements, regardless of the implications for the finan-
cial performance. This negative kind of approach has

17.KPMG (2017)
18. TCFD (2017)
19. TCFD (2017:2)
20. TCFD (2017:3)
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Figure 3. The growth of sustainable investments in Europe
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dominated previous sustainable investment practices,
but during recent years the field has been growing
away from a pure negative approach to a more posi-
tive, forward-looking approach which is screening in
companies and sectors that are perceived as solutions
to social and environmental problems.*

There are seven different methods for investors
to bring sustainability considerations into decision
makingaccording to the European Sustainable Invest-
ment Forum, Eurosif. The methods that Eurosif are
referring to are: exclusionary screening, norms-based
screening, best-in-class selection, sustainability the-
med investing, engagement and voting, impact inves-
ting and ESG integration.” The CFA institute, a global

21. Krosinsky (2015)
22. EU Transparency Register (2017)
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Eurosif

Eurosif is a European association promoting sustainable and
responsible investments in Europe, with the direct support of
their network spanning more than 400 Europe-based orga-
nizations such as pension funds, asset managers and ESG
research agencies. The main activities of Eurosif are public policy,
research and creating platforms for nurturing best practicesin
sustainable investing.?? Research from the organization includes
the bi-annual study about the European market for sustainable
investments?3.

Eurosif works as a non-profit partnership of several national
Europe-based national Sustainable Investment Forums (SIFs)
with support and involvement of member affiliates. The countries
represented in the national sustainable investment forums
include Belgium, Austria, Germany, Switzerland, Italy, France,
Spain, Sweden, UK and the Netherlands. The national SIFs are

a channel to the legislative work within the European Union by
Eurosif. Furthermore, they function as a network and meeting
point for exchange of knowledge and experience.? Eurosif is also
a founding member of the Global Sustainable Investing Alliance
which is an association of the largest SIFs around the world?.

association of investment professionals that specify
and maintain standards in the industry, refer to the
same methods with the exception that they perceive
norms-based screening to be a part of exclusionary
screening. The different methods for applying sus-
tainability considerations are not mutually exclusive
and are often used in combinations.” The seven met-
hods are described more detailed, based on informa-
tion from Eurosif and CFA Institute, on the coming

pages.

23. EU Transparency Register (2017)
24. GSI Alliance (2017)

25. EU Transparency Register (2017)
26. Eurosif (2016)

27. CFA Institute (2015)
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Exclusionary screening

Exclusionary screening of certain companies or sec-
tors from the investment portfolio is a strategy that
has seen a consistent exponential growth throughout
the years, and it is the most widely used responsible
investment approach in Europe.” The exclusion may
be based on ESG criteria or have a norm-based dimen-
sion, and is commonly a way to limit potential reputa-
tional risk for investors. The most common exclusions
by type are linked to production and trade of weapons,
followed by tobacco, nuclear energy, pornography,
gambling and alcohol.

Norms-based Screening

Norms-based screening is focused on a screening of
companies that are adhering to global norms of envi-
ronmental protection, human rights, labor standards
and anti-corruption. The norms are set out in interna-
tional agreements and initiatives, such as the UN Glo-
bal Compact, ILO Conventions and the OECD Guide-
lines for Multinational Enterprises. When companies
that are in the investment portfolio are found to be in
breach of one of these standards, investors can engage
with them in order to decide on whether an exclusion

isnecessary.

28. Eurosif (2016)
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ShareAction

ShareAction is a British charity working with promoting
responsible investments. The organization is regularly running
campaigns in which they are using the power of the investment
system to solve environmental, social and governance problems.
Throughout the years the methods used has included coordina-
tion of shareholder resolutions and training supporters to attend
annual general meetings of publicly listed companies to question
subjects such as executive pay or Arctic drilling.?°

ShareActionis collaborating with institutional investors to
enforce larger pressure from shareholders. In 2015, theyran a
campaign to engage pension funds on the financial risks and
opportunities on climate change focusing on BP and Shell, where
the resolutions got pass by over 98 percent, resulting in binding
obligations on both companies.3° In July 2017, ShareAction
coordinated a coalition of 79 institutional investors, demanding
deeperinsight into companies’ workforce policies and practices.?
In September 2017, ShareAction coordinated an open letter with
acall on some of the world’s largest banks to disclose climate-
related financial information.??

Engagement and voting

Engagement refers to the practice of having a dialogue
with companies on ESG issues, and exercising owner-
ship rights to effect change. This is a matter of active
ownership when the investor maintains a continuous
dialogue with the management of investee firms to
encourage improvement on ESG issues, in order to
serve the institution’s and its beneficiaries’ long-term
interest. Beinga shareholder implies that investors have
an opportunity to attend annual general meetings for
the shareholder company, and by putting forward reso-
lutions and voting for ESG improvements the investor

29. ShareAction (2016)
30. ShareAction (2016)
31. ShareAction (2017)
32. ShareAction (2017:2)
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can influence the company’s behavior. The practice of
engagement and voting has a strong link with fiduciary
duty, and is driven inlarge by the view that shareholders
are stewards of assets and hence accountable to their
beneficiaries for how they manage those assets.

Active ownership is in sharp contrast with the idea
that investors should sell off the investments with
questionable practices. Achieving the desired results
of active ownership takes time and demands resour-
ces, most notably staff time. Hence it is common that
investors pool resources and outsource some activi-
ties related to engagement, which has been more com-

mon among institutional investors in resent years®.

ESG Integration

ESG integration refers to systematic inclusion of ESG
risks and opportunities in investment analysis. CFA
Institute acknowledge that integration of ESG risks
and opportunities into investment analysis is relevant
for most, if not all, investors. This method does not
require a criterion for inclusion and exclusion, and
unlike the best-in-class method it does not necessarily
require a benchmarking to peers in sectors. The met-
hod is simply focusing on integrating ESG factors in
investing on a systematic level, to alarge extent with a

purpose to mitigate risks.

33.Hebbetal (2015)
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IORP 2 directive

In December 2016, the European Parliament approved the Insti-
| tutions for Occupational Retirement Provision, IORP 2, directive.
i The directive requires European occupational pension firms

i above a certain size to consider ESG and declare how ESG risks
are incorporated in the investment process. The directive must

! now be transposed into member state law by January 2019.3°

There is a growing evidence that investment pro-
fessionals in one way or another consider ESG factors
in investments. PRI emphasize in their principles that
signatories should integrate ESG issues into invest-
ment analysis, and seek appropriate disclosure on ESG
issues by the entities invested in. With more than1750
signatories there isno question that ESG integration is
becoming a common investment practice.

Best-in-class selection

Best-in-class selection refers to the practice of inves-
ting in companies with better or improving ESG per-
formance relative to its peers. The methodologyis also
sometimes referred to as positive selection, since it is
a matter of opting in the companies with better ESG
performance rather than opting out the laggards. All
sectors and asset classes can be represented with the
strategy, meaning that a best-in-class fund can have a
criterion that allows it to invest in oil and gas compa-

nies as long as they are best-in-class in the sector.

34. EUR-Lex (2016)
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Sustainability themed investing

Sustainability themed, also called thematic, investing
is referring to investments based on trends, such as
social, industrial and demographic trends. This imply
that investors choose specific areas of investments,
with a close link to sustainable development. Inves-
tors tend to look favorably on climate sensitive topics,
where renewable energy, the building sector and sus-
tainable transports are the major themes.

Impact investing

Impact investing refers to investments with the inten-
tion to generate and measure social and environme-
ntal benefits. While the intention to have a positive
social or environmental impact is essential for impact
investments, the investments are also expected to
generate a financial return or at least a return of capi-
tal, which makes it differ to philanthropy and charity.
The Global Impact Investing Network notes that the
investments can range of return expectations and
across asset classes, while the hallmark of impact
investing is the commitment to measure and report
social and environmental performance and progress
of the underlying investments. Impact investments
can be made in both emerging and developed mar-
kets.®

35. GIIN (2017)
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Chapter 4

Challenges on the
road to sustainable
investments

In this section follows a discussion of pros and
cons about the different approaches of sustainable
investing. The discussion is mainly focusing on the
potential to ensure that investments are leading to
a positive social or environmental impact. It can be
worth to stress that there may be contradicting views
to some of the inferences stated in this section.

Escape or engage as an owner?

While the exclusionary, negative screening, approach
to responsible investments has received a lot of atten-
tion following the divestment campaigns throughout
the years, it should be stated that research has shown
that a more trustworthy approach to responsible
investment is to engage as an active owner'. Michael
Viehs, research director at University of Oxford, mean

1. Viehs (2015)
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that excluding a company from a portfolio without
trying to engage with their management on sustai-
nability issues leads to a missed opportunity to make
an impact, since divesting in certain stocks simply
means that an investor put the shares in the hands of
potentially less responsible investors®. On the other
hand, some argue that while investors can convince
some companies to change their business practice
marginally, fundamental changes to the business
model companies are unlikely®. Ultimately investors
might need to screen out companies from the port-
folios when engagement practices are not leading to
improvements. This was the case with the Swedish AP
funds who for years tried to engage with Walmart on
the company’s working conditions without success,
and thus decided to exclude the company from their
portfolios®.

While the fossil divestment campaigns have
brought a raised awareness on how investments are
fueling fossil industries, there may be areason to ques-
tion their approach. Cary Krosinsky, co-founder of the
Carbon Tracker Initiative, points out that divestments
from fossil-fuel companies is not fostering the requi-
red changes, which he argues is evident when studying
ownership patterns. Instead, he stresses that change

2. Viehs (2015)
3. Deutsche Asset Management (2017:3)
4. Forbes (2013)
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Carbon Tracker Initiative

Carbon Tracker Initiative is an independent financial think tank,
carrying out in-depth analysis on the impact of the energy transi-
tion on capital markets and the potential investment in high-cost,
carbon-intensive fossil fuels. Carbon Tracker has cemented the
terms »carbon bubble«, »unburnable carbon« and »stranded
assets« among professionals in the financial and environmental
sectors, by doing research using industry databases to map

risks and opportunities for investors on the path to a low-carbon
future.® The organizations goal is to align capital markets with
natural ecological limits to growth.®

comes from owning a systematic problem, with inten-
tion to fix it. To divest in fossil-fuel companies comes
without responsibility for any underlying problem and
could thus be a considered as an action of copout from
solving the problems.” As an example, the fact that
many investors with strong ESG policies have divested
in tobacco companies have contributed to very low
impact on tobacco shareholder results. Further-
more, research examining fossil fuel and divestment
campaigns has concluded that the direct impacts are
likely limited, since share prices are unlikely to suf-
fer and holdings will probably be taken up by neutral
investors. The divestment campaigns will only suc-
ceed if the neutral investors change their views on the
probability that a company will have declining future
cash flows.’ One benefit of the exclusionary approach
may however be that it can provide an indirect effect

5. Carbon Tracker Initiative (2017)

6. Carbon Tracker Initiative (2017:2)

7. Krosinsky (2015)

8. Deutsche Asset Management (2017:3)
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in shifting debates, by removing the social license of
certain companies to operate’. Moreovet, it can help
free up capital to allocate in other, potentially more
sustainable companies and industries.

A similar problem as with the negative exclusionary
screening arises with the increasing focus on decarboni-
zed portfolios, as a result of the PRI’s Montréal Carbon
Pledge announced in 2014. By signing the pledge, inves-
tors commit to measure and publicly disclose the carbon
footprint of their investment portfolio on an annual
basis, without any commitments for further measures®.
Measuring the carbon footprint of portfolios may help
investors to understand emissions, and take notice of
the climate-related risks, but Cary Krosinsky points out
that similar issues as with the fossil-fuel divestment
campaign manifests itself here, since »the largest oppor-
tunities to decarbonize are either missed or not priovitized<".

Footprinting techniques use the largely accepted
Greenhouse Gas Protocol to either estimate or preci-
sely measure greenhouse gas emissions of companies
based on their scope 1 (operations), scope 2 (indirect
energy emissions) and scope 3 (emissions across
the entire value chain). Krosinsky stresses that the
weakness in carbon footprinting techniques involves

scope 3, and particularly the use of products, which is

9. Schiefeling and Hoffman (2017)
10. Investors on Climate Change (2017)
11. Krosinsky (2015)
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currently missed out. A major part of a traditional car
manufacturer’s emissions is related to the use of pro-
ducts, when the consumers are driving the car. More-
over, a bank generally does not reflect the impact of
the projectsitis financing in their reporting on carbon
footprint.” Excluding the carbon intensive compa-
nies could hence miss opportunities to actually help
decarbonize the economy. On the other hand, a gro-
wing understanding for portfolios’ carbon footprint
and apprehension for the risks associated with fossil-
fuel companies can lead to an increasing concern for
climate-related risks among institutional investors.

It might be worth to mention that the active owner-
ship approach comes with its own transparency issues.
During the past years there has been plenty of headlines
in media about large institutional investors warning on
climate change, engaging with shareholder companies,
and demanding fossil companies to disclose climate-
related risks.” The management of ExxonMobil was
recently defeated by a shareholder rebellion over cli-
mate change, when investors voted at an annual general
meeting to instruct the oil giant to report on climate-
related risks . Some of the world’s largest asset mana-
gement companies, including BlackRock and Vanguard,

received good PR from the activity but what was not

12. Krosinsky (2015)
13. Washington Post (2017)
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said was that they have voted against several similar
resolutions at annual general meetings with other oil
and gas companies. This behavior is typically explained
withanassurance that the investor has engaged with the
company’s management, an activity that is often held
privately during the year and in particular before annual
general meetings. In this particular case, BlackRock
explained that they would have voted yes for the propo-
sal to impose climate-risk reporting if they thought that
the engagement had not led to any change.” The fact
that engagement activities are often said to be confi-
dential discussions between the investor and the mana-
gement, implies that it comes with some uncertainty of
greenwashing. One could argue that active ownership
will need to consider the climate-related costs and
opportunities that the global and local communities are
facing, and not just for the portfolio and beneficiary, in
order to be a true driver for sustainability.

While one could question the fairness of accumu-
lated capital among certain regions or individuals,
in particular when it may be a result of a fossil driven
growth, it may be hard to argue that the wealthy few
should share this capital evenly among the whole
population. On the other hand, one could argue that
there is a responsibility associated with investing
this capital, as the planet and people may suffer as a

14. Financial Times (2017)
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consequence. Roger Urwin from the risk advisory and
insurance broking firm Willis Tower Watson develo-
ped the concept of universal owners, insinuating that
investments comes with a responsibility:

»Universal owners are asset owners who recognize
that through their portfolios they own a slice of the
whole economy and the market. They adapt their
actions to enhance the return prospects of their port-
folios, and hence the prospects for the whole economy
and the market as well. Universal owners will support
the goals of sustainable growth and well-functioning
financial markets. A universal owner will also view
these goals holistically and seek ways to reduce the
company level externalities that produce economy-
wide efficiency losses«"

Shortly after Roger Urwin launched the concept
of universal owners, UNEP FI estimated that human
activity caused USD 6,6 trillion of environmental
damage, equaling 11 percent of global GDP in 2011. This
kind of evidence has accelerated asset owners urge to
take a more holistic view on environmental risks and
opportunities. However, short termism remains an
issue and addressing issues such as excessive fees and
misaligned incentive structures could enable asset

15. Urwin (2011)
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Figure 4. Cost of social issues (percentage of global GDP, 2014)
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The societal economic burden of major social issues, as a percentage of global GDP in 2014.
Not shown is 'Violence and armed conflict’, which has the largest impact at 9.1% of GDP.
Source: Deutsche Asset Management (2017:3)

owners to act more like real, universal owners as a part
of their fiduciary duty.” Both PRI and the High-Level
Expert Group on Sustainable Finance, HLEG, have
identified that the interpretation of fiduciary duty
has profound consequences for the consideration of
sustainability factors in investments. HLEG writes in
its interims report that: »the central problem relates to
the lack of appropriate standards in some instances as well
as a lack of clarity of legal rules on the overarching invest-
ment objective in case of trade-offs and potential conflicts of
interest«, referring to the trade-off between maximum
rate of return and considering ESG factors. They stress
the importance of regulatory authorities to make it
clear to all involved in the investment chain that mana-

16. Deutsche Asset Management (2017:3)
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ging ESG risks is integral to fulfilling fiduciary duty.”
A broad commitment or obligation to incorporate
long-term ESG risks in the investors’ responsibility
could lead to a larger impact on divesting in certain
companies or industries. This would definitely be the
case in certain industries if the investors was obligated
to consider the full societal cost of externalities.

Unlocking capital for sustainable investing
HLEG points outinitsinterim report that the European
Union is not on track to deliver the capital required for
investments to meet its 2030 energy policy targets. The
latest estimations put the annual investment gap at
around EUR 177 billion between 2021 and 2030, totaling
EUR 1,77 trillion.” Furthermore they acknowledge that
the next few years should not only focus on climate:

»Ifa deeper re-engineering of the financial system and
its functioning is undertaken, it should also include
the support of fundamentally important sectors such
as sustainable fisheries and sustainable agriculture.
And it should support the full range of environmental
issues, such as water and air quality, biodiversity,
waste and resource efficiency, many of which are
linked to the EU’s Circular Economy Strategy.<*

17. High-Level Expert Group on Sustainable Finance (2017)
18. High-Level Expert Group on Sustainable Finance (2017)
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While the investment gap in the European Union
pose athreat for the region to align with the Paris Agre-
ement and Sustainable Development Goals, it could
be worth to mention that the required investments on
a global scale has been estimated to be USD 93 trillion
between 2015 and 2030". To get from where we are to
aclimate-resilient economy thus requires huge invest-
ments equivalent to a new industrial revolution®. The
challenge confronting investors is hence larger than
divesting from certain companies and measuring
carbon footprints of portfolios; the challenge for sus-
tainable investors is to reconcile the short-term with
the long-term perspective, since the uncertainties
from the complex linkages between financial, environ-
mental and social factors cannot be reduced through
traditional risk assessments™.

The credit boom in the US and in parts of western
Europe in the last decades has been very damaging
from the perspective of distribution and sustainabi-
lity. While globalization has opened up a pathway for
economic growth in some countries, and increased
consumption where it had already been at its highest,
there remain losers who are struggling to find their
way to prosperity. This is not only a question of global
inequality but also opens up questions on how deve-

19. New Climate Economy (2014)
20. Silver (2017)
21. Clark et al (2015)
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loping and emerging companies can grow in a sustai-
nable way. The less developed countries need capital
and investments to leap-frog the fossil-driven and
resource inefficient growth that the Western world
has had for decades. Therefore one may argue that is
crucial with long-term investments in emerging eco-
nomies for improving global sustainability, and hence
these regions represent focal areas for sustainable
investing in order to make the most difference.”

Sony Kapoor, managing director of the think tank
Re-Define, recently made an evaluation of the holdings
in the Norwegian Government Pension Fund, the
world’s largest sovereign wealth fund. He found that
almost the entire portfolio - more than 9o percent -
was comprised of investments in liquid securities, i.e.
public equity and bonds, in developed countries and
that the fund has a high exposure to oil. Sony Kapoor
concludes that it would be senseless for a fund with
a long investment horizon to base all investments on
the shape of the world economy as it used to be, while
ignoring the fast pace at with a new future economy is
emerging. This heavy weight on investment in mature
economies does not make sense since both emerging
markets and poor low-income countries will grow fas-
ter than OECD economies for a long period. Hence a
shift towards investments in developing economies is

22. Clark et al (2015)
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necessary to generate the target rate of return for the
fund in the longer term, and on the other hand many
developing countries are in need of stable sources of
funds for the purpose of a sustainable development.
Sony Kapoor concludes that there is no better source
for this than Norway’s sovereign wealth fund, which
»by its nature has a very long-term horizon, a responsi-
bility mandate and a higher than average tolerance for
short-term losses in pursuit of longer-term profitability«.*
Pension funds has by nature a long-term investing
horizon and could thus provide a source of capital
for investments that may generate profits in a distant
future, rather than chasing profits in the quarter.
Today, a major share of the pension capital in
Europe is actually not invested in projects that enable
a sustainable development. Nick Silver, the founder of
Climate Bonds Initiative, has estimated that 96 per-
cent of the pension savings in the United Kingdom is
not actually invested at all and therefore not directly
contribute to the long-term development of the real
economy. Barely 4 percent of the pension capital con-
tributes to the development of the economy, by inves-
ting in for example infrastructure and new business.
The rest of the capital is funneled to the secondary
financial markets, mostly in government bonds, com-
pany securities and real estate. Bonds are effectively a

23. Kapoor (2017)
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debt instrument, meaning that if a government issue
abond it is borrowing from future generations, which
could be good if future generations will be richer or it
helps to strengthen the resilience of the economy and
environment. 52 percent of all assets that UK pension
funds holds are invested in public equity, i.e. shares of
companies. Nick Silver compare the equity market toa
stock of capital, meaning a portion of the savings that
could be used by publicly listed companies for useful
investments. But in the United Kingdom only 0,7 per-
cent per annum of the capital funneled to company
securities is actually drawn down by companies and
used for investments, while 99,3 percent remains as
virtual assets circulating the financial system.*

»Rather than investing, many companies ave engaged in
returning money to shareholders, either through share
buy-backs; that is purchasing shares from sharehol-
ders, or by acquiving companies for cash in takeovers.
This is a disinvestment by companies; they are vetur-
ning investment to the shareholders and reducing the
amount of equity, the opposite of a rights issue or IPO.
When you net-off this against new issuance, the result
is that there has been a negative investment in compa-
nies via the equity market in 8 of the last 11 years«*

24. Silver (2017)
25. Silver (2017)
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When governments encourage people to save for
the pension they are basically funneling cash, and
hence power, to the financial sector. In a quite harsh
critique to the financial system, Nick Silver concludes
that the industry uses these funds to enrich itself; the
assets of our economy are invested by professional
asset managers, who are incentivized to boost short-
term performance, meaning that in turn the manage-
ment of companies are incentivized by asset managers
to boost earnings by linking executive pay to share
price. Earnings can for example be boosted by holding
down staff costs, resulting in stagnation of wages for
the majority and massive increase in earnings for
the capital owners. Earnings can also for example be
boosted by reducing investment in research and deve-
lopment, avoiding taxes, or by passing on externality
costs to society, which increase governments’ fiscal
burden and reduce the economy’s resilience. Nick
Silver stresses that while he uses UK pension as an
example the analysis applies generally to all the asset
owners delegating the management of their assets to
professional asset managers.*

The financial sector emphasizes that ESG aspects,
such as climate-risks, are to an increasing extent fac-
tored into investment decisions, even though there is
no clear sign on to what extent. While it so far mostly

26. Silver (2017)
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seems to be a matter of risk assessment, it can also put
pressure on public companies to work with increasing
their ESG score. A possible development could be that
management of public companies are incentivized to
boost sustainability performance in the long-term,
for example by linking executive pay to the ESG score
rather than the share price. This idea was recently
proposed by Fiona Reynholds, managing director of
PRI, and Lise Kingo, executive director of UN Global
Compact”. While the secondary financial markets
play a role in the financial system, it may be fruitful
that these companies are not only driven by enriching
its shareholders.

Investing for a sustainable purpose

Although the exclusionary approach in responsible
investments is still dominating in Europe, impact
investing along with sustainability themed funds
has seen the highest growth rate throughout the past
years. The rationale behind impact investing is that,
compared to philanthropy, the investment should
provide an environmental or social impact along with
revenue, since if it can generate a revenue it will grow
or be copied and hence the impact will be greater than
if it was given as a grant. Nick Silver concludes that
since »non-impact investors are not investing at all, so

27. Financial News (2017)
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perhaps it is a case that profit-seeking impact investors are
what normal investors should look like«.*

The most used asset classes in impact investing is
private equity, private debt and real assets®. As stated
in the previous section a major share of the pension
capitalisinvested in public equity and bonds, to alarge
extent on the secondary market. Hence, an increasing
focus on investing with a sustainable impact might
need a reconciliation on how to split the divide of
pension capital between public and private equity. In
the French pension system it is common to include
at least one ‘fond solidaire’, which is a typical French
funds that include 10 percent of unlisted assets tar-
geting community investing and social entrepreneur-
ship while the other 9o percent is allocated to listed
assets®*. In Sweden, the government has recently pro-
posed a law amendment for the public pension funds,
AP-funds, which is opening up for a larger inclusion of
alternative assets. If the law is adopted the AP-funds
will be able to increase the investments in for example
private equity, which may provide opportunities to
increase focus on impact investing.”

Impact investments are still representing a minor
share of the total assets under management, but sur-

28. Silver (2017),

29.GIIN (2017:2)

30. Giamporcaro (2015)

31. Swedish Government (2017)
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veys from the Global Impact Investing Network shows
that institutional investors are expecting that impact
investments will constitute larger shares of their port-
folios during the coming years®. Moreover, reports are
showing that the millennial generation is increasingly
recognizing that their investment decisions can make
animpact, hence also demanding more considerations
to sustainable investments from their fiduciaries®.
However, a growing demand for sustainable invest-
ments might need an improved transparency on how
the investments are making an impact.

In the previous section, we touched on government
bonds which constitute one of the largest asset class in
terms of assets under management in the UK. In fact,
global debt instruments are today the major asset class
on a global level, representing nearly 30 percent of the
total value of all investments or about USD 100 tril-
lion, meaning that a lot of money is locked up in exis-
ting loans and projects*. Meanwhile, there is a huge
demand among investors for green bonds today, a mar-
ket currently seeing an excess demand. Green bonds
are debt instruments that are issued by for example a
company, municipality or government, typically with
a purpose to use the proceeds of the investments for
projects that mitigate or adapt to climate change.

32. Deutsche Asset Management (2017)
33. Morgan Stanley (2017)
34. Krosinsky (2016)
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Climate Bonds Initiative

Climate Bonds Initiative is a UK based international organiza-

tion working on mobilizing the largest capital markets, the USD
100 trillion bond market, for climate change solutions. As an
investor-focused non-profit organization, Climate Bonds Initiative
is working with promoting investments in projects and assets for
arapid transition to a low-carbon and climate resilient economy.
The strategy is to develop the market for green bonds and climate
bonds, in order to drive down the cost of capital for climate
projects in developed and emerging markets. In practice, the work
includes supporting governments willing to seek climate finance
on the capital markets and developing standards that helps
investors and governments in prioritizing investments that con-
tribute to addressing climate change.? Climate Bonds Initiative’s
partnersinclude the world’s largest asset management firm
BlackRock, the German insurance giant’s investment arm Allianz
Global Investors and the British bank Barclays3°.

In the run-up to the 23rd Climate Change Confe-
rence in Bonn, Fiji became the first developing coun-
try to issue a sovereign green bond. The issuance of
100 million Fiji dollars provide the highly vulnerable
Pacific island capital to invest in climate adaptation
and mitigation projects. As the first developing coun-
try, and third country in the world, to issue a green
bond, Fiji is aiming to demonstrate that green capital
markets can be created in emerging economies.” The
largest sovereign green bond was issued in France in
January 2017, when the government decided to bor-
row EUR 7 billion on the capital markets for funding
of their energy transition. The total demand for the
French green bond reached the sum of more than

35. Climate Bonds Initiative (2017)
36. Climate Bonds Initiative (2017:2)
37. World bank (2017)
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EUR 23 billion, from a wide variety of international
and European investors, showing that there is a strong
urge for green bonds on the capital markets.* While
these developments sounds promising it might be
worth to mention that so far there are USD 694 billions
of climate aligned green bonds that have been issued,
which is an impressive amount but a 100-fold increase
isneeded to change the economy®.

One problem that arises with green bonds, along
with impact investments and other sustainability
labeled assets, is the possibility to measure the
environmental and social impact in an efficient and
transparent way. This barrier may be overcome by
using blockchain technology to measure the impact,
which is currently under development by the Swe-
dish venture Stockholm Green Digital Finance. The
technology is expected to help grow the market for
green investments by lowering the threshold for issu-
ers and enabling investors to verify and measure the
impact of green investment products. During the pilot
phase, they are testing the technology on green bonds
together with different stakeholders, including an
asset manager and a green bond issuer.*

Another initiative for improving of the measure-

ment of the environmental effect of green bonds is

38. Republique Francaise (2017)
39. Silver (2017)
40. Stockholm Fintech Hub (2017)
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the Nordic effect guide for environmental impact of
green bonds. The guide has been developed by a group
of ten Nordic public issuers of green bonds and was
launched in October 2017. The guide, which is focusing
onimpact reporting, aims to build a platform for effect
reporting for issuers and the investors of green bonds.
The purpose is to provide transparent insights into
the environmental projects finances through green
bonds, which can benefit both investors and issuers
of green bonds. The effort builds upon the reporting
approaches suggested by the Green Bond Principles,
the most acknowledged framework for green bonds in
the market, and multilateral development banks, but it
adds indicators for categories such as clean transpor-
tation and green buildings which have previously not
been addressed.” These kind of initiatives can serve to
help overcome the issue of verifying the environmen-
tal impact of green bonds.

Impact investing and green bonds are challenging
the premise that investing based on financial value is
in the best interest of society, meaning that anything
that is not captured by the financial value proposi-
tion is peripheral to the process. While impact inves-
ting is more of a ground-up solution that is financing
projects or organizations that can create social and
environmental benefits, green bonds attempts to shift

40. Kommuninvest (2017)

49



Tobias Persson

conventional investment into infrastructure at a scale
required for a future proof economy.” ESG integration
and active ownership provide opportunities for the
financial industry to help transform existing busines-
ses in environmental and social dimensions, but it
may be important to emphasize the need to mobilize
private capital in the short-term for investments that
is leading to a long-term and globally sustainable eco-
nomy.

41. Silver (2017)
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Pioneering countries

Sweden

The Netherlands
France

The United Kingdom
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Sweden

Eurosif describes Sweden as a mature and progressive market for
responsible investments'. Swedish asset owners are the world’s
most progressive in terms of considering climate risks in invest-
ments?, and all of the large institutional investors in Sweden have
some form of policy for sustainable or responsible investments in
place.? More than 70 Swedish asset managers and asset owners
are signatories to the PRI, indicating that there is a strong support
for responsible investments among institutional investorsin
Sweden.

Sweden has some of the world’s most progressive environmental
policies, including the world’s highest carbon tax and a target
committing the country to emitting zero net greenhouse gas
emissions by 2045. The maturing of the Swedish market for
responsible investments has, however, not really been driven by
an explicit legal framework for the financial sector. The develop-
ment has rather been driven bottom-up by the Swedish financial
industry itself, with front runners such as the national pension
funds, the Swedish Church and Folksam®.

While there may be several reasons behind the bottom up driven
Swedish market for responsible investments, one important
factoris that generally speaking all Swedes have investments on
the financial market as a result of the current pensions system,
introduced in 1999. One part of the system, the premium pension
system, gives all individuals the option to choose how their pen-
sion savings should be allocated. The system provides pension
savers the opportunity to choose between more than 800 funds
that are managed by institutional investors, with information on
risk levels and guidance on how to think about their own level of
risk aversion.> The relatively high concern for the environment,
and in particular climate change, among Swedish citizens® imp-
lies that institutional investors see a need to adapt to a growing
demand for sustainable investments from the pension savers.

Since 2013, the pension savers in the premium pension system are
alsoinformed about the ESG profile of funds through a sustai-
nability label. The label has been developed by Swedish Forum
for Sustainable Investments, Swesif, together with its members,
including all of the major institutional investors in Sweden. The
label is a standardized leaflet that is compulsory for all funds
whose fact sheet states that the fund considers sustainability
issues.”

One significant event for the mainstreaming of responsible
investments in Sweden was in 2001 when the five largest
national pension funds (AP-funds) became forced by law to
include environment and ethics in their investment policies and
annually report to the government how they adhered to these.®
This means that despite a lack of a broad regulatory framework
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Figure 5. Growth of sustainable investments in Sweden
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that mandates all investors to consider sustainability, policy has
had a role in mainstreaming investments. The sophistication of
Swedish responsible investments actors has, however, also been
driven by the emergence and increase of service providers such
as GES Investment Services and Ethix®.

A common practice among Swedish institutional investors is to
combine several responsible investment strategies, including
exclusions and engagement, as a part of a holistic approach to
integrate ESG factors in the investment policy, process and deci-
sion making.”° Looking at statistics from Eurosif, one can see that
exclusions and engagement is the most widely used responsible
investment strategies in Sweden". While sustainability themed
funds and impact investing is still an underrepresented strategy
in Sweden, one can also observe that there has been a negative
trend for the best-in-class approach which has a positive trend
in the other twelve European countries researched by Eurosif'2.

1. Eurosif (2016)
2.AODP (2017)

3. Eurosif (2016)

4. Eurosif (2016)
5.DuRietz (2015)

6. European Commission (2017:3)
7. Swesif (2017)

8. Bengtsson (2008)
9. Bengtsson (2008)
10. Eurosif (2016)
11. Du Rietz (2016)
12. Eurosif (2016)
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The Netherlands

The Netherlands has a strong financial sector and is an attrac-
tive asset management location because of its tax system. The
country is, together with the UK, one of the two biggest countries
in Europe in terms of pension funds’ assets, with a long-standing
savings and investing tradition. Moreover, the Netherlands has
one of the world’s most sophisticated markets for responsible
investments, which in large is an effect of a high degree of coope-
ration between the public and private sectors. The market for im-
pact investments is one of the world’s largest. While exclusionary
screenings make up a significant portion of the Dutch responsible
investment market, strategies such as positive selection and
engagement are gaining ground.”

The market for responsible investments is becoming increasingly
mainstream, and most asset managers and asset owners at least
have aresponsible investment policy in place, even though the le-
vel of maturity differs. A trend in the Netherlands is that frontrun-
nersin the financial industry increasingly implement responsible
investment strategies for their whole portfolio.*

Responsible investing has a long history in the Netherlands,
starting back in the 1970s with the introduction of ethical banks.
Despite the longer stretching history of ethical banks the first
ethical fund was established in 1991 by Triodos bank. During the
2000s it has been more common for retail banks to practice
responsible investment practices and since 2007 institutional
investors have also turned to responsible investments due to
increasing attention to the topic in media.’

The Dutch government has been a strong advocate for respon-
sible investment initiatives, hence the growth can partly be
attributed to government support.’® One of the earliest form of
government support was the Green Funds Scheme, introduced
in 1995 to promote private sector investment in environmental
projects. The program encourages private individuals to provide
capital for green projects with a lower tax rate, by investing in
green funds managed by banks. This enables banks to lend the
money to green projects at more favorable terms.”

In 2013, the Pension Fund Code was introduced which requires
pension funds to publicly define their responsible investment
strategy. Since the code is embedded in the Pensions Funds Act
it applies to all Dutch pension funds.’® Another important step
was in 2015, when the government of the Dutch Central Bank,
DNB, announced that the it sees sustainability as a part of its
mandate and therefore work actively with promoting responsible
investments.”®

While the government has played an important role in the matur-
ing of the Dutch responsible investment market, the significant
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Figure 6. Growth of sustainable investments the Netherlands
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growth can also be attributed to the private sector. Corporate
pension funds have been active in promoting the responsible
investment market, and recently institutional investors have been
active in promoting more opportunities forimpact investments.
For example, Dutch institutional investors have established

a privately-owned company that is mandated to facilitate
investments directly in the Dutch real economy, with a focus on
long-term financing of sectors such as the SME and sustainable
energy.

On the banking side, the ethical retail bank Triodos has been
involved in creating the impact investment measurement stan-
dards, the Global Impact Investing Rating System, and the bank
actively works with promoting impact investing among retail
investors on a global scale. On the private side, it is also worth
to mention that the Netherlands is the home of Sustainalytics,
which is a global leader in sustainability financial research.z®
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France

France is one of the biggest responsible investment players in
Europe. The socially responsible investment market has grown
significantly during the past years, and insurance companies are
one of the main contributors to this growth as the French socially
responsible investment market is driven by asset owners who
own a clear majority of the assets.? France is a stronghold for
ESG screening, sustainability themed investing and best-in-class
approaches, while the exclusionary approach and shareholder
activism is less developed compared to many other pioneering
responsible investment markets.??

Historically the concept of ethical investments appeared in
France between 1995 and 2000, through the influence of religious
groups. At this stage, ethical investment was not strictly defined
as negative screening, as in many other countries, but also
allowed for possibility of positive screening. While there were only
a handful ethical funds in France in the late 1990s there has been
asignificant growth of responsible investment funds and assets
under management until today, which can be attributed to a wide
range of public- and private-sector actors. For example, in 1999,

a French CSR rating agency, ARESE, was financed by the public
bank Caisse des Depots, enabling French fund managers to deve-
lop best-in-class screening practices. In 2001, the public bank
launched the think tank and media platform Novethic to promote
CSR, sustainability and socially responsible investments.z

Another explanation why France is a stronghold in responsible
investments is the political framing of responsible investments.
The private retirement income in France is almost entirely based
on compulsory systems.?* The perspective of managing employee
savings according to responsible investment standards attracted
the attention of trade unions and state officials from 2000, hence
responsible investment became a part of the debates surroun-
ding the employee pension plans. Another direct leverage for
responsible investment came in 2008 when the employee savings
program was the inclusion of at least one ‘fond solidaire’, meaning
that the fund includes at least 10 percent of unlisted assets
targeting community investing and social entrepreneurship.2®

A third explanation for the mature French market is the calcula-
tive framing of responsible investments, meaning measuring

the ESG impact of investments. The CSR rating agency ARESE
that was established in 1997 had a mission to provide investors
with quantified information on French company stocks’ social
responsibility, presented as quantified scores easily integrated by
investment managers. The growth of ESG rating agencies, which
sometimes provided contradictory ratings, led French respon-
sible investors to develop in-house expertise in quantifying ESG
scores. After a while critique grew about the transparency of
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Figure 7. Growth of sustainable investments France
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the practices adopted by the internal responsible investment
capacities. Inresponse to this critique Novethic launched an
online rating device in the early 2000s, with a purpose to mea-
sure extra-financial quality of responsible investment funds,
meaning that the focus on assessment was not on the stocks
invested in but the social responsibility of funds. In 2009, the
rating system was transformed into a label, the first of its kind
in Europe, with a purpose to guide retail investors in responsible
investments.?

Article173 in the Energy Transition Law

The French Energy Transition for Green Growth Law was adopted
in August 2015, and marks a turning point in carbon reporting.
Article 173 of the Energy Transition Law, which entered into force
on January 2016, strengthen the mandatory carbon disclosure
requirements for listed companies. Furthermore, the law requires
institutional investors to report on the integration of ESG criteria
and climate change-related risks, as well as how their policies align
with the national strategy for energy and ecological transition. The
law is expected to cause more analysis on climate risk and more
reporting about exposure levels by investors?8, and has picked

up interest across the globe due to its pioneering plan to combat
climate change and diversify sources of energy.?
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The United Kingdom

The fund industry in the United Kingdom is highly international,
with around 40 percent of the GBP 5,5 trillion assets under mana-
gement coming from overseas clients, and pension schemes as a
dominant client source. The market for responsible investments
in the UK is diversified and flourishing, and there are signs
indicating that responsible investments is becoming mainstream
in fund management.°

Responsible investments have a long history in the UK with early
roots in ethical investment funds and other dedicated portfolios
managed on an ethical basis. Until the 1960s, ethical investments
were practices predominantly by religious organizations, and

the funds were generally run according to screening strategy,
meaning that companies were screened out or in. While the
ethical investment had a growth until the turn of the century,

the increase did not lead to an uptake of ethical investments

by mainstream institutional investors. It was first when the
strategic approach to sustainable investments changed that the
mainstream started to become interested. Since the late 1990s
the most significant change has been a shift from screening to a
best-in-sector or best-in-class approach whereby investors do
not screen out specific industries, but choose the best companies
in each sector. This did not only lead to an uptake of sustainable
investments by the mainstream institutional investors, but also
areframing from ‘ethical investments’ to ‘socially responsible
investments’.3!

Around 2015 there was a new shift in the financial center of
London when institutional investors began to consider ESG
issues in their investment decisions, hence also becoming

more firmly linked with corporate governance. The increased
focus on ESG issues as material risks has come with a growing
perception among institutional investors that responsible
investments increase rather than reduce the investment return.
The acknowledgement that ESG issues, particularly climate
change, presented as significant and material risk, is a major
reason why the responsible investment agenda has come into the
mainstream.32In 2016, The Pension Regulator endorsed a legal
interpretation of fiduciary duty that imply that trustees should
take ESGissues into account when they are financially significant,
and where appropriate the trustees should seek to influence
managers’ stewardship policies and if practicable agree on
specific shareholder voting criteria.

While ESG integration and exclusion is major themes of respon-
sible investments in the UK, British institutional investors also
tend to be more advanced in engagement and dialogue with sha-
reholder companies than in other places around the world. This
is partly due to the investors being more proactive and also due
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Figure 8. Growth of sustainable investments the UK
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to greater receptiveness among investee companies.?* Further-
more, Institutional asset owners in the UK work increasingly with
shareholder activism. For example, the Pension Fund Roundtable,
aninformal group of large funds, has outlined what they want in
important respect from fund managers.?® The increasing engage-
ment on ESG issues can also be traced to the Stewardship Code
whichincludes an allusion to the need for institutional investors
to escalate their engagement activities where an ESGissue is
detected. The code is voluntary for asset managers, asset owners,
and service providers, but it is mandatory for UK-regulated asset
managers to report on a ‘comply or explain’ basis.3¢

As UK is the top financial center in the world, it is not a big
surprise that it is also home to a large number of NGOs and

think tanks targeting the financial sector. Bodies such as Carbon
Tracker, CDP, PRI and Asset Owners Disclosure Project are all UK
based and a significant amount of single-issue campaigns are
active in the country. According to the UK Sustainable Investment
and Finance Association, UKSIF, the agenda and intellectual
content used by responsible investors is increasingly reflected by
work done by bodies outside of the financial services sector.?”
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33. Eurosif (2016)
34. Eurosif (2016)
35. Eurosif (2016)
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Chapter 5

Concluding remarks

The investment industry is moving in a more
sustainability-oriented direction, taking increasing
notice to responsible investments. While the main
objective of investments seems to continue with an
emphasis that investing based on financial value is in
the best interest for society, it is promising that insti-
tutional investors are increasingly aware of the long-
term risks and opportunities faced by climate change
and other environmental harmful activities.

With this report, the hope is to encourage people to
engage in the debate on how investments can be a force
for along-term sustainable development.

Since the rules for the financial system is made up by
governments and its purpose is to serve people, it may
be important that also non-financial professionals are
involved in the debate, particularly now when sustaina-
ble finance is becoming a priority on the policy agenda.
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