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Rl Landscape 2008

Setting the scene

Hugh Wheelan: Is responsible invest-
ment still the preserve of large organi-
sations that can dedicate time to SR
issues or is it being picked up by smaller
asset owners and moving towards the
mainstream? If not, why?

Raj Thamotheram: I think your survey
picks up very well on the growth in the sec-
tor and if you look in other regions, say, for
example, Australia, at the shift in the last five
years, you will see a big increase in support
for responsible investment across the range
of asset owners. I think it is true with R, as
with most investment issues, that large asset
owners are better suited to develop innovative
policies than smaller asset owners who have
fewer resources. To my mind, RI is just a re-
flection of the trend of large asset owners to
set the benchmark which then becomes part
and parcel of the supply chain and small as-
set owners get the benefit of that shift. I think
you are seeing some interesting developments
with corporate pension funds: BP and Shell
are starting to move. The consultants,Mercer,
Watson Wyatt and Russell, have all produced
supportive studies, so I think there has been
a very dramatic shift in the last few years to-
wards mainstreaming. RI is becoming the
norm and a comfortable norm, at least at the
language level, for a lot of people.

Michel Lemonnier: If we look at the French
market, we have a lot of institutional investors
very interested in the SRI approach. The big
question though is how to integrate RI within
portfolio construction. The main issue, of
course, is performance, but there is no doubt
that investors are building up experience and
that RI is becoming more mainstream. How-

The big picture

Survey respondents $bn
Total AUM end 2007 1,583
Total RI AUM end 2007 1,261
Predicted Rl AUM end 2010 1,387

ever, we have to think about how we can go
forward. It is a question of having the right
tools, correct analysis, accounting methods,
etc. The second question is the definition of
responsible investment. It's different if you
talk about a Nordic country, an Anglo-Saxon
country, a Latin country or France, where we
talk more about sustainable development.
Other countries focus on screening out com-
panies from portfolios, for example.

HW: Michael, Trentino has already put
mandates into the market in specific
areas, but what is the preference in Italy?

Michael Atzwanger: We have two trends.
One is core SRI. Core SRI is now becoming
fashionable — a marketing instrument — you
have to have an SRI option. For instance, I have
a letter from the consumer protection organi-
sation of the province of Bolzano (Trentino
region) asking us to set up a social committee
and saying they want to assist us in managing
an SRI portfolio within Laborfonds, which is
for the broad public of our territory. We did
some market research and the result was that
people said they were not interested in social
issues but more in environmental issues.

In Bolzano, environmental issues are a big
thing, although I'm not sure you'd get the same
answer in Naples, for example. I think almost
all the assets in Italy will have a core SRI op-
tion: negative screening, positive screening,
best in class approach. When I looked at the
latest figures, out of 10,000 requests to change
fund, more than one-third had moved into the
SRI investment line.

We administer another scheme, which is
run mostly with core SRI strategies and is
dedicated to the employees of Banca Etica.
They are really convinced about the ethical
value of SRI. On the other hand, I think ESG
integration across all investments is more of
a problem. It is also something that is more
difficult to realise in a low-asset environment
like Italy.

HW: So there is consumer pressure for
SRI fund options that looks like increas-
ing: one-third is a very large amount of
people in a DC scheme to choose an
SRl option. Marcel, in the Netherlands
you had the infamous Zembla pro-
gramme on investment by pension funds
in cluster bomb manufacturers last year.
However, SRI has been an integral part
of pension fund strategies in the Nether-
lands for a long time. What is driving that
and what are the differences between
the leaders, such as PGGM and ABP,
which have incredibly developed strate-
gies, and the rump of the Dutch market,
which perhaps does not?

Marcel Jeucken: ABP and PGGM have
chosen to create some links for responsible
investment. For both of us, and other pen-
sion managers in the Netherlands, integrating
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ESG factors into all investment decisions or
asset classes is the main challenge. There has
been a huge shift in the Nethetlands, both
following the Zembla programme but also at-
tention from pension fund governance groups
that have been talking about sustainability in
the last few years. Leading and smaller pen-
sion managers last year set up a committee to
develop a report on how to invest responsi-
bly. For example: what does it take to build a
policy and to implement a policy? What con-
crete steps should you take? If we now look at
pension funds in the Netherlands, to a large
extent they all look at responsible investment,
when probably only 5-10% did even just a
couple of years ago. To talk about the pension
fund, PFZW: what it did when it drafted its
responsible investment policy was to talk to its
beneficiaries and listen to what they thought
should be its objective. As a result, the fund
focuses on five themes: climate change, health-
care, human rights, weapons and corporate
governance. The first four ‘identity-driven’
themes followed on from these discussions
with our beneficiaries.

HW: Erik, ERAFP, the French civil serv-
ants’ pension fund, is an interesting
model in that you run all of your assets
on an SRI basis. What is the justification
for that and how do you do it?

Erik Christiansen: The decision was driven
by the board of trustees. Compared to what
happens, for example, in the Netherlands,
there is much less public attention in France
to pension funds in general or to our fund.
Almost half of the members of the ERAFP
board are union representatives. They wished
to put forward other issues than strictly finan-
cial ones and some members of the board were
very active on this and managed to get the
board to unite around a very proactive policy.
It is 2 100% SRI policy in the sense that it cov-
ers all asset classes. It is much simpler, than say
compared to PGGM or other funds, because
we are much less diversified than other larger
pensions funds. Therefore, for equities, for
certain bonds such as local authority and su-
pranational debt and for many types of issuers
represented in our portfolios we have policies
stating which criteria we wish to apply, how
these criteria should be weighted and what
thresholds should apply. Once this policy is
defined we can implement it in different ways.
Our equity portfolio is externally managed, so
we use external SRI managers who then put
into practice the policy. Bonds are managed
internally, so we have a research agency work-
ing for us rating the different issues and the
internal bond manager has to apply this when
selecting securities.

HW: Aled, many people might be
surprised to see the Pension Protec-
tion Fund from the UK involved in SRI.

Asset Owners

OVERVIEW: SURVEY RESPONSES

European countries covered

Number % $bn
Responses to survey 84
Responses discarded 11
Responses analysed 73
Respondents with Rl assets at end 2007 51
Respondents predicting Rl assets by end 2010 63
Countries covered 19

14 (62 replies)

(total predicted RI AUM at end 2010)

Total AUM of respondents at end 2007 1,583
Total RI AUM of respondents at end 2007 1,261
Predicted RI AUM of respondents by end 2010 1,387
Respondents predicting increase in Rl AUM by end 2010 36 522
(total AUM at end 2007)

For these 36:

Current % of total AUM managed using Rl criteria 52 271

(total RI AUM at end 2007)

Predicted % of total AUM managed using Rl criteria by end 2010 76 395

RESPONSES BY FUND TYPE

Number $bhn no with Rl assets % with RI assets

end 07 end10 end 07 end 10

Public fund respondents 32 1,200 24 31 75 97

Corporate fund respondents 28 274 15 21 54 75

Other funds 13 109 12 12 95 95
Total 73 1,583 51 64

RESPONSES BY FUND SIZE

Number $bn no with Rl assets % with RI assets

end 07 end10 end 07 end 10

Large funds (AUM > $10bn) 25 1,473 25 25 100 100

Medium funds (AUM $1bn—10bn)28 101 16 25 57 89

Small funds(AUM < $1bn) 20 9 10 14 50 70
Total 73 1,583 51 64

Can you give an idea of why you are
looking at SRI and what assets you have
within the fund?

Aled Jones: We feel it is very important as
a public corporation that we try to adhere as
well as we can to what we see as best practice in
responsible investment. That is why we signed
up last year to the UN Principles for Respon-
sible Investment (UNPRI). We are at the
very beginning of a long journey. I have been
at the PPF for six months and that is as long
as we have been doing RI, effectively. For us
right now it is probably more about active
share ownership than appointing dedicated
mandates, which means exercising our voting
rights as shareholders, being transparent about
that and also looking at some of the key issues
that we think could potentially affect us over
the long term. As a fund, we have very long in-
vestment horizons. We do not currently have
any dedicated mandates. The vast majority of
our assets, about 70%, is fixed income. That is
because we need to be correlated away from
the average UK pension fund because we are
exposed to insolvency risk in the UK market.
As to whether we might go down a dedicated

SRI mandate route in future, it is far too eatly
to say, but our aim is to protect our assets for
the long term.

HW: |s there any external pressure for
you to look at Rl issues from the public
or the government?

AJ: I have not noticed any pressure coming
from the public and I am not aware of any
particular pressure from the UK government.
It is certainly not written in the statute that
created us. However, the board of the PPF is
very keen to adhere to certain guidelines, such
as the Institutional Shareholders’ Committee
(ISC) Statement of Principles, which is a UK
set of principles on the rights of ownership.
It was very much a decision internally to do
this, to be a responsible public corporation,
if you like. Perhaps an interesting footnote to
that are plans in the UK to develop the Per-
sonal Accounts Delivery Authority, which is
going to be a top-up scheme for individual
pension funds in the UK. They are looking a
lot at responsible investment issues and that
could have a knock-on effect on organisations

like the PPF in future. RI
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Rl approaches and how they are managed

Hugh Wheelan: In the survey, 60% of re-
spondents said they managed SRI mon-
ey via segregated accounts, 18% via
pooled funds, 12% via mutual funds and
10% via other account types. Michel, do
those figures surprise you in any way?

Michel Lemmonier: I think pension funds
would like to comply with their own values
and the best way to do that is to mandate.
This is the way that we do it in France, for
example, and I think it is probably the same
in some other European countries. Our expe-
rience is that institutional investors want to
develop their own approaches. Now, if we are
talking about mainstreaming, I think perhaps
the segregated approach will become less im-
portant. We observe that in the French market
today.

HW: Xavier, is the lack of available
pooled funds and mutual funds a prob-
lem for smaller investors? Would it be
easier for them to invest in SRI strategies
if they knew that they were investing with
other investors?

Xavier Desmadryl: I do not know if it is re-
ally a problem, but it reflects the fact that this
market is mainly driven by large institutions.
It is clear that when you try to speak about
SRI to retail investors, apart from thematic
funds related to climate change, for instance,
they are not that much interested in pooled
funds. Perhaps this explains why this is mainly
driven by segregated accounts, which are obvi-
ously more popular for large institutions like
big pension funds.

HW: Interestingly, one-third of respond-
ents use pooled or mutual funds. From
the product development perspective,
how do you get the balance right fro the
products you bring to market?

XD: I think that you will have the right bal-
ance if can put good-quality SRI pooled funds
into your shop window because they demon-
strate clearly what your skills are. Then you
try to attract big accounts through segregated
mandates, which are obviously not displayed

publicly. I think you need to have both.

HW: Raj, do you have any thoughts on
how asset managers are set up to meet
demand or the kind of products that you
have in the market and how they are
targeted?

Raj Thamotheram: Part of our challenge
as a movement is that we have a confusing
persona in the marketplace. One minute we

RI view: Perhaps unsurprisingly, the
survey finds that the bigger the fund
the more likely it is to manage its
SRI commitments in-house. More
surprising perhaps is the dominance
of segregated mandates in external-
ised assets.

Has the market yet to find a way to
put together significantly interesting
SRI pooled funds or umbrella ESG
strategies that could be sold to me-
dium and smaller investors? Alter-
natively, have medium and smaller
funds yet to make any significant
moves towards SRI?

are talking about values and clients’ ability to
define ethical issues, another minute we are
talking about ESG integration that could help
in a risk-adjusted way. We merge all those
together. Not surprisingly, clients, custom-
ers, consultants and everyone else, including
ourselves, get confused. For us, one of the
points of enlightenment was a proposal for
a definition that came from an academic in
the Netherlands. It proposed categorising RI
activity under three headings: ‘values-based,
‘alpha-enhancing’ and ‘beta-securing. I have
slightly modified that, but broadly those were
the three categories. The values-based activity
I think is where we have all come from histori-
cally in the Anglo-Saxon community such as
ethical, normative or the Scandinavian inter-
national norms exclusion approach. I would
also say that ‘best-in-class’ is a values-based
proposition. There is no evidence that it adds
to performance and there is no evidence that
it decreases performance. It is a value that you
would like your money to be allocated to as
some kind of good corporate citizen.

Then you have the newer categories around
better risk-adjusted returns and here I think
there is growing evidence that SRI does add to

performance in a risk-adjusted sense and cer-
tainly where you can look at particular issues
in particular markets, such as corporate gov-
ernance. Then you have beta-securing activity,
the idea that you are exposed to a large market
index and your ability to match your liabilities
is related to that.

Now, I think the interesting thing about
this classification is that it allows you to have
a discussion with your clients about which
balance you might want. For example, with a
large institutional asset owner you might want
quite a lot of beta-type RI activity, whereas for
the retail community you might want a very
high values-based proposition. I think part of
our struggle is to have a more sophisticated
approach internalised within fund managers.

I will give you one example. We have just
brought a fund to market focusing on human
capital, because we think that adds to our firm.
We think it is part of the responsible invest-
ment portfolio because it deals with the miss-
ing S, the social of environmental, social and
governance (ESG). Everyone is talking about
E and G, but very few people are talking about
S. A large client of ours was very interested in
it and said: “But it is not an RI fund because
it adds performance.” That is a very interest-
ing critique to have of an RI fund that it adds
performance.

HW: Christian, how can we be more
precise about what SRl means for inves-
tors?

Christian Gollier: What is missing here is
the big picture. Why do we need SRI funds?
What is the motivation of the consumer, the
investor? Do they invest in SRI funds because
they expect better performance or because
they believe in certain values? Everybody who
starts a 101 course in welfare economics learns
that freedom of competition and profit max-
imisation is good for society. Measuring profit
is relatively easy, but measuring extra-financial
performance is very difficult. For example,
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APPROACHES

With reference to assets under
management (AUM) invested using
responsible investment criteria,
please state the proportion of assets
invested using:

@ NEGATIVE SCREENING (eg, avoidance of
investment in targeted companies, industries or
countries)

® WEIGHTED SCREENING (eg, companies or
sectors are overweighted if they demonstrate
environmental and socially responsible leader-
ship and underweighted if there is evidence of
irresponsible practices):

@ ENGAGED APPROACH (eg, where your fund
actively votes and engages with companies in
which it is invested)

@ INTEGRATED APPROACH (eg, ESG is incor-
porated into investment analysis and decision-
making)

@ FOCUSED ASSETS APPROACH (eg, thematic
investments such as cleantech, clean energy,
climate change, waste, water etc)

@ OTHER APPROACHES:

Negative screening [
Weighted screening [N
e —
Integrated |G
Focused assets | NN
o] |

Do not nvest N

% 0 10 20 30 40 50

For funds not using Rl strategies,
which could you adopt in the future?

Negative screening _
Weighted screening _
Engaged -
Integrated -
Focused assets _

o
I

% 0 10 20 30 40 50 60

what is the price for preserving biodiversity?
What is the value of reduced pollution? What
is the value associated with social norms?

It is very important to talk about this if you
want industry to do something useful for so-
ciety. When companies have externalities we
know that taxes are useful to curb them, as in
the emissions of carbon dioxide. Why would
we need SRI funds then? I think there is a
quite a good answer to this question: govern-
ments are constrained in implementing op-
timal policies and therefore markets can do
something to fill the gap. How they should do
it is not clear at this stage. There is too much
confusion and that is partly why we do not see

PE

many individual investors because the mes-
sage from the industry is not very clear about
what is in those funds, what the strategies are,
how much those funds are ready to give up in
terms of financial performance to do better in
extra-financial performance. We need to an-
swer those questions.

RT: I think we have touched on something
very interesting here, which explains why
there is this rapid increase in the number of
people signing up to the UN PRI and also
simultaneously a lack of real change in how
money is being managed today as opposed to
five years ago. We have talked about the dif-
ficulties of ESG integration. I think one way
to see it is this is that the signals coming to the
fund management industry today are around
values: do not invest in cluster bombs, do in-
vest in good companies, etc, or around beta:
engagement and traditional corporate govern-

ance issues. However, the fund management
industry exists because it adds alpha. We can
implement values, but they come from the
customer.,

We can certainly, if we choose to, do en-
gagement work. AXA IM has a large team
that does it, but is not paid for it, it is part of
the kind of service we want to offer. However,
the way we make money, the way we position
ourselves as a house is to outperform. Now, if
the clients are not sending us signals in rela-
tion to that core aspect of who we are, then
clearly there is a big disconnect with the sup-
ply chain’s ability to deliver what the clients
want. Indeed, if the client believes that you
might have to take a performance hit, that
sends a very interesting signal.

I think we reinforce that sometimes in the
fund management industry because we talk
about the values of products but don't take
the lead on integration, which should be a
fund management issue. I doubt for example,
as Christian said, that profit maximisation is
the only good thing for society, because you
can get to a situation not dissimilar from that
of Bear Stearns, where they profit-maximised

Asset Owners

OUTSOURCING

With reference to AUM invested us-
ing responsible investment criteria,
do you manage 100% of these assets
in-house or do you outsource some
or all or these assets to third-party
asset managers?

Managed in house

e _
-

20 30

Please state the proportion managed
in house or by third-party asset
managers

Managed in house -
y third-party
managers
'
100

If you employ third-party asset man-
agers please state the proportion of
responsible investments managed
via: segregated mandates, institu-
tional pooled funds, mutual funds/
unit trusts/OEICs/UCITS/SICAV etc,
or other

mandates
Institutional -
pooled funds

Mutual funds/
unit trusts etc

Other -

% 0 10 20 30 40 5 60

like hell and the CEO was playing bridge
while the profit maximisation was happening.
That kind of context creates a dysfunctional
corporate society.

There is a Duke University study, which
showed that three-quarters of CFOs would
hand over profitable investments to hit their
quarterly number. That is one sort of conse-
quence of profit maximisation. All this is di-
rectly linked to what Christian was saying in
having a long-term view in terms of corporate
health factors. Taking that kind of approach
then becomes an alpha issue, but at the moment
we are trapped in a cycle based around wrong
signals and wrong reports. I think somehow
we need to break that cycle as a community be-
tween asset owners and fund managers. RI
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Fiduciary duty: the new debate

Hugh Wheelan: Aled, most investors

in the survey say they will either do
negative screening or look at a focused
assets approach. You see this in the
number of climate change and water
funds sold: they appear to have less SRl
‘baggage’. As an asset owner which ap-
proach persuades you?

Aled Jones: In my mind we have a bit of a
chicken-and-egg situation: should it be the
asset owners who give a signal before asset
managers provide attractive or relevant prod-
ucts? This brought me back to a point made
eatlier about which types of asset owners
have the expertise and knowledge to be able
to even look at these things. To send signals
you need someone internally at an asset owner
who knows what questions to ask. I think a
lot of asset owners do not have people who
necessarily are aware about responsible invest-
ment and all its various definitions and per-
mutations. It is quite difficult as a trustee to
know what questions to ask and perhaps you
are just left with this residual feeling that un-
fortunately still exists that you have to give up
performance or that it is just about negative
screening,

I hope what I am doing with our fund man-
agers is to challenge them about what they are
doing and to get them to send the right signals.
A final point I would make is that in the UK
trustees rely quite heavily on the advice of in-
vestment consultants, so their role is crucial.

Raj Thamotheram: Are you seeing invest-
ment consultants being more proactive in the
advice that they give either at your shop or
other places in relation to RI within the nor-
mal advice they give, or are they waiting for
asset owners to say: ‘T am an RI asset owner,
please give me a bit of RI advice?

AJ: It is difficult for me to say because I have
not dealt with that many advisers since I have
been at the fund. Our investment consultants
are Mercer and they have been good in provid-
ing information on this area. There seems to
be increasing expertise in these organisations.
However, whilst they are proactively suggest-
ing some things, it seems to be that advisers
generally still largely react to questions that
trustees ask. So then it really comes down
to what trustees know. If they do not know
what to ask then they are not going to ask any-
thing and it is a bit of a dead end. I was very
interested to see that something like 22% of
respondents said that they have assets in fo-
cused funds. That clearly indicates that with
climate change funds and clean energy funds
there is perhaps attractive economics behind
these asset classes, if you want to call them

8

that, and therefore I am assuming that is why
funds are increasingly investing in them.

As to whether the PPF would be more at-
tracted to that versus a balanced standard eq-
uity SRI fund it is difficult to say. I can see why
people might be attracted to a focused fund. It
is perhaps easier to see exactly what it is doing,
especially if you have any kind of value orien-
tation, you can see what a water fund is trying
to achieve, you can see what a climate change
fund is trying to achieve, whereas sometimes
with the very broad SRI fund it is more dif-
ficult to understand exactly what it is doing in
all areas.

Michel Lemonnier: I think it is also prob-
ably because the asset management industry
tries to split the business in terms of core and
satellite business. If we look at the focused as-
sets approach it is more satellite business. It is
simpler and responds to pension fund demand
for specialist satellite assets. I think this is the
reason why the focused asset approach is be-
coming more interesting.

HW: The survey suggests fiduciary
responsibility is still a major issue pre-
venting pension funds from taking a
responsible investment approach. Is that
realistic?

Erik Christiansen: I think everybody has
read the Freshfields report and I thought it
largely settled the legal question. I do not
think it is such a big issue any more. In France,
in general it is probably more accepted that fi-
duciary duty goes beyond what is strictly fi-
nancial. Implicitly, if nothing is stated, it might
be accepted that your fiduciary duty is strictly
financial, but if your members say something
else then ‘that’ is your fiduciary duty. We have

a board that represents our members and
employers and, in our opinion, it has the le-
gitimate right to set the objectives on behalf
of the members. It has not been a problem for
us and in discussions in France I do not think
this is something that comes up as being a big
issue. It is probably more difficult for funds to
agree on what they want to do and how much
importance they should attach to it, rather
than the principle itself.

Marcel Jeucken: The debate still exists in
the Netherlands and it is an important debate,
but we have turned it around. PFZW sees re-
sponsible investment as something it does be-
cause it is part of its fiduciary duty. Dutch law
is not very clear on the boundaries, so there is
still debate, especially amongst lawyers. A re-
port by the Dutch VB organisation of public
pension funds last year dedicated a lot of space
to fiduciary duty and responsible investment.
There are limits though: you cannot exclude,
say, banks because you do not know where
banks are investing, and the entire weapons
industry and the entire chemical and oil in-
dustry and insurance as well, because we do
not know what they do. Furthermore, if you
exclude half your universe or more then you
really have to talk about your fiduciary duty.
PFZW excludes weapons producers, which is
roughly 30 companies, but less than 1% of the
universe, The fund has 30-40% of asset assets
in equities, so the level of exclusions is man-
ageable, especially over longer time horizons.
The fact that we exclude 1% of the universe
does not mean we lose 1% of returns because
we can invest in something else that might
have better returns.

RT: There is the well known saying: get a law-
yer to find you a problem that you can use to
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POLICY

ment into its asset allocations?

% 0 5 10

Yes

Have any of these issues prevented the fund from incorporating responsible invest-

Issues with performance _
Fiduciary responsibility _
Negative perceptions regarding activists _
Lack of internal debate _
Lack of internal consensus _

over

15 20 25 30 35 40

Does your fund have an explicit policy statement regarding responsible investment
or environmental, social and governance issues:

justify what you want to do. If you look hard
enough you can find a fiduciary issue here!
Partly, I think we fell into a trap because the
minute that fiduciary duty is mentioned it is
automatically linked to exclusions and negative
performance and it gets back to the question
about whether you can you prove this is out-
performing that. It's the same as saying, does
active management perform? The answer is yes
and no. Some active fund managers are better
than others, and it is the same with SRI.

I think the whole problem with the fiduci-
ary debate is that we have allowed it to focus
on exclusions which are purely value-driven.
The other side to the debate has not received
attention. How inappropriate in a fiduciary
sense is it to be exposed to the Enrons and the
Parmalats of this world? How inappropriate
is it to be exposed to sub-prime? These are the
fiduciary questions which I think are much
more real today than the other slightly esoteric
question of whether an SRI fund outperforms
another. It is the ability to match liabilities and
to have a retirement that is worthwhile.

I think part of our task is to shift the debate
on fiduciary duty to ask how it is that when
10% of the world’s asset owners and fund
managers are interested in responsible invest-
ment we still have a situation like sub-prime?

Xavier Desmadryl: There has been a lot of
research regarding fiduciary duty and the de-
bate is over in some countries, but that is not

the case atallin others. In the US, the question
is still very live and people are not convinced.
The UNEPFI Asset Management Working
Group initiated a fresh report on fiduciary
duty a couple of years ago and now we have
the gut feeling it is really important to have a
closer look at the subject again. The way Raj
frames the question is very relevant. Can we
anticipate major corporate governance failures?
It is possible if you are really open-minded and
do not listen to the sirens of the market. If you
were looking, for instance, very closely at the

Asset Owners

‘| think part of our task
is to shift the debate on
fiduciary duty to ask how
it is that when 10% of
the world’s asset owners
and fund managers are
interested in responsi-
ble investment we still
have a situation like
sub-prime?’

Raj Thamotheram

Parmalat story before everything collapsed,
you would have seen a major problem with
bond issuance due to a lack of transparency
and confidence in the company. It raises the
question of having something much more pro-
fessional in terms of research. If you only look
at, for instance, the next quarter’s results, what
are you able to anticipate? Not much, perhaps
what the stock price will be for the next three
to six months. However, if you invest for the
long term, I think it is much more important
to anticipate what will be the value drivers for
the next three to six years.

There is another question concerning the
consistency and robustness of the data you are
using to include ESG in mainstream valuation
models. This is difficult, especially when it
comes to asset classes like emerging markets.
I think from a beta perspective, ESG consid-
erations could be a risk mitigator. Alterna-
tively good governance could be considered a
proxy for the quality of the company. It will
take time though to get to the stage where we
can incorporate all these elements into a single
valuation model. RI
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Associations and asset management fees

Hugh Wheelan: Looking at the number
of different bodies that are open to
membership in the world of socially
responsible investment, are there too
many, or not enough?

Marcel Jeucken: It is a long list. It is also a
list of which luckily I know most of them at
the top, but I must say I do not know all of
them going further down the list. It makes
it clear that there is a range of initiatives
and every investor should be careful in what
they think is going to help them in their ac-
tivities. These organisations should support
something and should have an engagement
strategy on a specific theme, which could be
co-operation within organisations on engage-
ment or for joint investments and depending
on what you are focused on you could line up
with some of these organisations. The advan-
tage of the UN PRI is that it encapsulates
many of these things, so having 21 members
from the survey is good, but it means there
are still 50-0dd to go.

HW: | will be a bit more provocative. |
do not know of another investment area
that has this many organisations. Is this
part of the confusion problem around
SRI?

Michel Lemonnier: Yes, it is part of the
confusion and the reason why is because, as
I said before, we have a different notion or

Rl view: No other investment ap-
proach has as many organisations
as socially responsible investment,
many of which are regional varia-
tions on the same theme - climate
change for a large part. This reflects
the grass roots background of SRI.
However, investors appear to be
struggling with confusing terminol-
ogy and interest groups, suggesting
that some consolidation might help
promote SRI issues better going
forward.

Fees, that most thorny of issues in
fund management, does not appear
to be a big issue in SRI, with only
one in five asset owners believing
they are paying more for responsible
investment products.

definition of RI depending on the culture of
each country. For example, if you talk about
the nuclear power issue in a Scandinavian
country or in France it is a completely dif-
ferent debate. A French institutional inves-
tor will happily invest in a nuclear company,
but in Scandinavia they might not. This is a
question of quantification: what is the added
value of investing or not investing in nuclear
companies? This is a real question and be-
cause we do not have an objective element
to measure the performance of an RI invest-

ment we are in front of subjective thinking,
values, and this is, of course, a balance be-
tween values and quantitative performance.
This is the main problem.

HW: |s the PRI answering that question?

ML: Not really, because the PRI is a good
initiative, but as of today it is just a commit-
ment to achieve something. We have to go
into more depth, into the details in order to
go forward.

Raj Thamotheram: I am doubtful that we
will come to a perfect integrated perform-
ance number that tells us to turn left or turn
right. I understand why academics and oth-
ers would like that number, but it does not
exist in any field of life and it will not exist
here. The people who knew that the dotcom
bubble was going to burst were still sacked
one day, one month, one week before the
bubble burst because they called it too early.
The question is too early in what respect? As
with economics, it is all relative. It was not
too early for the clients. It was too early in
relation to their peer group.

This is one of the reasons why I keep harp-
ing back to the issue of definitions and the in-
tegration of signals between owners and fund
managers. If the owners are as short term as
the fund managers and the signals are con-
fused in relation to how things are monitored
then you will never get the shift to the longer

Responsible-Investor.com
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ORGANISATIONS

Which domestic and international SRl initiatives/groups do you belong to?

UN Principles of Responsible Investment I
Carbon Disclosure Project N
Extractive Industries Transparency Initiative N
Enhanced Analytics Initiative IR
International Corporate Governance Network I
Institutional Investors Group on Climate Change NN
Local Authority Pension Funds Forum I

term, because it is not safe to do it; to use be-
havioural finance theory, it is not a defensible
decision-making process. It does not have to
be quantifiable to be defensible, but you need
to know that you are going to be rewarded
and not sacked. At AXA IM, we chose to
join the PRI because for us it is an overarch-
ing principle-based pseudo-benchmarking
project. I think the challenge for PRI is to go
beyond gathering assets and go into activity
in a real way. We like the Enhanced Analyt-
ics Initiative, because it does something and
helps us be accountable in relation to how we
allocate brokerage commissions.

I think there are challenges for some of the
other organisations like the Carbon Disclo-
sure Project (CDP), the Institutional Inves-
tors Group on Climate Change (IIGCC)
and the Investor Network on Climate Risk
(INCR), all of whom are working in the
broad area of climate change. What does hav-
ing lots of different organisations add? Could
all of this stuff be handled by one integrated
secretariat? I think what we are seeing is ma-
turity of the market. I think it used to be a
little bit of ‘let 1,000 flowers bloom’ and now
there is a merger and acquisition phase com-

ing up.

HW: Are asset managers charging more
for responsible investment products?

Michael Atzwanger: A little bit more.

HW: Does it matter that fees might be
higher for a product that involves more
activity? Is that a problem to investors?
Is there a perception that fees might be
higher for SRI products?

Council of Institutional Investors I

Eumedion I

GIGN

Interfaith Centre on Corporate Responsibility Il
UK Social Investment Forum I

Number 0

FEES

Others™ | | 1

* Other organisations cited: Asian Corporate Governance Association (ACGA), AP Fund Joint Ethical Council, Canadian
Boreal Initiative, Ethos Engagement Pool, European Corporate Governance Institute (ECGI), European Social
Investment Forum (Eurosif), National Association of Pension Funds (NAPF), Osterreichische Gesellschaft fir Umwelt
und Technik (OGUT), Responsible Investment Association Australasia (RIAA), Research, Recommendations and
Electronic Voting (RREV), Social Investment Organisation, Sveriges Forum fdr Hallbara Investeringar (Swesif)
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Are fees for responsible investment products globally higher, lower or the same as

MJ: It depends what you label a responsi-
ble investment product. For example, F&C
carries out engagement on our behalf. This
is a cost, but it brings us engagement capac-
ity and we have to quantify that; that is a
cost-benefit analysis. However, it is a higher
fee than doing nothing, so yes, the fees are
higher. For a renewable investment strategy,
compared to what? Should I compare it with
regular energy investments? I do not think it
is such an interesting question. Are you pay-
ing the proper fee is much more the relevant
question.

Aled Jones: I am not speaking from huge
experience, but I would say if you are look-
ing at advice from consultants and fund
managers fees I do not see there beinga huge
difference from any other type of advice be-
cause it is coming from the same people. If

it is what might be called ancillary services,
such as engagement, then maybe sometimes
it could be cheaper. Certainly from my ex-
perience of working on the SRI research
side of things it was worth a lot less than
mainstream financial research in the sense
that it was not valued that highly. If it were,
you would probably see companies like In-
novest and other organisations being much
larger than they are at the moment. I think
Marcel made a good point earlier when
he said compared to what' is probably the
question, but engagement services are fairly
unique, so it is quite hard to know what to
judge it against.

ML: Generally speaking, institutional inves-
tors in France are not ready to pay more fees
for SRI analysis. For SRI products, in gen-
eral terms, the fees are about the same. RI

‘A French institutional investor will happily invest in
a nuclear company, but in Scandinavia they might
not. This is a question of quantification: what is the
added value of investing or not investing in nuclear

companies?
Michel Lemmonier
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The great performance debate

Hugh Wheelan: Michael, you offer a DC
fund, does that make SRI performance
a very immediate issue?

Michael Alzwanger: We have to really watch
the customers. In Italy, negative screening is
the easiest thing to understand and it is easy
to disclose, so from this point of view we are
customer-driven. We divide customers into
two categories. One is the core SRI category
of people that want to have SRI investments;
no tobacco and so on, and do not focus on
performance. The other customers are the
broader pension savers. However, when you
incorporate ESG across the entire portfolio
of a pension fund then you have to think
about performance. The issue is on the table
of every pension fund and consultants and
fund managers want to sell us new strategies
and new products, I think ESG development
is difficult to disclose to the customer at the
moment. I think it is something that we have
to be convinced of and I think we should
then become clearer over the whole portfolio
what the positive aspects are.

HW: Marcel, PFZW has invested large
amounts in areas like renewable en-
ergy and infrastructure with very clear
responsible investment guidelines. You
are also looking at how you can inte-
grate ESG issues into emerging mar-
kets mandates. How does PGGM go
about gauging performance prospects
in those strategies?

Marcel Jeucken: We do not tell our fund
departments that they have to invest in re-
newable energy. We have a policy whereby
portfolio managers looking at investments
within their current risk-return framework
do not have bonus targets that are only based
on financial returns. We have opened up
mindsets a little bit to not just go down the

Rl view: Regarding performance,

it would be surprising if funds that
had already committed weren’t
convinced of the potential return
benefits, as just under 50% are.
More significant perhaps is the small
number of respondents - just 6% -
who believe SRI performance is like-
ly to be negative. For the hesitant,
the wait-and-see approach appears
to hold sway with 43% believing it’s
too early to call future returns of SRI
approaches.

In terms of themed SRI investments,
climate-related themes make the
running. But worth noting is the
growth of real estate, infrastructure
and timber investments based on
sustainability criteria. Bearing in
mind their critical influence on car-
bon emission levels, these asset
strategies can only grow further and
faster.

normal routes but to see if there are invest-
ments out there that might be interesting and
also add value from an ESG perspective.

HW: How did you do that practically?

Marcel Jeucken: It starts with dedication,
ambition and resources. We have a long his-
tory of innovative investment and ESG in-
vestments are, to some extent, also innovative
new asset classes. Our mindset is to look for
new asset classes because that is where, if you
start early in the cycle, you will add value over
the long term. We may have a small perform-
ance downturn to begin with, but if it goes
up in the long term and we have been in from
the beginning we can add serious value. We
have done this both in commodities and in

PERFORMANCE
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real estate. It is part of a drive towards alter-
natives and ESG-focused investments are, to
a large extent, also in the alternatives space.

We have talked about the differences be-
tween integration and focused asset strate-
gies. With negative screening and focused as-
setsitis indeed easier to communicate to your
beneficiaries or clients what you are doing. It
is much more difficult to explain that we have
integrated ESG issues into our equity invest-
ments. To arrive at a text which you can then
communicate to members is very difficult be-
cause you end up being a little abstract and
no-one understands. However, integration is
the challenge. It's not an SRI approach where
you create a sustainable universe and then
apply normal investment criteria. This is the
old retail approach, I like to call it. The real
integration we are talking about is a portfolio
manager who will look at both financial data
and ESG data and combine that and then
build an investment portfolio. This is what
we are creating a team to do.

Christian Gollier: Marcel, do you measure
the added value in terms of tracking your
own SRI strategies against a traditional port-
folio?

MJ: For illiquid assets no, because there is
not really a benchmark. For liquid assets
we do, but we have moved away from tradi-
tional alpha, where we try to outperform a
benchmark, because it was not working. We
are now building a new portfolio that looks
for alpha but not in the sense of outperform-

Responsible-Investor.com



Asset Owners

ing a benchmark, rather in adding value to
bottom-up stock selection. This approach
will mean very small portfolios in terms of
number of companies, but we really under-
stand this now, so it is a meta-analysis.

HW: Erik, are there products in the mar-
ket that you find interesting? Are asset
managers meeting the needs of inves-
tors looking at SRI issues?

Erik Christiansen: They try to sell us fo-
cused funds, of course. I think these can be
attractive to two types of investors. One is the
large, very diversified, sophisticated investor,
such as PGGM, who can invest in these asset
classes on a cost-effective basis and add some
diversification benefits. They can put a small
percentage of their funds into these types of
funds and it will still be a sufficient amount
of money to be able to invest cost-effectively.
The other type of investor it is interesting for
is the retail investor. However, for us when
you look at what we do with SRI our policy
is 100 pages long! However, I guess that in
10 seconds everyone understands what a fo-
cused fund is about.

Personally, I do not feel it is very interest-
ing to invest in focused funds; one reason
being the cost. Many of the funds that asset
managers present to us have more than half
the fund invested in large mid-cap compa-
nies, which we already have in our portfolio,
so it adds little to the diversification and the
management fees will be much higher than in
other funds. The other reason why it is more
interesting for people like PGGM is they get
into these asset classes early on so they get
the prices maybe a bit cheaper than others

THEMES
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do. For others, like us, we are still in the proc-
ess of diversifying our portfolio so we tend
to get into the cycles a bit late. I guess many
other investors are the same. Therefore, if
you move into this sort of sector a bit late,

‘Our mindset is to look
for new asset classes
because that is where,

if you start early in the
cycle, you will add value
over the long term’
Marcel Jeucken

financial history and psychology teaches us
that when people get a bit optimistic about a
sector they tend to be over-optimistic.

HW: How influenced are you by the big-
ger pension funds and what they are
doing in SRI?

EC: It is interesting to see because they gen-
erate ideas, but I think we have to see what
we can do internally in terms of what is cost
efficient. There are some things which we
cannot do just because of the cost. Some
big pension funds internalise private equity,
for example, so then the costs go down and
it can be an interesting proposal. It is much
more debatable whether for a medium or
small fund like us, with private equity with
management fees of 2%, it is an interesting
thing to do.

It is interesting to see, because they are
much more sophisticated, they bring new
ideas, but we have to put it into our own
context which will have different con-
straints. It is not always a very good idea to
copy exactly what they do. RI
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Rl and climate change

Hugh Wheelan: Erik, are you looking
internally at the performance question;
about whether there is a win-win situa-
tion both in increasing assets in areas
that would, for example, be environ-
mentally friendly, but also outperforming
strategies?

Erik Christiansen: We are not alpha-driven.
If you take together the three categories that
Raj mentioned, we are value-driven and we
are also, you could say, beta-driven in terms
of social efficiency. We believe we have a role
of financing the economy over the long term
and that it would be more globally eflicient
that we invest taking into account the broad-
er social issues and externalities, We have
values, but we do not expect any alpha from
our SRI investments. On the contrary we be-
lieve, for example, that at the security level if
you take one stock there will be no particular

trade-off — one to say that this company will
be, on a risk-adjusted basis, better perform-
ing or worse performing., However, at the
portfolio level, if you have very strong SRI
constraints, you will end up with a portfolio
that is less diversified. It might have, broadly
speaking, the same sort of performance,
but since you are less diversified it will have
more risk. We accept that. It is explicit in our
policy that we will accept some sort of cost
to implement this SRI policy because we be-
lieve that from a value perspective and from a
long-term social efficiency perspective it will
be useful.

Xavier Desmadryl: What I have experi-
enced is that clients do not want to suffer
under-performance deriving from the SRI
commitment of a fund. On the other hand, I

do not think they are necessarily looking for
strong over-performance. It is not because
you will have ESG inclusion that you will
outperform like mad. However, they expect
ESG-inclusive funds to be on an equal foot-
ing in terms of performance as their main-
stream counterparts in all asset classes: fixed
income, pan-European equities and emerging
markets equities. I think they want the best
of both worlds, basically, and this is why it is
really difficult for us to combine all these ele-
ments. However, we have strong conviction
that by looking carefully at the most relevant
ESG issues in each sector — because those
in the banking sector are not those that are
crucial to the oil and gas sector — we can add
value and introduce sensible investment poli-
cies for large institutional investors. This is
the kind of discussion we are having with our
clients right now.

HW: We've already discussed environ-
mental issues briefly. If you consider the
amount of money necessary to meet
some of the challenges going forward,
then the capital markets obviously are
going to be integral to that. Long-term
investors should be well placed to in-
vest over time in projects that will need
time to come to fruition. Are those kinds
of debates being had within assets
owners. Are they doing enough?

Christian Gollier: I have worked a lot with
the Ministry of Transportation in France in
the past. When they have to think about in-
vestment in new infrastructure — for example,
a new highway between Bordeaux and Lyon
oratrainline between Lyon and Turin — there
are clearly purely financial parameters to be
taken into account: the cost of building the
infrastructure, the benefit from the tolls that
will be paid by the users, etc. However, when
they decide to do these investments they also

integrate other things, such as, for example,
the fact that if they built these routes there
would be less pollution because they could
be quicker and shorter routes. They also used
the fact that if they were built there would
be a reduced death toll because the highway
would be safer than the mountain road, it
would also take a shorter time for people to
get to where they are going to work or for
their holidays and that is of value.

Therefore, while they are making the evalu-
ation of the investment they do not only take
into account the purely financial aspect of the
question; they also integrate the extra-finan-
cial aspects, such as quality of life and better
environmental efficiency. That is basically a
cost-benefit analysis, where they put a value
on life and a value on reduced pollution, such
as what is the price of carbon dioxide not
emitted in the atmosphere, and then they
integrate that in the one-dimension per-

ASSET SPLIT

P reome

Real estate and infrastructure [

Private equity -

What percentage of AUM invested using responsible investment criteria is
allocated to the following asset classes?

Hedge funds |
Other_
% 0 10 2 30 40

Responsible-Investor.com



formance index, which integrates the purely
financial things. By adding the value of those
things that are made better thanks to this
investment they come to a decision. They de-
termine whether the net present value of the
project is positive or negative, but take into
account not only the purely financial aspects
for the owner of the infrastructure in terms
of cost-benefit analysis, but also all the ex-
ternal factors that are generated, positive or
negative. I think SRI funds should do some-
thing similar.

My best way of thinking about the man-
agement of the decision of those funds would
be to say let us go to an extreme with inves-
tors: how much are you ready to pay to save
one life in the next 10 years and what are
you ready to pay to improve environmental
consumption in 100 years from now, which is
an important question when we think about
global warming, for instance. The next ques-

tion is, what is the discount rate for this in
future? This is a key element when we think
about sustainable development. Let us reach
an agreement about those values and then
just use a cost-benefit analysis to determine
what is good for the fund and good for so-
ciety and what is not good for the fund and
what is not good for society.

Raj Thamotheram: I just want to connect
up this conversation with those we have
been having about focused assets and more
broader SRI integration. The reason why
‘lean tech), green tech’ — and we have a fund
like that — works is because we are moving
into a world where resource constraints are
becoming more and more important in a
fund, or even to The Economist magazine. If
you look at the way The Economist has shift-
ed its thinking on environmental issues it is
phenomenal. It now criticises China for not
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being sustainable, so I think we have made
progress here.

Will a small number of innovative com-
panies developing technology and a small
number of fund managers delivering niche
funds be the solution to the coming huge
constraint that we have about not just car-
bon, but water, energy, the whole range of
things? Obviously not. There is no connec-
tion between the scale of the response today
and the scale of the need. The answer comes
from all sectors becoming much more effi-
cient than they currently are. There was an
event in Paris this week about energy effi-
ciency and some of the companies presenting
did not have a very coherent story on it. At
least they were presenting, but it is not yet in
the mainstream.

HW: Michael, what is the level of debate
in Italy about the responsibilities of pen-
sion funds as asset owners and whether
they should take SRI investment deci-
sions?

Michael Atzwanger: As I've said, we han-
dle this debate by offering a specific invest-
ment line that individuals can go into or
not. Of course, we are not then not SRI on

‘Let us go to an extreme
with investors: how
much are you ready to
pay to save one life in
the next 10 years and
what are you ready to
pay to improve environ-
mental consumption in
100 years from now?’
Christian Gollier

the other three funds we offer. This is how
we avoid any legal discussions. For some of
the defined benefit plans in Italy and for the
pay-as-you-go system for lawyers or Inarcas-
sa (fund for liberal professions) and the like,
there is little movement on SRI yet. Most of
the SRI investment in Italy is done by retail
investors. There is some activity by insurance
companies, a little by pension funds, normally
corporate funds — for example Sanpaolo, the
Italian bank, has an internal fund. I think
the development will happen with institu-
tional investors and the issue is being raised,
but the development will start with specific
funds. An ESG integrated approach will
take time since it is a matter of much greater
sophistication within the boards of pension
trustees. RI
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SRl and the sub-prime crisis

Hugh Wheelan: The question about
whether the sub-prime mortgage mar-
ket is an SRl issue has come up recent-
ly and | wonder if anyone has a reaction
on that?

Raj Thamotheram: I think if you reframe
the question slightly the answer is absolutely
yes. If I reframe the question, to my mind it is
what does responsible investing mean, having
learnt the lessons of sub-prime? The answer,
when you look back over the sub-prime crisis,
is that there were analysts who were able to
identify that this was a financial investment
risk. In this case it was Innovest. It was the
only research house that called the issue on
paper before the event. Then the whole ques-
tion becomes: what is wrong with the main
sell-side research?

One investment house was making money
out of its insight into the fact that sub-prime
was a big risk, that is well documented and it
was simultaneously selling collateralised debt
obligations based on its judgement. Thus,
there are conflicts of interest, which, in part,
the clients of sell-side research are responsi-
ble for allowing to happen.

That is why, I think, something like the
Enhanced Analytics Initiative (EAI) is so im-
portant, because it is the one initiative which
pays the sell side to do what really needs to
be done. Itis a challenge, I think, for the PRI
community to grapple with that reality, which
is that if we want to integrate extra-financial
research then it is not going to happen by ig-

Rl view: There is little doubt that
institutional class action lawsuits to
recover money following corporate
malfaisance are a key feature of re-
sponsible investment today.

The survey shows that 42.4% of re-

spondents have already participated
in damages cases. There is likely to
be more to come, particularly as the
sub-prime crisis claims more finan-
cial scalps.

A recent report claimed that Europe-
an institutional investors had missed
out on damages worth $3.6bn from
US securities class actions between
2000 and 2007, The report by GOAL
Group, a UK-based class action serv-
ices specialist, said European inves-
tors had not followed US investors

in claiming due damages from cor-
porate governance scandals such as
Enron and could miss out on claims
over the sub-prime mortgage crisis.

However, investors do not appear to
be convinced of the value of class
action suits. Investors not involved
in class action lawsuits today were
asked whether they would participate
in such actions in the future: 30%
said no, while 47.5% were unsure.

noring the main supply of research. Exactly
how you do it and whether it is 5% or 10% or
20% or 2% is neither here nor there.

That is one thing. The other area which
I think is really critical and we have not re-
ally talked about is if you have the banking
community with weak risk processes, weak
independence of audit processes, etc, who is
responsible for that? Who has allowed that
to happen?

Aled Jones: I think risk is different. I think
we should take care in putting too much
weight on how great SRI analysts would be
at spotting things like sub-prime. I am aware

‘Many of the products
that led to sub-prime
were presented as so-
cial lending, access to
credit, etc... | am sure
that many investors
thought that what they
were doing was mak-
ing a positive social
contribution’

Erik Christiansen

that Innovest made comments about it and
no one else, but years ago I worked at In-
novest and it was at the time of Enron and
I do not remember anyone spotting the En-
ron situation back then at any of the research
houses. Therefore, and I am not suggesting
this is what you were saying, Raj, I think we
should take care to make statements that
make it sound like of course we would spot it
and they did not, because maybe in other cas-
es we would not. Looking at sub-prime-type
loans, you would hope it would be a faitly
straightforward analysis to think that if you
are lending money to people who cannot re-
ally afford to pay it back then this could cre-
ate problems. The timing issue of it is, I guess,
very difficult, but I think we should take care
in saying ‘they are bad apples and we are not’

kind of thing.

RT: The difficulty of doing lessons learned
is that it seems like one is saying either that
we were bad or that someone else was bad.
In fact, I think for the SRI community what
we have to realise is that it is proven that
The Economist and Goldman Sachs and some
savvy hedge fund managers knew about this.
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What is it about their research process that is
different to ours and what can we learn from
the model? The best analysis of Enron came
from MBA students at a university who were
asked to use an innovative research process.
The reason I say this is because I believe we
need to incentivise the right kind of innova-
tive research as opposed to just pay for the
same old ‘me too quarter-by-quarter type
of commentary. We sort of get what we de-
serve.

Erik Christiansen: I know others have
talked about this, but I can also say that other
parts of the SRI research community said the
contrary on sub-prime. Many of the products
that led to sub-prime were presented as so-
cial lending, access to credit, etc, very social
issues. In the US, for example, many banks
involved in sub-prime I am sure were pre-
sented as community products because they
were lending to unfavoured communities or
ethnic minorities. I am sure that many SRI
investors thought that what they were doing
was making a positive social contribution.
Thus, you have many different views within
the SRI research community on what SRI
is and it links back to the definition of SRI:
what is good and what is bad?

You cannot compare the SRI community
to the rest of the financial community. I think
within the SRI community people have dif-
ferent views on different things and if you
look at the different trading agencies they
have different views on the same companies.
Thus, I do not think you can oppose SRI to
the rest; I think within SRI you also have de-

bates on what is positive and what is not.
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Has your fund ever participated in a class action law suit?

Would your fund ever consider participating in a class action law suit?

Marcel Jeucken: The other thing is that
spotting an issue is not sufficient; it is quan-
tifying what you have spotted. What I mean
by this is what is the materiality? How big is
this issue going to be? I know our organisa-
tion spotted the sub-prime issue as well. I do
not know the Innovest report in this particu-
lar case. I am not sure what value they have

attached to it, if they said it was something
investors should have been looking at? If you
talk about integration it is not just spotting
issues, you can spot a lot of issues, but it is
making sure when and how big the spotted
issue is going to be. That is the way I feel it
should be done and that is where we need the

capacity. RI
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Rl advice, research and emerging markets

Hugh Wheelan: Marcel, PGGM is carry-
ing out research into emerging markets.
Are you looking at the ethical and gov-

ernance standards of companies or are
you looking at what kind of investments
you can make?

Marcel Jeucken: Firstly, from the invest-
ment perspective we are looking at emerg-
ing markets for the illiquid-type asset space
and where we can find new investment ideas.
Secondly, within the listed equity space we
think there is low-hanging fruit in emerging
markets from the ESG perspective. We hired
Mercer for a research project with the hope
of also sending a signal to the asset man-
agement community that we think there is
low-hanging fruit and we would like relevant
products to be developed. If there is a good
product, we are going to invest in it, but that
remains to be seen as part of the objective of
the Mercer research as well.

Thirdly, we are looking at emerging mar-
kets from our human rights perspective. We
invest in and screen 4,000 companies, of
which roughly 1,000 are in emerging mar-
kets. We screen them for potential human
rights abuses and then filter them through

Rl view: Only 60% of respondents to
the survey use consultants to help

in their selection of SRI managers,
leaving 40% to make their own deci-
sions internally. This ratio backs up
the fact that many funds committed
to Rl today are amongst the largest
and best-resourced, able to make
their own manager selection deci-
sions.

It could also be a reflection of the
slow build-up by consultants on the
whole in promoting responsible in-
vestment, in what is still a nascent
investment area.

The ratios are similar for the use of
research houses both on financial
and extra financial advice.

It is likely the use of both consultants
and research houses will increase
as medium and smaller asset own-
ers consider responsible investment
strategies.

engagement programmes which we are run-
ning either separately or together with F&C
or other investors. This might be on typical
human rights violations or the operation of
oppressive regimes.

HW: Michael, these kinds of issues —
human rights, investment in Sudan — are
very topical for institutional investors at
the moment. Are you feeling increasing
pressure from organisations in Italy that
are coming to you and saying, ‘What
are you doing about Sudan? What are
you doing about Tibet? Do you have

a view on China and its human rights
record for your investment?’

Michael Atzwanger: I think these themes
are a real issue for us now. The Dalai Lama
often comes to visit our region of Italy to
study our special laws and autonomous sta-
tus, so at this moment I expect that investors
in our funds are questioning if we should
have investments in China because of their
actions in Tibet, so yes I do think this is
an issue. The risk is that members who put
pressure on us not to invest in China, or at
least question it, will go to the newspaper
and you get some headlines on what you are
doing with your investment strategy. This is
perhaps natural because we are the pension
scheme of the territory. If it’s only five people
protesting then it might not be such an issue,
but when you have 1,000 of your members
protesting, it becomes a big issue. It is quite
complex to manage a territorial scheme on
these kinds of issues.

More broadly, I think a major driving
force behind SRI developments may be the
big global pension funds, which are looking
for new themes. This, I think, will drive the
asset management industry to develop prod-
ucts on these themes that they can also sell
to smaller pension funds. I am studying what
the Dutch pension funds are doing, because
Italy has a big problem in that we are not able
to get into sophisticated asset management
as long as we have a low amount of assets. As
aresult, I think that, for the moment, bearing
in mind the external pressures we get on is-
sues like Tibet, I think our focus will remain
on negative screening themes until we accu-
mulate a larger pot of assets and can become
more sophisticated.

Liam Kennedy: Where do you draw a line
on these issues? For example, in the Neth-
erlands there is one pension fund that has
stopped investing in companies that deal
with fur and there is a UK mutual fund that
is not investing in airline stocks on the basis
of an investor poll. My question is, looking at

Responsible-Investor.com



‘| think a major driv-

ing force behind SR
developments may be
the big global pension
funds, which are looking
for new themes. This, |
think, will drive the asset
management industry
to develop products on
these themes that they
can also sell to smaller
pension funds’

Michael Atzwanger

the way that some countries, particularly in
Scandinavia, have set up overarching councils
of ethics which also incorporate principles of
social responsibility, would those be useful in
your country so that you have a neutral body
which would come up with rules that you
can then present to your members as adher-
ing to?

MA: From our point of view, being new in the
SRI investment area, our pension funds, or
Ttaly as a whole, will never invent new themes
on these topics. We will always have to watch
what others are doing. On these issues we are
forced, in order to get economies of scale, bet-
ter performance and lower fees, to outsource
or create strategic alliances. However, we can
act as a partner that knows the Italian mar-
ket well and which is interesting from an SRI
perspective. Therefore to be a little bit in the
forefront of the debate in Italy is helping us
to get a bit more involved. But we also have
serious pressures that prevent us from acting.
One is the pressure you get from the news-
papers. Another is what you really can hope
to achieve. I now have the task of creating
an ethical social committee in the Trentino
region, but what can I offer them? I can offer
a discussion with us based on the criteria of
negative screening, but that is it: tobacco, yes
or no, sort of thing.

HW: There are already international
norms on different ethical issues such
as those put together by the Internation-
al Labour Organisation on issues such
as child labour. In addition, many pen-
sion funds follow the Norwegian Gov-
ernment Fund'’s ethical approach. Could
there, as Liam suggests, be an interna-
tionally agreed ethical approach?

Christian Gollier: I think many of the ques-
tions we have discussed are related to the diffi-

Asset Owners
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will be considered a bad fund, despite the fact
that it was probably socially responsible to do
so. If we do not explain these conundrums, or
do not produce the instruments to evaluate
these issues into a transparent methodology
to evaluate investment projects, then all funds
will be faced with this risk of being hit by legal
issues or a collective ‘bad mood’ from the in-
vestment community. RI

culty of determining or defining performance.
Let us consider, for example, the case of the
nuclear industry. It is good to invest in the nu-
clear industry because currently it is the most
efficient way to produce electricity without
emitting greenhouse gases. However, if to-
morrow there is an accident or an issue related
to nuclear waste somewhere in the world, then
every fund that has invested in nuclear energy
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Corporate governance and voting shares

Hugh Wheelan: The survey shows the
split between the number of asset own-
ers actively voting and those not. It says
almost 35% do not have an active policy
of voting their shares. Does that surprise
people?

Erik Christiansen: We have already talked
about fiduciary duty and the fact that there
is some debate about it regarding SRI invest-
ment. However, regarding voting, I think it is
not debatable that one should exercise their
voting rights. Voting rights have a clear eco-
nomic value and if you do not vote you do not
respect that value which your members are

paying for.

Xavier Desmadryl: Yes, it is striking that al-
most one-third of the people are not voting. I
cannot really understand that, because as has
been said, I think voting is an essential part
of the fiduciary duty of asset owners and es-
pecially those who are long-term, large inves-
tors and therefore have a right and an ability
to influence the management of a company. If
you positively influence the management of a
company it can have a positive influence on
your own returns. Therefore, I think it has to
be done, there is no question and this is why I
guess people are responding that yes, they do
have a fiduciary duty to do so. It seems to me
that two-thirds of respondents are simply do-
ing their job, the others are not.

HW: Can | quickly interject and say that
it is possible that these people have

20

Rl view: A hig surprise is that
34.25% of respondents say they
have no active policy of voting their
shares. This is despite many years
during which corporate govern-

ance and share voting have hecome
among the most high-profile areas of
asset owner fiduciary duty.

Reviewing the figures, we concluded
that the high level of negative re-
ponses could be due to many asset
owners leaving voting to their fund
managers. But does that negate not
having a voting policy in place at the
asset owner level? Good corporate
governance practice suggests that
asset owners should at the very least
ensure their money managers are
voting their interests at corporate
annual general meetings.

Rather more encouragingly, those
institutions that do actively vote their
shares are now increasingly making
their presence felt in international
holdings (48.94%) as for domestic
shares (78.72%).

Interestingly, almost as many
respondents (40.43%) carry out
their share voting in-house as do
through their external fund manager
(42.55%).

most of their assets managed externally
and may assume it is done on their be-
half.

XD: Yes, but anyway, I think that at least for
institutional investors they should have a
voting policy and then transfer it to the as-
set manager. There has to be an interaction
between both of them on such an important
topic.

Responsible-Investor.com
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HW: Yes, | think the question is whether or
not asset owners have an active policy.

Michael Atzwanger: In Italy there is a law
stating that if you give the money to third
party managers the voting right is yours, so
every time there is a vote the manager has to
come and tell you,'Now I am going to vote and
I will do this and this’ and you as an investor
can then say yes or no.

Raj Thamotheram: I was quite shocked by
this figure also. Even if you interpret it, Hugh,
in the way that you have just said, this is a

VOTING
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If so, how is this done?

By third-party specialist service
By third-party asset managers
In house

For domestic shares

For international shares

Do you have an active policy of voting your shares?

highly rated group of asset owners! It strikes
me in the same way as a concern that I have
that having a little bit of an SRI fund and a
little bit of a thematic fund is ticking the box
in relation to being a long-term responsible
owner. I think this is probably the best indi-
cator that we are quite a long way from tak-
ing a whole asset perspective on what being a
long-term asset owner is about.

Even if we assume that the fund manager

does the voting, in many cases we know that
most fund managers, because they are not
scrutinised by their clients, will vote naturally
with management. Therefore, the assumption
is a really dangerous one and, I think, under-
pins the concern that I have that asset owners
are not yet integrating this perspective into
how they interact with the fund management
community. RI

‘| think voting is an
essential part of the fidu-
ciary duty of asset own-
ers and especially those
who are long-term, large
investors and therefore
have a right and an abil-
ity to influence the man-
agement of a company.
If you positively influ-
ence the management
of a company it can
have a positive influence
on your own returns’
Xavier Desmadryl
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Factors driving Rl in the future

Hugh Wheelan: What factors do you
believe will drive responsible investment
during the next three to five years?

Xavier Desmadryl: I think that some of the
major drivers will be the major events every-
one is facing, including, for instance, climate
change. However, to recognise climate change
as something important and relevant from an
investment perspective you need to give a clear
demonstration that makes sense and is relevant
and I think that things like the Stern review in
the UK have been extremely useful in pointing
out that climate change is something huge and
important. Is this an external pressure? I do not
know. I think that if you compare internal pres-
sure there is much more evidence of a general
concern. I am surprised that external pressure
comes out so high. What is this? The media
and so on? I would like to have your views.

HW: We did put ‘the media’ down in the
survey as an external pressure. There is
no doubt that people see and act upon
newspaper and television reports. Zem-
bla, the documentary on cluster bomb
investment by Dutch pension funds,
would be a media topic that brought a
lot of people out in the Netherlands say-
ing: “I never really thought about how
my pension fund was invested.” There is
the idea that you put the money in a pot
and it grows, that it does not actually get
invested in the same companies that can
sometimes crop up in corporate scan-
dals, etc.

XD: Yes, sure, but legislation then follows that. I
think that other important events have included
the Earth Summit, the Bali conference, all these
elements. I think that in many cases the Unit-
ed Nations has shown the way; this was also
the case with the PRI, for instance. I want to
flag up that this element is important, it could
change the face of the earth for the next com-
ing decades or even centuries and maybe this is
the starting point of something. I think that in
many cases the UN has been able to crystallise

something which almost existed but was not

Rl view: It is interesting that external pressures, including the influence of the me-
dia, come out on top as the biggest future driver of responsible investment among
most respondents. This suggests not only that the general public has hecome
sensitised to responsible investment issues, but also that the media is recognising
that pension funds and asset owners matter enormously in the debate over environ-
mental, social and governance issues, given their weight of capital and influence.

Non-governmental organisations have also made the same link and are increas-
ingly targeting investors as well as corporations with their campaigns. Suprana-
tional initiatives such as UNEP Fl and the UN PRI will also be an increasing driver
of future SRI trends, according to respondents. However, regulation is not deemed

returns from new investment areas.

to be a major driver, coming out lower even than the prospect of future financial
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realised as that important. When we look at
the legal framework, the media and so on, this
comes afterwards because climate change has
been known about for almost a decade and it
has been hyped in the media for what, the last
two or three years. The first Rio de Janeiro
summit took place almost 20 years ago. This is
clear evidence that the major influence is com-
ing from big supranational institutions and very
big coalitions. I think all these people are the
catalysts of this paradigm shift we are now ex-
periencing,

Marcel Jeucken: I think we are in a com-
munication society today and this may be the
external pressure. The first thing that happens
is that you get an email saying that the pension

fund is investing in BP and then the day after
you get pressure on that issue. Therefore, as of
today, as a pension fund asset manager, I think
we are in an environment which is delicate and
everybody knows everything and in a couple of
seconds you can send information around the
world, so I think this is an issue and we are a
little bit exposed.

Christian Gollier: Transparency is required.
Transparency in the determination of clear and
acted upon objectives and that is a real chal-
lenge.

Raj Thamotheram: The campaigning groups
10 years ago focused on the corporate sector
and I see more and more campaigning groups,
NGOs, trades unions and others focusing on
the investment community in a very calculated
and logical way. I think this is only going to in-
crease and in a way has become more powerful;
that is maybe a fact of life. I worry about it a
little, because it is a bit like the corporate sector
as well where if you get pressure you react to it,
but you do not necessarily do the proactive, stra-
tegic thing, There is a lot of talk about climate
change, but the activity is about carbon trading
and specialist funds, not the mainstream. It is
that disconnect that we have to find a way to
address somehow. RI
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IPE/TBLI's
X degs ESG Leaders Awards
wards Amsterdam, 13 Nov 2008

The ESG LEADERS AWARDS 2008 is Investment & Pensions Europe/ TBLI's dedicated
Awards for investors, investment managers, research houses and consultants active in the
Environment Social Governance (ESG) area.

Five Awards will be presented in Amsterdam on 13 November at the TBLI Europe event.
Entries and nominations for Awards will be assessed by a panel of judges, selected by TBLI
and IPE. The entry form will be available from early July.

More information on www.ipe.com/events
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Contrary to popular perception, the adoption of “sustainability best practices” does not necessarily mean sacrificing profit.
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that reflect the values of our clients.

Contact our UK Institutional business team
Simon Blanch, Associate Director, SRI Business Development

+44(0)20 7024 0392*

simon.blanch@hsbcinvestments.com

www.hsbcinvestments.co.uk HSBC 4»

HSBC Investments is the global trading name of the core investment platform of HSBC. This advertisement is issued in the UK by HSBC Investments (UK) Limited. It is possible that ethical
restrictions placed on the investments may result in the fund performing less well than funds with similar investment objectives which are not subject to ethical restrictions. Authorised and
regulated by the Financial Services Authority. © Copyright. HSBC Investments (UK) Limited 2007. 14073/EM/0408 FP08-0479

*Calls may be monitored, and/or recorded for security service improvement purposes.





