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Standardise to sustain

Will Bryant of Albourne reflects on beneficial changes that would
help evolve ESG and give greater value to the field

lenty has been written
over the recent months
and years regarding the
increasing amounts of

ESG integration for over eight years.

To further widen ESG integration,
Albourne is looking to promote and
support efforts to move towards a
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investment strateg ies. This has come investors focused on responsible investing. Bryant is a member of the PRI hedge

about on the back of increased in-
vestor focus due to several different
drivers, including a shift of capital to
younger generations and increased
public and media pressure.
Alongside this there have been
several articles on the different ap-
proaches to ESG investing. These
range from simple screens and tilt-
ing strategies, whether exclusion-
ary or positive targeted methods,
to integrated approaches where
ESG factors are embedded within
the investment process, using ac-
tive engagement as an added tool
to further enhance positive change.
Thematic and impact investing are
included in this spectrum, where
measurement of the environmental
and social goals is a key output.
These different approaches to the
inclusion of ESG or ‘non-financial’
data into the investment process
will vary based on the characteris-
tics of the investment strategy or
the portfolio manager’s belief in the
efficacy of ESG integration. Whatev-
er the approach, one thing that has
become increasingly clear in con-
versations with investors and man-
agers, is that the integration of ESG
data in the investment space is here
to stay. Investors are increasing-
ly demanding ESG inclusion, asset
managers are developing ways to in-
tegrate ESG into their processes, and

fund advisory committee.

corporates are beginning to grasp
the potential long-term security val-
uation benefits of embedding ESG
into their business.

Despite the demand for ESG, one
key area is holding back further in-
tegration. The lack of standardised
non-financial data provided by cor-
porates is the main hurdle for many
fund managers to be able to easily
integrate ESG into their investment
strategies; the proliferation of ques-
tionnaires with different approach-
es is also a growing burden for
corporates.

Albournesits at theintersection of
investors and alternative asset man-
agers. From this position we have
seen the development of the trends
for ever increasing ESG integration
and the issues that fund managers
and investors face when focusing on
ESG in their processes. Along with
the rigorous investment, quantita-
tive and operational due diligence
Albourne currently completes on
alternative funds, Albourne con-
ducts a review of their ESG capabil-
ities. Albourne has integrated ESG
into its operational due diligence
of fund managers to complement
its existing ESG questionnaire, and
subsequent report, through which
Albourne has been gathering and
conveying a manager’s approach to

Manifesto Il, launched in 2018.

One of the key issues around non-fi-
nancial or ESG data is that it can be
difficult to directly correlate this
data to security valuation or per-
formance. Much has been written
about the impact of ESG data on
financial performance. In the 2015
paper by Deutsche Asset Manage-
ment and the University of Ham-
burg® they reviewed over 2,000
empirical studies from the 1970s to
present day, finding that ‘roughly
90% of studies found a nonnegative
ESG-CFP (corporate financial perfor-
mance) relation’, with the majority
of studies finding a positive relation.

What remains unclear is how long
it may take for this relationship to
play out in the underlying securi-
ties price. For the hedge fund space,
the timeframe for recognition of
the ESG characteristics may not be
compatible with their strategy or
may get swamped by other char-
acteristics for which the security is
in the portfolio. This leads many in-
vestors to focus on the inclusion of
ESG data from the perspective of risk
mitigation.

At present the reporting by cor-
porates of non-financial data is vol-
untary and non-standardised; this
often sits within a separate Corpo-
rate Responsibility or Sustainability




report. The fact that the output is
not standardised unlike the report-
ing of financial data, makes it hard
for investors to be able to easily
compare companies with reference
to these data points.

The increased demand for the
inclusion of ESG data within the in-
vestment process has led to an in-
crease in third-party ESG data and
ratings providers. Many investors,
asset managers and other stake-
holders are increasingly reliant on
thereports and ratings of third-party
ESG agencies to assess, compare and
measure ESG performance of their
investment universe. Given that the
inclusion of ESG data into the invest-
ment process is in the nascent stag-
es, there is ongoing development,
evolution and even debate around
methodology and principles for best
practice among providers.

Each of the rating agencies have
different methodologies in how
they arrive at their scores. This has
led to a dispersion of overall scores
dependent on the provider, a gen-
eral lack of clear understanding by
many consumers of the differences
and ultimately, in our view, a slightly
confused landscape. It is estimated
that the correlation between credit
ratings issued by S&P and Moody’s
stands at about 0.9, while the corre-
lations between MSCl and Sustainal-
ytics (two the most widely used ESG
rating agencies) is roughly 0.32.

It is also worth noting that banks
are advising corporates on how to
improve their ESG ratings and ben-
efit from positive screening in inves-
tor strategies.

Over recent years several initia-
tives have come about in order to
create common reporting frame-
works, such as the Global Reporting
Initiative, the UN Global Compact
and the Carbon Disclosure Project.
These sorts of initiatives can lead to
companies being more focused on
how they perform relative to the cri-
teria of the framework, rather than
focusing on optimising their ESG im-
pact within the framework of their
business model.

Currently, the biggest hurdle stand-
ing between the mass adoption of
ESG, possibly after an (increasing-
ly shrinking) investor belief that

integration of ESG factors is not rel-
evant, is the lack of consistent data.

What is required is a consistent
global approach covering a range
of different topics under the ESG
umbrella, ideally with some level of
third-party audit of this data. One
standardised reporting protocol,
with strict (and possibly regulated)
definitions around the different met-
rics, would be simpler for corporates
to produce rather than the plethora
of existing reporting frameworks,
which are currently the burden of
corporate management.

The standardisation of the
information would allow for
simple collection, collation and
comparison of relevant data points

Over recent years there have been
isolated efforts to gain this standard-
ised data in individual areas within
ESG. Efforts include the Greenhouse
Gas Protocol® and the UK Gender
Pay Gap reporting*, both examples
provide standardised, well-defined
ways to explicitly show data in an
objective, quantifiable manner.

There is still very much a place for
corporates to provide their own cor-
porate responsibility or sustainabil-
ity report or integrate this informa-
tion within their annual report. This
demonstrates to their stakeholders
how they view their activities from
an ESG perspective and how it fits
within their own specific business
model. However, this should sit
alongside a standardised display of
objectively defined data.

The auditing of this data is also
a key step in the confidence that
investors can take when using the
output. As with the provision of tra-
ditional financial data, non-financial
data should be treated to the same
level of oversight and verification.

The requirement for the reporting
of non-financial data is increasing,
and what is currently voluntary is
going to become required by many
stock exchanges and regulators.
There needs to be a coordinated ap-
proach across national agencies to

avoid a fragmented reporting land-
scape. Ideally the industry needs to
avoid the adoption of more than one
approach as is seen in accounting
standards (whereby investors need
to be proficient in both US GAAP and
IFRS methodologies).

Within the EU there is a will to
create regulation around the stand-
ardisation of reporting on ESG top-
ics, whereas in the US the approach
seems to be to let the market natu-
rally encourage companies to make
adequate disclosures. This is likely
to lead to a wide variety in quantity
and quality of data as corporates can
report in different formats. Current-
ly corporatesin the US must disclose
material items, however what is ma-
terial is currently at the judgement
of directors.

A standardised approach would
maintain a place within the indus-
try for the existing ratings providers
who are taking that data and using
their own proprietary methodolo-
gies to distil the data into an action-
able approach.

From Albourne’s perspective, the
above outline for the future of ESG
data provision looks very similar to
the creation of the Open Protocol®.
That is because the aim and need
are very similar, both are looking to
standardise the reporting of infor-
mation. The standardisation of the
information would allow for simple
collection, collation and comparison
of relevant data points.

The use of standardised compara-
ble ESG data by investment manag-
ers would then be defined by their
interpretation of materiality and
applicability within their relevant
strategy, with the aid of frameworks
such as SASB®. Allowing managers to
continue to evolve their investment
approaches and to be able to factor
in allinformation that is relevant and
material to an investment is the key
to any investment strategy.
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