T HE R I S E O F ES G
AN D I TS I M PLICAT IO NS FO R FIR MS

THE RISE OF ESG
AN D I TS I M PLI CATI O NS FO R FI R MS
What is the role of a public firm in a free market? Traditionally,

We’ll be exploring emerging trends around how firms are adopting

the answer would be to maximize value for its shareholders.

ESG principles. This is supported by Capco analysis, we have

This still holds true, but there are now a much broader range of

conducted ESG maturity scoring over the top 45 asset owners. The

considerations for firms to meet, such as environmental, social, and

findings indicate that the relative size of assets under management

governance (ESG) factors.

has an impact on ESG maturity – the average scores for those
with >£20 billion to manage are notably higher than those with

ESG factors have developed to a point where they are driving

<£20 billion.

inflection in supply and demand. We believe that these factors will
be influential on all investments going forward.

We want to highlight the importance of ESG in today’s markets.
ESG has moved beyond a branding or marketing label. It is re-

This paper seeks to explore the constituent parts of ESG, and more

shaping the market today – informing investment decisions and

importantly, how they are changing. It looks at how ESG affects

impacting recruiting and retention strategies. We’ll also look at how

the investment process and approaches of asset managers and

asset managers can capitalise on a nascent field, whose growth

institutional investors. While ESG is clearly pervading investment

will continue to accelerate in the UK, Europe and beyond.

firm’s decisions and priorities, this is driven largely by a ‘follow
the leader’ approach rather than consistent global policy or
frameworks. It explores the transformation of ESG from a set of
principles into an exciting landscape of data – with few structured
rules and requirements.
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W H AT CO NSTI TU TE S E S G ?

Should a firm choose to adopt a more sustainable approach to

• Social – Perhaps the most nebulous grouping of factors falls

resource utilization? Should they end partnerships with suppliers

under social considerations. These include a range of factors –

who have egregious carbon emissions? Should a firm adopt

from implementing diversity targets and monitoring a country’s

gender diversity targets? And how about reduce their donations to

attitude towards human rights, to the rights of consumers

political parties? Broad and qualitative questions which would have

and more recently, the treatment of workers in the so-called ‘

typically been confined to society, are now being routinely asked at

gig economy’.

shareholder AGMs, not just by private individuals, but also by core
institutional investors.

•	One of the most widely recognized social factors of investment
came with a broad divestment of apartheid-era South Africa in

These are questions that firms, driven by both desire and necessity,

the 80s, as firms cut ties with the country in response to the

are asking. A recent study by JP Morgan found that 89 percent of

racial policies of its government.

firms will devote additional resources to sustainable investing in the
next one to two years. The challenge these questions raise, is how
they can be quantified, and how will their answers affect the longterm intrinsic value of firms.

•	
Governance – Over the years, corporate governance has
expanded, and now includes areas such as executive
incentives and compensation, the structure of management,
and employee relations (such as the ability to form or join

ESG factors are most effective when considered in conjunction
with traditional fundamental analysis. There are a myriad of
performance measures that contribute to determining the longterm value of a firm.

a union).
•	Of the three groupings, governance is likely the most
longstanding and most closely aligned to traditional financial
analysis; simply because mismanagement of a firm is most

• Environmental – Environmental considerations reflect the

likely to lead to an impact on performance.

effects of climate change, such as the tracking of carbon
emissions, as well as broader considerations such as the

Broadly speaking, ESG factors are not directly financial, even

sustainability of resources and reducing waste.

though many will have an implicit impact on the finances and
performance of a firm. For example, reducing water usage in a

•	Environmental factors are tied to corporate finance, through

production process can be considered an environmental factor; it

the issuance of green bonds, emissions cap trading, and other

contributes to sustainability but may also reduce (or increase) the

similarly linked financial instruments. For example, the EU has

firm’s production costs.

made a significant effort towards defining prospectuses for
green bond issuance and implementing the EU Ecolabel, a label

Of course, it is important to note that different sectors value these

of environmental excellence for financial products over the

groups to varying degrees. A manufacturing or heavy industry firm,

course of 2019.

with a significant resource-extraction component, may be more
impacted by environmental requirements than a services provider.
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H I STO RY O F E S G

ESG factors are not new, even if they were not always labelled as

3.	In 2005, a United Nations report, published in cooperation with

such, nor was their value recognised. Many economists in the

Freshfields Bruckhaus Deringer challenged the notion that ESG

1960s and 1970s, most notably Milton Friedman, argued that

factors were incompatible with the fiduciary duty of firms to

concepts of ‘social responsibility’ were inherently contradictory to

their investors.

the principles and responsibilities of firms in a free market – which
4.	In 2006, the United Nations then launched Principles for

was to maximize financial value.

Responsible Investment, a framework for investors wishing to
So, what changed? In the 60s and 70s, economic, social impact

integrate ESG into decision making.

investing had been happening, but without a specific title or label.
For example, in the US, large, union-controlled pension funds had

5.	In October 2006, The Stern Review on the Economics of

been investing back into education, affordable housing and medical

Climate Change was published. This linked climate change to

facilities in their members localities, balancing investment returns

quantitative, economic impacts for firms and society.

to social benefit metrics.

6.	And finally, the global 2007 financial crisis. Further to the

However, from the early 2000s, there was notable progression.

economic impact of the crisis itself, the socio-political effects

Several major events heralded a new trend – a newfound focus on

of the crisis furthered the debate around the fundamental roles

non-financial measures of performance and why they should be

and responsibilities of global firms towards society.

valued. These were:

These events further solidified the importance of firms managing

1.	In 2004, Kofi Annan wrote to the 55 CEOs of the world’s top

ESG factors and contributing sustainably to the society in which

financial institutions asking them to participate in an initiative to

they operate. Whether firms’ motivation was driven by a sense of

integrate ESG into the capital markets. The subsequent report,

social responsibility or not, shareholders and investors were also

Who Cares Wins, argued strongly that firms’ management of

beginning to consider these factors therefore the consideration of

ESG factors was needed to compete successfully.

ESG became a financial interest.

2.	Also in 2004, US Vice President Al Gore launched a sustainable
investment fund, Generation Investment Management.
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W H E RE W I LL E S G G O ?

Unlike the factors in fundamental analysis, ESG factors are fluid
and reflect the shifting priorities and concerns of societies around
the world.
We suggest that the following themes should be recognised as ESG
areas that will grow in prominence:
• Climate change – From Greta Thunberg to the Paris
Agreement, climate change is fast becoming the single most
important environmental factor that firms need to address.
Climate change is also set to be one of the most difficult
factors to attribute to firm or governmental action, leading to an
infamous accusation of the ‘earnings management equivalent of
climate change’ against Australia. This manifests in factors such
as carbon emissions, uptake of renewable energy source.
•	
Management compensation – A familiar headline in the
media is one that centres on wealth inequality in our societies.
These stories outline bosses earning many times their average
worker’s salary. The stories often generate a public discourse,
and such scrutiny from the public may force firms to re-assess
how their workers are paid.
• Holding technology to account – Firms such as Google
and Facebook have come under significant scrutiny relating
to their roles as holders of unprecedented volumes of data on
consumers, the amount and detail of which seemingly increases
day by day. Their responsibility to date has been primarily
restricted to privacy, but an evolving role as custodians of data,
may soon transform into pressure as to how much they can
make use of such data.
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T HE P I VOTA L ACTO RS I N TH E R I S I NG E S G WO R LD

As demand for environmental, social and governance investments

•	
Consumers – Will the average consumers reward

increases, firms face the challenge of how to successfully operate

ESG-conscious firms, even if that means greater financial

in this new world.

cost to themselves?

• Investors – A recent study of shareholder activism in Europe

• Government – As more pressure is placed on governments

since 2017 showed that companies in the bottom two quartiles

to enforce social responsibility, ESG may begin to filter through

of ESG performance were on average 24 percent more likely to

to laws and regulation. We have seen this beginning with

face activist campaigns.

examples such as GDPR.

As investors not only become more influential but also more willing
to exercise their influence for ESG-related causes, firms will need
to pay more attention to their demands and respond or mitigate
them accordingly.

R EG U LAT I O N AN D GOVE R NME NT I NTE RVE NTI O N

After a decade defined by regulatory responses to a financial crisis

The overall picture varies depending on where you are in the world

across the world and billions after billions spent on regulatory

and indeed the direction in which you look. We can contrast, for

compliance, the notion of ESG-driven regulation is daunting.

example, approaches between the European Union and the United
States on their attitudes across each aspect of ESG.

However, firms should consider that socially conscious regulation
has driven business change in the past. Many things which we now
consider social norms, from racial equality to a 40-hour workday,
had to be driven by regulation. Today, with regulations for net zero
carbon emissions and even social regulations such as the ‘sugar
tax’, governmental regulation is also driving ESG.
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E N VI R O NME NTA L

EU

US

The European Union has been at the forefront of environmental

Under President Trump, environmental regulations have

regulation, particularly in terms of the integration of environmental

regressed. The defunding of the Environmental Protection

indices and benchmarks as part of the ongoing development of

Agency, subsidies for fossil-fuel industries, and the withdrawal

its Capital Markets Union. This answers a

from the Paris Agreement, Environmental regulation has never

long-standing challenge for ESG analysts, who suffer a disparate

been so definitively rolled back by any country in the world. In

field of unstructured data without common standards and

lockstep with President Trump, the US House of Representatives

endeavour to normalise them.

Finance Committee rejected the introduction of mandatory and
standardised ESG disclosures for firms.

Because of the nature of the EU, the fortunes of such
initiatives are not as tied to national administrations as they

2020, coronavirus pandemic permitting, is obviously a critical year

would be elsewhere.

for US politics, with virtually every Democratic candidate for the US
presidency seeking to restore environmental protections that have
been weakened. Whether or not the prospective nominee gets the
chance to do so is far beyond the aim of this paper, but this does
highlight the polarising nature of ESG in
US society today.

Social – Perhaps the most nebulous grouping of factors falls

• Governance – Over the years, corporate governance has

under social considerations. These include a range of factors, from

expanded, and now includes areas such as executive incentives

implementing diversity targets and monitoring a country’s attitude

and compensation, the structure of management, and employee

towards human rights, to the rights of consumers and more

relations (such as the ability to form or join a union).

recently the treatment of workers in the so-called ‘gig economy’.
•	One of the most recognised social factors of investment came

•	Of the three groupings, governance is likely the most
longstanding and most closely aligned to traditional financial

with a general boycott of apartheid-era South Africa in the 60s,

analysis; simply because mismanagement of a firm is most

as firms retreated from the country in response to the racial

likely to lead to an impact on performance.

policies of its then-government.
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Investor, consumer economics and social activism
The social response for ESG has far outpaced regulatory developments, challenged as it is for the length of time needed for adoption
and even its regression in the US. With demands for action far outpacing political will, firms cannot afford to wait until they are
instructed to by law to consider ESG.

CO N S U ME R E C O NO MI C S

How much more are you willing to pay for fair trade coffee? For

Informed by civil society and the increasing amount of information

sustainably sourced wood, or for services that rely purely on

and data, consumer tastes, expectations, and demands can evolve

renewable energy? Are you willing to run out of charge in your

at increasingly faster rates, and which firms need to respond to.

hybrid whilst you have a car full of family? These are complex

Increasing awareness of reducing plastic waste, for example, has

questions that will vary across sectors and consumers themselves,

led to supermarkets cutting down on unnecessary bags and boxes

as we consider the ability of firms to pass through potential costs of

for produce, or transition to sustainable materials.

sustainability as well as the price elasticity of goods and services.
Conversely, governance-related concerns are likely to be weighted
A simple example that is still unfolding today is the story of

lower by comparison, as the less topical ESG factors in current

Amazon. Amazon has managed to drive down prices and time

social terms, being the older and more mature component of

needed for consumers to get nearly anything they want online – at

the three.

the seeming expense, however, of employee health and safety.
A small but growing movement is seeking to boycott the firm over
such practices. Would they be so willing to do so, if the firm chose
to pass on the cost of reducing worker productivity (by increasing,
for example, break times), or even replace human workers entirely?
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I N V E STO R RE LATI O NS A ND ACTI VI S M

The notion that being a responsible firm is inherently contradictory

•	One of the world’s most successful funds Sir Chris Hohn’s

to achieve returns has been long disputed; even beyond the

TCI Fund, confirming it would “vote against all directors of

management of downside risks, investors are increasingly seeing

companies which do not publicly disclose all of their emissions

opportunity in company performance when they themselves

and do not have a credible plan for their reduction.”

commit to ESG goals.

•	A running shareholder battle between UK-based investment

We can understand this in the context of what ESG represents

advisors Independent Franchise Partners and the Japanese

in the eyes of investors: a competent senior management that

group Kirin, with the fund demands including changes to

appreciates and responds to risk and opportunity across issues

executive compensation and the nomination of two new non-

beyond firm activities. By implication, a firm that does not manage

executive directors to the firm’s Board. Kirin has since been

risks stemming from ESG well does not engender confidence in

forced to commit to the creation of a two-tier board structure as

management; a situation that is ripe for activist shareholders to

part of changes to its governance.

revolt and counter a perceived absence of management.

•	One Planet Sovereign Wealth Fund was created in a group

Other examples of activist investors (and even potential

amalgamation of effort for six major sovereign funds in late

investors) include:

2017. Its aim to drive long term returns in the ESG space, a
core tenet being the efficiency of distribution of global capital

•	The spectacular backfiring of WeWork’s planned IPO highlights

will be key to transitioning to a low carbon economy.

the seriousness of such factors. Concern over Adam Neumann’s
leadership and governance of the firm (including serious

It is no coincidence that governance plays a major role in many of

conflicts of interests involving leasing buildings that he partly

these examples. For many investors and firms, governance issues

owned back to WeWork) ultimately forced his exit in the face of

are the clearest cut of the three, with easily measurable metrics,

an IPO that would have seen a wipe out in its stock price.

i.e. board composition.

•	Bridgewater Associates, a hedge fund with over $160bn AUM
announced at Davos in February 2020 that ESG will be a central
facet to their business decisions, and if their investees did not
improve or integrate ESG in their business models the fund
would exclude their shares.
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A SNA P S H OT O F E S G F U ND S , G R OWTH A ND A PPR OAC H ES

Looking back to 2000, the UN Secretary General Kofi Annan

to mainstream. From an almost unheard-of allocation term in

stood up an initiative to highlight ESG principles in business and

the late 90s to today has been a noted increase in AUM within

markets. Four years later, he wrote to 55 of the most senior

ESG defined criteria. When the underlying assets are assessed

financial services institution CEOs inviting them to participate in the

however several constituents clearly existed back before ESG

Global Compact Report, discussing 10 principles of good conduct

criteria were defined and weren’t classified as such. This issue of

across ESG criteria. This is often credited as the modern kick-start

identification and categorisation could suggest an overly optimistic

to FS institutions re-focussing their strategies to consider ESG

misleading trend, suggesting a stronger movement to impact than

related impact. From the early 2000s, there has been a steady

has been the reality. When considered also against the varied

growth and appetite for ESG funds, subsequently new funds have

social, financial and governmental parameters for ESG, depending

materialised in line with the economic attraction. It is difficult to

on who measures it in which country, this makes making global

ascertain whether supply has led demand or vice-a-versa but

comparison more difficult.

what can be seen is the increase in ESG related AUM, funds and a
specialisation within these subsectors as competitive forces have

What can be seen is that by 2018, under balanced and comparable

driven differentiation strategies.

globally accepted ESG criteria, the general trend to companies
considered ESG compliant has increased dramatically. What

What started as a couple of funds, or indeed investments, within

is more evident is the regional geographical trends of those

larger asset owners’ portfolios; or a marketing play for one

constituent companies within a geographies AUM categorised as

investment strategy within a firm’s wider distribution channel,

ESG compliant – what can be considered the ESG penetration by

has turned into a multi trillion dollar industry – moving from niche

area or a form of investment theme ‘popularity’.

ESG AUM 2018 $TRN*

COUNTRY AUM 2018
$TRN*

4.2

27.9

9.5 – 16

43

AUS/NEW ZEALAND

<1

3.5

28.6%

JAPAN

1.1

18

6.1%

EUROPE
NORTH AMERICA

PERC % OF ESG/AUM
[RANGE]
15.1%
22.1%

37.2%

*Source: US SIF Foundation, XE Global Sustainable Investment Review, FX as 09/01/2020

The overall increase in AUM can be attributed to this (re)-

In 2019, Investment & Pensions Europe conducted a number of

classification phenomena, and should be treated with some healthy

surveys around this area highlighting the focus on specialisation of

me-too cynicism, or at least a rush to join the new club behaviour.

teams and its resourcing. The following results showed dedicated

What can be seen at a more fundamental level is the increase in

ESG resources and the AUM of the top firms investing capital into

staff and the total AUM for some of the leading firms, which is a

its ESG capacity.

tighter metric to consider.
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ESG/SRI INVESTMENT SPECIALISTS BY FIRM
40

38
36

36

33
26

25

25

24
22
20

19

18

16

10
Russell Investments

Vontobel AM

UBS AM

Prologis

AMP Capital

CORPORATE GOVERNANCE SPECIALISTS RANKED BY FIRM
40

33

25

18

10
PIMCO

Insight Investment

Savills IM

BMO Global AM

DekaBank

Anecdotal double hatting of a PM to manage quasi ESG profiled

In 2019/20 Aviva, GLG and Blackrock have restructured or stood

stock within a portfolio, is making way for dedicated professionals

up senior leads in ESG management roles. In many cases, this

solely focussed on this arena. As much a function of reputational

role at board level is becoming a responsibility at the highest

risk management as hunting Alpha, this new dedicated function

level, no longer a sub function under the CIO. When considered

can be seen at the top levels.

against the AUM exposure, there is greater board level focus on
attracting money associated to this pool of investment interest,
its suitable deployment and ongoing portfolio management to
drive ongoing performance.
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EUROPEAN INSTITUTIONAL ESG ASSETS (€4BN)
910.0
808.9

808.4

707.8
606.7
505.6
404.4
303.3
202.2

143

139.1

125.6

101.1

72.5

63.2

58.7

48.6

44

41.6

0.0
LGIM

Amundi

Natixis IM

Robeco

Swisscanto Invest

Increased focus from the public, fund managers and the asset

Today data, its interpretation and use are very mixed. From a

owners entrusted to invest for all stakeholders, means that they

simple ESG index constituent, to sophisticated quant weather

are all looking for the best performance within this burgeoning

related models, there can be significant divergence in views and

asset class. But as everyone clambers to be in the ESG club, where

outcomes. Often, the same company can be viewed, an ESG

can value be found? How can it be tracked in terms of its ESG

rating applied from a major rating or consultancy company, and the

metrics when moving away from old intrinsic financial measures?

company can look very different from an ESG profile perspective.

How can the FM and asset owners differentiate, as ESG becomes

Clearly the company’s ESG impact will be the same, but what is it?

an everyday overlay to all investments and not just a side niche

How can we trust the data we use to measure its impact and how

marketing play? As these questions evolve, we can’t rely on ever

can we weight the data to ascertain its overall ESG credentials?

expanding teams of experts, pouring over ever contrarian views and
news feeds. As the market is filled with the need for quality ESG

Data providers and their sourcing and methodology of data, the

selection, assessing and monitoring the role of data will play an

weighting of ESG factors in indexes, can all be interpreted or

ever-greater part in successful investing. Disparate groups of non-

adjusted to create a firms overall ‘score’. Even geographic and

traditional data, gathered and modelled in non-traditional ways, will

political leanings on ESG investment criteria ranks can be wildly

play a greater role for ESG investors going forwards.

divergent for the same target investment, depending on the optic
of the investor. Taking control of this methodology and using
proprietary methods, will be the differentiator in an increasingly
crowded market. Driving the data will be the next iteration of ESG
investing, but how can this accelerate the investment dialogue and
what is to be done in the next evolution of the sector?
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WH AT I S T H E P RO B LE M? I NC O NS I STE NCY
O F M ET H O D O LO GY AC R O S S DATA PR OVI D E R S :
In 2016, there were 125 global ESG data providers, and according

methodologies, resulting in inconsistency for practitioners. This

to the Global Initiative for Sustainability Ratings, there are now

can frustrate investment professionals and, while there might be

many more. New data and technologies are flooding into the

alignment in the medium term, we believe these inconsistencies

financial services segment and the provision of data leaps and

will force firms to build their own ranking frameworks. To give a

bounds recently, thankfully the industry is much better equipped to

flavour of the differences between data providers, we have included

handle large databases of data of varying forms.

some research into top Nasdaq stocks. The table below shows
inconsistencies betwee n the top 20 Nasdaq stocks at the end

The plethora of data has not come without its problems. Data

of 2017:

providers have tended to create their own ESG ranking

ESG SCORE
COMPANY

E SCORE

S SCORE

G SCORE

SECTOR

WEIGHT

PROVIDER
1

PROVIDER
2

PROVIDER
1

PROVIDER
2

PROVIDER
1

PROVIDER
2

PROVIDER
1

PROVIDER
2

Technology

3.52%

0.41

0.43

0.69

0.96

0.1

0.42

0.54

0.19

Amazon

Cyclical

2.82%

0.23

0.07

0.25

0.13

0.15

0.2

0.51

0.06

Microsoft

Technology

0.88

0.94

0.89

0.92

0.9

0.83

0.74

0.84

Alphabet

Technology

2.76%

0.33

0.48

0.54

0.67

0.5

0.75

0.1

0.1

Facebook

Technology

2.00%

0.29

0.2

0.77

0.23

0.32

0.63

0.07

0.01

Berkshire Hathaway

Financial

1.97%

0.04

0.04

0.06

0.07

0.04

0.24

0.04

0.04

JP Morgan Chase

Financial

1.53%

0.79

0.76

0.97

0.75

0.88

0.82

0.45

0.45

Johnson & Johnson

Healthcare

1.34%

0.95

0.87

0.95

0.9

0.97

0.45

0.78

0.92

Financial

1.27%

0.59

0.81

0.86

0.79

0.58

0.88

0.29

0.54

Exxon Mobil

Energy

1.24%

0.7

0.53

0.45

0.35

0.65

0.91

0.86

0.37

Wells Fargo

Financial

1.10%

0.84

0.31

0.82

0.87

0.8

0.3

0.7

0.03

Visa

Financial

1.07%

0.75

0.65

0.67

0.63

0.53

0.37

0.98

0.71

Walmart

Cyclical

1.03%

0.72

0.35

0.64

0.77

0.61

0.1

0.73

0.42

Intel

Technology

0.89%

0.75

0.99

0.81

0.84

0.99

0.99

0.37

0.99

Cisco

Technology

0.86%

0.98

0.98

0.88

0.86

0.95

0.98

0.93

0.78

AT&T

Telecomms

0.86%

0.94

0.86

0.98

0.82

0.84

0.5

0.8

0.87

United Health Group

Healthcare

0.84%

0.18

0.51

0.16

0.6

0.2

0.16

0.4

0.67

Pfizer

Healthcare

0.84%

0.68

0.67

0.65

0.59

0.85

0.66

0.39

0.57

Chevron

Energy

0.82%

0.32

0.3

0.32

0.21

0.41

0.87

0.35

0.25

Boeing

Industrial

0.82%

0.51

0.24

0.48

0.42

0.48

0.08

0.63

0.47

Apple

Bank of America

Notes
The shaded areas indicate instances in which the two providers have rating differences greater than 25%
In order to normalize ESG scores between the two providers, the socres in this table are determined by the percentile ranking of each company (with 0 being the lowest and 1.00 being
the highest) by the respective provider’s raw ESG score the individual, environmental, social and governance score) and then taking the cumulative market – cap weight of that company
relative to overall universe. For example Apple’s ESG score of 0.41 by provider 1 means that Apple’s cumulative market-cap weight within the investment universe is 43% after making
the universe by provider 1’s ESG scores.
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AS S ET OW NE R S

We undertook some primary research by analysing 45 of the

AVERAGE SCORE BY AUM GROUPINGS

largest UK asset owners with a combined AUM of £770 billion.
We assessed ESG indicators such as transparency of reporting,
outward communications, investment approach, use of technology,
direct ESG resources and governance activities. We combined
this to give an overall ESG maturity ranking of 1-5, where
‘1’ reflects firms being less mature in executing and / or
communicating their ESG agenda, a ‘3’ reflects more active
engagement or dedicated ESG resources, and ‘5’ reflects an active

AVERAGE ESG MATURITY SCORE

2.4

ESG management approach.

1.8
1.2
0.6
0
0-10

10-20

Our summary of findings include:

20-30

Over 30

AUM £(BN)

•	We also noted that there were no published communications

•	Asset owners appear less mature than the investment
management community. While there are examples of asset

between asset owners and their members / investors.

owners providing leadership, they are currently one of the

Consequently, it was difficult to see how the requirements

minority exceptions.

of scheme investors themselves are being reflected into
fund structuring.

•	Broadly, asset owners will have to enhance their ESG
governance model maturity to meet upcoming regulations such

•	By our grading system, only four firms were awarded an ESG
maturity score over 3, representing 9 percent of the group.

as the stewardship code, the average for the 45 we analysed
was 1.8 out of 5.

NUMBER OF FIRMS / ESG MATURITY SCORE
ESG RANKING AUM SUMMARY (£BN)
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•	A clear minority of the 45 UK asset owners dedicate resources
•	There is a clear disconnect between lower AuM asset owners:

to ESG governance, about a third of the reviewed universe

We found that there was a real difference between asset

have dedicated ESG governance professionals, we expect

owners with £20 billion and under to invest, than those firms

this will change in the short term as Regulation and customer

with larger investments. While this may represent bigger

expectations will trigger a refresh in asset owners approach

resources to dedicate, it could also reflect a perception that ESG

to governance, who will need to do more to demonstrate their

investing is still viewed as a cost, rather than an opportunity.

commitment and track record surrounding ESG issues.

T H E R I S E O F ES G A N D ITS IM P LICAT IO N S FO R F IR M S / 14

•	In terms of transparency, UN principles, and to a lesser extent,

that Ping An’s leadership will encourage other companies in China

TCFD reporting are being picked up. Of our sample size, more

to integrate ESG factors into their investment strategies.” Our

than half signed up to UN PRI, while a clear minority have

analysis suggests that in the UK, most asset owners will have to

signed up to TCFD (11), 9 have signed up to both:

transform how they govern ESG issues.

TRANSPARENCY / NUMBER OF FIRMS

There is work to be done on both asset owner and manager side.
Eventually, alignment will happen over the medium term, but it will

SIGNED UP TO BOTH

not be soon enough for firms who need to act now to solve issues.
Currently, the investments industry appear aligned. However, ESG
integration into the investment, monitoring and reporting processes,

TCFD REPORTING

will be the biggest challenge facing the ESG investment community.
One top tier manager said, “The challenges are in the monitoring

SIGNED UP TO
UN REGULATION

and consistency of data, it’s fine for 100 stocks, but how do
0

7

13

20

26

Recently, some asset owners have become much more prescriptive
in their expectations of fund managers. Brunnel Pension
Partnership have described the finance sectors response to climate
change as “not fit for purpose”, and will sack managers who ignore
climate change by 2022. Fiona Reynolds, CEO of the PRI said of
China’s largest company signing up to the PRI, that “asset owners
hold a very powerful position in the investment chain, and we hope

manage across 6,000?”
Consistency amongst companies is being addressed where
possible. In January 2020, the World Economic Forum International
Business Council (IBC) partnered with a Big Four accountancy firm
to agree on a core set of ESG metrics and disclosures to report on
across sectors and geographies. While this is a step in the right
direction, the IBC represents 120 multinational organisations,
although this represents a small investment universe, and does not
leave much room for outperformance.

Investment process
To date, fund managers have succeeded in implementing ESG principles into investment and governance processes. While ESG has
been niche, this has been relatively easy to manage. The advent of ESG integration and changing customer and investor expectations
increases the management task exponentially. To manage huge numbers of data, sources and technologies, fund managers will face
significant challenges when building propriety rating systems and downstream governance and reporting. Firms will need to leverage
a range of unstructured, alternative and standing data sources and deploy new technologies to manage these challenges.
Despite the challenge, firms are beginning to agree and build propriety models. Last year, MaN Group built launched ESG Analytics
and more recently JP Morgan Asset Management’s head of sustainability Jennifer Wu announced they were building their own: “We
care about the future. If we want to do this well and use ESG to better manage risks and identify new alpha opportunities, then we
have to go back to individual companies and determine ourselves what are the ESG issues that really matter.” There are numerous
others who are building the same.instructed to by law to consider ESG.
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S O , WH AT D O E S I T LO O K LI K E ?
DIRECTION OF FLOW

At a high level, the diagram below illustrates our view of a propriety ratings and governance model:

BASIC OVERVIEW OF MINIMAL ESG MODEL

CORE PROVIDER
DATA

UN/STRUCRUED DATA

PROPRIERTY DATA /
RESEARCH

FINANCIAL DATA
PROVIDORS

ALTERNATIVE DATA EXAMPLES
DEFORESTATION

BASIC OVERVIEW OF MINIMAL ESG MODEL

WEBSITES

NEWS SOURCE

CSR REPORTING

ALTERNATIVE DATA

FOOTFALL
WATER USAGE

ESG DATA AND ENRICHMENT

ARTIFICIAL
INTELLIGENCE

MACHINE LEARNING

SATELLITE IMAGERY

DATA ANALYTICS

PROPRIETY
WEIGHTINGS

PROP ESG RATING SYSTEM

ALGORITHMIC
TRENDS

AD HOC GOVERNANCE

MONITORING

REPORTING

To build a propriety ESG ratings framework, managers need data,

Logistics dictate that human ESG analysts cannot manage an

and lots of it. Feeds of un/structured data sets are fed in to provide

integrated ESG investment process as well as monitor governance

a total data universe. Other data sources will need to be fed in, to

and reporting activity. The complexity surrounding the basis of the

inform the data universe dependant on the investments the firm

investment, is also key in how best it is governed and monitored –

makes, which is likely to rise with alternative data sets.

can governance be commoditised or not? The investing side might
be manageable by human review only, which might be hundreds of

Data engineering and analytics could be used to enrich data and

stocks to analyse per year, compared to managing the monitoring

exclude stocks that do not profile appropriately. Each manager

side which could be thousands.

will need to create their own assessment criteria process for each
stock to be analysed, reviewed or monitored. The data needs to
be tagged and managers will weigh the E, S and G components to
deliver their own propriety ESG score. To integrate ESG, each stock
being analysed for investment will have to pass through the scoring
framework at least at the point of investment.
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T H E A L P H A LI E S I N TH E DATA

Alpha in ESG can be limited in a vanilla model due to everyone

Machine learning could identify the need for more data sets,

using the same data, same funds and benchmarks. Undoubtedly

particularly where more specialist investments have been made.

there is Alpha in unstructured ESG data and the building of a

Machine learning algorithms can identify correlations between

propriety model can give managers early differentiation in a fast-

assets and indicators. We expect firms to make more complex

growing market segment. While this is not an easy thing to achieve,

investments going forward and must support alternative data as a

particularly with the size of the data sets and over 150 ESG

result. For example, alternative data might include Google Earth for

indicators, developments in technology such as machine learning

deforestation purposes, email receipts, footfall or web browsing.

and analytics, is enabling firms to track vast databases and identify
economically advantageous relationships.

One analyst from a top tier asset manager said, “We are very
interested in leveraging alternative data, by definition it has the
ability to set us apart as a firm.”
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CO M M O D I T I S E I NVE STME NT MO NI TO R I NG

ESG integration and UK regulation has changed the game

Will firms have to build everything from scratch? Not necessarily.

significantly. Firms will need to provide ongoing governance on

Many firms already have ESG investment processes, compliance

each line of stock. The trick here will be to commoditise processes,

monitoring systems and reporting frameworks. The digital

with thousands of lines of stock to cover, automation and IT will

revolution brings significant opportunities to complement ESG

need to be leveraged.

analysis and investment, reaching more investors, provide more
reporting and tooling in consumable and user-friendly ways. We
are not starting from scratch, but there is much thinking and
transformation to do, particularly for those that are yet to begin.

What next?
ESG factors have grown from specific investor or consumer considerations, to a set of necessary elements in the structure,
management and growth of a firm. Not only are ESG factors here to stay, but they will continue to move up the financial agenda.
People are increasingly empowered by technology and data – and ESG could be considered a marker for how priorities in society are
shifting – towards a cleaner, greener, and more sustainable investment landscape.
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