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Our approach to more sustainable investing

Climate change, the habitat destruction of palm oil farming, ocean plastic, zero contract
hours, child labour and income inequality are amongst the many challenges that we face
in the world. Our attention has increasingly been drawn to the issue of ‘sustainability’ by
campaigners such as Sir David Attenborough and Greta Thunberg. Most of us — in our
heart of hearts — know that the human race is doing a pretty poor job at present of
balancing the claims of the present on the world and its resources against the claims of

future generations.

It is not an easy balance to get right. Rapid economic growth in the emerging economies
over the past couple of decades — for example — has had a major positive impact on its
people, raising two billion people out of abject poverty and halving infant mortality!. This
has been driven by capitalism, sometimes in an extreme and uncontrolled form, with
material consequences for the environment and wider stakeholders, not least employees.
Abuses in many forms lie beneath the surface in child and slave labour, corruption,

pollution, habitat destruction and a loss of biodiversity.

Figure 1: Real, important and in some cases urgent challenges face the world
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Source: Albion Strategic Consulting

We can either respond to these challenges and become part of the solution or bury our
heads in the sand. They will not go away. Many people have already made changes that
affect their daily lives that can and will make small yet meaningful differences. These

range from running more fuel-efficient cars to buying more locally produced product and
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avoiding companies with poor records on employment. One area that has largely been
ignored, both by families and the investment management industry — until recently - is the
opportunity to improve the ‘sustainability’ of their investment portfolios and the

companies they own within them.

Figure 2: Being part of the solution
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The term ‘sustainability’ is bandied around as if everyone knows what it means. In essence
it means making the world a better place by coming together and defining a more balanced
use of the natural resources available, tackling the issue of climate change and the knock-
on effect that this will have on desertification, economic migration and the impact on the
ecosystems of the world. It also means building a fairer society, where there is less income
inequality, employees get treated fairly and that corporate governance improves the level
of corporate responsibility in the drive for profits. The UN has established 17 sustainable

development goals, which few would disagree with'.

1 For more information: https://sustainabledevelopment.un.org/?menu=1300
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Figure 3: What is ‘sustainability’?
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Incorporating sustainability into an investment portfolio implies that information is
available on companies operating around the world that reflect their true business
practices and plans to improve their sustainability over time. Ideally these data would be
rigorous, standardised and a truthful reflection of how the company thinks and operates.
Unfortunately, there is still a big gap between perfect data and reality. Yet pursuing the
perfect should not be an impediment to making a start. The data are improving, and
companies are being driven by investors to deliver clearer and more timely insight. That
can only be a good thing. The investment industry tends to talk about ESG metrics, which
stand for environmental, social and governance issues faced by companies. These data
can be used to inform the investment decisions that fund managers make in structuring

the products they offer investors.
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Figure 4: Incorporating sustainability in an investment portfolio using ESG metrics
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In real life, we make trade-offs around the choices we face when it comes to improving the
sustainability of our lifestyles. Take for example the issue of recycling. Most people rightly
make an effort to recycle their household waste, sorting plastics and paper into their green
recycling bin and wheeling the bin out for collection on a Sunday night. Yet we are still
prepared to jump into our diesel or petrol-driven cars and head off on our long-haul
holidays. We balance out these trade-offs and live with them.

Figure 5: Understanding the trade-offs we all face
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Source: Albion Strategic Consulting

In the same way, we face trade-offs when it comes to structuring an investment portfolio.

If we start from the premise that most investors own a portfolio to grow or protect wealth
and create a source of current or future income, then the returns that that portfolio delivers

are very important. Our conventional portfolios are structured to deliver diversified,
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broad market returns, derived from risks that we are comfortable in taking because we

understand what they are, and the likely characteristics they will deliver over time.

For some, making sure they receive broad capital market returns in return for taking on
broad market risks in order to achieve their financial and lifestyle goals is important. If
that can be achieved in a more sustainable way, all the better. To do so requires some
pragmatic trade-offs, such as maintaining sector weightings in the portfolio in line with
the market. That would mean owning energy and airline stocks, perhaps in the realisation
that, however much we wish it were not so, we still need fuel for our cars, gas to power
our power stations and we will still take flights to holiday and business destinations. The
story doesn’t end here, however. By owning these stocks with a sustainability mandate,
asset managers have a duty to engage with the companies to manage the ESG risks they

are facing. We call this approach ‘Responsible’ investing.

When investors seek to engage with a company, they seek to influence a corporation’s
decision on matters of ESG, either through dialogue or votes at shareholder assemblies.
The rate of success usually depends on the scale of ownership, the quality and method of
engagement used and where divestment (selling shares in the companies) is a possible

action.

Research by Dimson, Karakas and Li (2016) shows that successful engagement increases
returns to shareholders. Engagement in general were positive for shareholder returns and
unsuccessful engagement had a small negative but overall neutral effect on returns. This
does not mean however, that we expect ESG portfolios to outperform, rather than by
selecting asset managers with effective engagement capabilities, the market will be

nudged in the right direction.

Does ESG investing impact performance? There can be brief subperiods, where excluding
entire, large sectors — such as big oil — can impact risk-adjusted returns. However,
performance is almost as often improved as diminished, and the long-run impact of
exclusion is modest. The body of academic evidence does not support claims that ESG
funds outperform, however there is equally little evidence that ESG funds consistently
underperform. We therefore expect that ESG portfolios may broadly have the same

performance of our conventional portfolios.

For other investors, who wish to receive broad capital market returns but put a proportion
of their money towards impactful companies, this can be achieved by additionally
supporting ‘finance first’ impact investments. Here the trade-offs are for example the
concentration risk found in impact funds and significantly higher fund manager charges.
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If you are familiar with our PNi portfolios, you will know that we allocate a proportion of
the portfolio to these funds in addition to a responsible broad market exposure.

Finally, there are investors who really want to be fully true to their deeply-held values and
to see tangible and directly measurable impacts from how their money is invested, they
will need to trade-off issues such as concentration risks — in securities/projects and sectors
—and liquidity and exit risks against high levels of uncertainty about the financial returns
they will receive, with the base case being a hope of return of capital. We would call this
‘impact’ investing with an ‘impact first’ focus. This is not a route we can recommend to
achieve financial independence but something to engage with once financial

independence is achieved, much like making significant philanthropic donations.

Figure 6: The Spectrum of Capital - investing sustainably happens on a spectrum
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In practice, ESG credentials, on a firm-by-firm basis, can be used to make judgements on
companies, which can be reflected in the makeup of portfolios. Some firms e.g. in the oil
and gas sector, have set out a strong vision for the future direction of the company and its
transition to a carbon-neutral future and are leading investors and innovators in renewable
energy. Better firms reduce the risks associated with their business and treat their broad
stakeholders more equitably. Others in the sector lag materially. In a systematic
responsible portfolio, the former are favoured through overweighting their holdings and

the latter underweighted.
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Figure 7: Overweighting best-in-class companies
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In many cases, some of the worst ESG firms — such as those producing cluster munitions —
will be excluded. Likewise, some of the worst CO: emitters might be excluded. This is
strategy specific at the fund level and needs to be taken into account when constructing

portfolios.

At present, there are high-quality systematic ESG funds available in global and emerging
equity markets. Other asset classes tend to have limited quality products available, but
the good news is that there is considerable product development happening and regular
new launches of products. Wearing our risk manager’s hat, we will only introduce a fund
when it meets our threshold for inclusion. Where we can’t yet find a suitable product, the
traditional fund will be used to make the allocation, until it can safely be replaced.

Figure 8: Taking those first steps
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continue to grow. It an exciting time for investors who want to make a difference. It may

be a long road, but the destination should be worth it.

Figure 9: The destination is worth it
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If you ask yourself if you want your (or others’) children and grandchildren to live in a
better world which has tackled climate change, reduced pollution on land and in our
oceans, helped to abolish child labour and produced a more equitable society, the answer
is obvious. For some, using their investment portfolios as one of the many ways in which
they can make a small, yet meaningful difference alongside others, then systematic ESG

investing may be a choice worth considering.

If you would like to know more about our ‘Paradigm Norton Responsible’ (PNr) portfolios,

please feel free to contact us.
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Risk Warnings

This article is distributed for educational purposes and should not be considered investment
advice or a recommendation of any particular security, strategy, or investment product. This
article contains the opinions of the author but not necessarily the Firm

Information contained herein has been obtained from sources believed to be reliable but is
not guaranteed.

The value of an investment and the income from it could go down as well as up. The return
at the end of the investment is not guaranteed and you may get back less than you originally
invested.

Past performance is not indicative of future results and no representation is made that the
stated results will be replicated.

Paradigm Norton is authorised and regulated by the Financial Conduct Authority.

Errors and omissions excepted.

10







Paradigm
Norton

RMT Ref: 000/00.00/LH



