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ESG STANDS FOR
ENVIRONMENTAL,

SOCIAL &

GOVERNANCE

These are factors that help investors

to assess whether
a business is sustainable.

relates to the
company'’s impact on the
planet and its approach to
climate change mitigation.

addresses the company's
policies and their impact
on their employees, customers,
suppliers, and the community.

focuses on
business practices, board
structure and independence.

”

Together, ESG factors are inputs to “responsible
investing, which is based on generating
sustainable long-term returns by investing
in financially stable, well-run businesses with
strong ESG credentials.

Responsible investment might seem

to be a concept that has entered our
consciousness relatively recently. In fact,
it goes back much further in the early
nineteenth century, the Methodist Church
decided to prohibit investments in
undesirable industries such as arms.
Over time, a growing number of charities
and churches pursued similar strategies,
until eventually the first sustainable
mutual fund — the US-based Pax

Fund — was launched in 1971.

Over five decades later, investors have
become increasingly mindful of environmental
and human rights issues, and aware of

their impact on investment returns.

Responsible investment used to be widely
regarded as a “fringe” issue that focused
primarily on a negative screening process: “bad”
companies were cut from the investment
universe using non-financial, ethical criteria. It
was understood that, by reducing the number
of potential investment opportunities, the
investor was likely to sacrifice performance in
order to maintain their principles.

More recently, however, attitudes to ESG
investment have evolved. ESG considerations
have moved into the mainstream to become
a fundamental part of the research process
that can add significant value by identifying
well-run businesses that are positioned to
deliver sustainable returns over the long term
and avoiding businesses whose processes pose
a risk to society, the environment, and share
price performance.

Corporate scandals are not only disruptive

but can also cause lasting harm to a company’s
reputation — and its share price.

In comparison, companies with positive
business practices are well positioned to
deliver sustainable profits over the long

term, which is likely to prove beneficial

for shareholders.

“COMPANIES WITH POSITIVE
BUSINESS PRACTICES ARE
WELL POSITIONED TO DELIVER
SUSTAINABLE PROFITS OVER
THE LONG TERM”

Instead of denoting “good” or “bad” companies,
ESG factors are used to identify quality and
sustainability. They focus on tangible factors,
examining not only whether a company
pursues sustainable business practices, but
also whether it has sustainable finances. They
help not only to uncover possible risks, but
also long-term investment opportunities.
They build conviction and reduce portfolio
risk by assessing possible vulnerabilities to the
company'’s business and financial stability.

These days, companies are expected to

be transparent and accountable. They are
expected to demonstrate good corporate
governance and to deliver sustainable long-
term value for shareholders. ESG analysis
helps by digging deeper into the company and
the sector in which it operates. If a company
has sustainable business practices, it is well
positioned to generate sustainable profits in
the long term.

An “ESG” fund is an investment portfolio in
which ESG factors are embedded into the
process of research and stock selection.

An increasing number of investment funds
have a “sustainable” remit — this might involve
a focused mandate concentrating on the

environment, water, or renewable energy, or a
more generalised approach.

However, more and more fund managers are
embedding sustainability into their investment
process, regardless of their investment
objective, as they recognise the benefits of an
integrated ESG approach.

Many investment managers have embraced
the opportunity to engage with companies
by questioning management, encouraging
them to improve their ESG practices,

and focusing on businesses that apply
sustainable processes.




The Financial Conduct Authority (FCA)
implemented four sustainability labels for
funds in 2024 to provide clarity for investors.
The labels are designed to make it easier for
investors to identify investment products that
meet their sustainability objectives. At present,
the labels are optional, and providers can
choose whether or not to use them, as long as
their products meet the criteria.

+  Sustainability Focus: these funds
invest mainly in assets that focus on
sustainability for people or the planet.
Examples may include activities to
support the production of energy, for
example, from solar, wind or hydrogen.

+  Sustainability Improvers: these funds
invest mainly in assets that may not be
sustainable now but aim to improve their
sustainability. Examples may include
investments in companies that are on a
credible path to net zero by 2050 or are
committed to improving social standards
such as human rights.

Sustainability Impact: these funds invest
mainly in solutions to sustainability
problems with an aim to achieve a
positive impact for people or the planet.
Examples may include renewable energy
generation and social housing.

+ Sustainability Mixed Goals: these funds
invest mainly in a mix of assets that
either focus on sustainability, aim to
improve their sustainability over time,
or aim to achieve a positive impact for
people or the planet. Examples may
include a mixture of investments from
the labels above (Focus, Improvers and
Impact).

As interest in ESG and responsible investment
has grown, so has the number and variety of
available investment products for investors
seeking capital growth, income, or a balance
between the two. From equity funds to fixed
income or multi asset products, whether you
are focusing on the domestic UK market or
taking a more global perspective, there is more
choice than ever before in ESG and responsible
investment.

Source: FCA, 22 May 2024 Sustainable investment labels and anti-greenwashing | FCA
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We hope you found the
information in this guide
useful and informative. If any
of the points are of interest, or
you would like to discuss
your own situation in more
detail, please do get in touch.

Produced by adviser-hub.co.uk on behalf of
your professional adviser.
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