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Introduction 

It would be impossible to ignore the pervasiveness of environmental, social and governance 
(ESG) issues in the investment industry today.  Industry publications, discussion forums and 
conference platforms are awash with the subject, while growing legislative requirements 
and popular pressure are placing an increasing level of responsibility on fiduciaries to pay 
those issues serious consideration.  In this quarter’s ‘Salient Industry Observations’, we 
provide a brief background to the recent explosion of this responsible revolution, highlight 
some of the challenges of incorporating key ESG principles into investment management 
and how fiduciaries might address these through a proper evaluation of investment 
managers’ decision-making.  

Background 

ESG has clearly migrated from the 
investment periphery to the mainstream.  
What may have once been viewed as a rather 
niche investment concept that occupied a 
relatively immaterial (if any) component of 
most institutional investors’ portfolios, now 
appears increasingly front and centre of 
current investment decision-making.  The 
emergence of environmental and social 
considerations in particular (arguably, 
governance-related considerations have 
been around for much longer – remember 
the ‘Cadbury Code’ of 1992?) has no doubt 
been driven by a heightened global 
recognition of the impact of investment 
decisions and policies on the world around us 
as well as explicit commitments by 
governments and other international 
organisations to meet specific climate-
related targets (see Chart 1).   

In addition to the various voluntary 
initiatives, trustees’ legal responsibilities 
surrounding ESG considerations have also 
amplified.  Recently introduced legislation 
requires trustees to set out in their 
Statement of Investment Principles their 
policies covering the extent to which they 
take ESG factors (including, but not limited 
to, climate change) into account in the 
selection, retention and monitoring of 
investments.  The transposition of the EU 
Shareholders’ Rights Directive (SRD II) into 
UK law in 2019 introduced further 
investment oversight provisions, while from 
October 2020 trustees of certain schemes 
are required to publicly disclose how they 
have implemented their stewardship policies 
during the scheme year.   
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Chart 1 – Key ESG investment developments 
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Meanwhile, the DWP issued its proposals in the summer of 2020 for an effective 
framework for occupational pension schemes to assess and manage climate risk and 
opportunities.  These included the disclosure of compliance in line with TCFD 
recommendations for the largest pension schemes, authorised master trusts and 
collective money purchase schemes.  It is intended that the proposals are enshrined 
in law in 2021 with the passing of the Pension Schemes Bill that is currently 
progressing through Parliament.  Members of Parliament were also recently 
presented with a proposed Responsible Investment Bill by ShareAction (a responsible 
investment charity) that would compel fiduciary investors to consider ESG factors as 
part of their legal duty to beneficiaries.  The rapid momentum of the responsible 
revolution shows no signs of abating.   

Challenges 

While the rising prominence of ESG issues within investment management is welcomed by most industry practitioners and 
stakeholders, it also presents many challenges for fiduciaries.  For starters, developing an appropriate understanding of 
their legal and regulatory requirements as well as industry ‘best practice’ within a constantly evolving and information-
congested landscape presents its own, not insignificant, challenges.  In addition, there are a considerable number of 
investment-related undertakings that we believe require careful consideration in order to integrate ESG principles 
appropriately into an investment decision-making framework.  We would highlight the following as deserving particular 
attention: 

i) Valuation – the extent to which ‘good’ companies may be valued at a 
premium compared with ‘bad’ companies (for example, where increasingly 
excessive investor demand that is driven by convergence on tangible ESG 
targets — such as net zero carbon goals — has created conformity in selling 
certain assets and allocating towards those with ‘better’ ESG credentials).  

ii) Reversion – the risk that share prices of ‘good’ companies revert (or deliver 
underwhelming returns) due to initial over-valuation. 

iii) Misattribution – the risk of fiduciaries misattributing historical excess return to 
repeatable skill, where there exists the chance that the manager had simply 
been positioned in ‘ESG’ assets in high demand. 

iv) ‘Greenwashing’ – creating the illusion of ESG integration, but without the substance.  How does a fiduciary 
distinguish the appropriate application of stated ESG principles from the marketing narrative? 

v) Transparency – does the fiduciary have sufficient visibility on the investment managers and their portfolios to 
evidence adherence to the stated ESG principles and alignment with the trustees’ policies?  How does the 
fiduciary ensure that the managers are not simply paying ‘lip service’ to those principles / policies?   

vi) Comparability – given the lack of consensus on appropriate quantitative metrics with which to measure 
adherence to ESG integration, how does the fiduciary ensure sufficient quality and completeness of data to 
compare across strategies?  

Stamford’s approach 

The integration of ESG principles into investment management is complex.  However, with the significant proliferation of 
explicit ESG-labelled investment products as well as the stated inclusion of ESG into many existing investment approaches, 
it is critical that fiduciaries are able to properly evaluate their impact on investment outcomes.  In order to do this, we believe 
ESG factors should be assessed in detail alongside a range of other fundamental and behavioural characteristics, rather than 
considered as a separate and unrelated activity.  Accordingly, our investment analysts undertake an objective appraisal of  
ESG integration in this manner to evidence an investment manager’s consistency with his or her stated investment approach 
and repeatability of investment ‘edge’.  A manager’s ultimate objective is to maximise the probability of compounding capital 

“Climate change has the 
potential to have a big effect 
on scheme investments and 

sponsor covenants” 

David Fairs, Executive Director of 
Regulatory Policy, Analysis and 

Advice, TPR (October 2020) 
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over the long term, while minimising the probability of capital impairments.  Consideration of 
pertinent holistic investment case risks, which may include ESG if deemed financially relevant 
over the long run, can assist a manager in achieving these goals.  

We also believe that the integration of ESG principles brings with it a host of additional 
behavioural challenges for investment managers that require expert appraisal by our in-house 
psychologists - for instance, the temptation to analyse information which may be morally, but 
not financially, relevant.   

Finally, irrespective of ESG, we insist on high levels of portfolio transparency as well as personal 
contact to assist our detailed appraisal of ESG issues and advocate consistent and 
comprehensive reporting.   

Conclusion 

The adoption of ESG principles by mainstream investment firms in recent years and the surging popularity of ESG-marketed 
investment propositions seems set to continue, while the increasing appetite to mandate their adoption by UK pension 
schemes means that it will be impossible for trustees to disregard them.  We believe that the adaptation of investment 
principles to reflect ESG credentials offers the opportunity to not only bring about potential environmental and societal 
benefits, but also the potential for managers to avoid future capital impairments by focusing on ever more pertinent 
investment risks that may have been underappreciated in the days before ESG integration.  Inevitably, with new investment 
mantras come potential hazards and behavioural challenges, and therefore it is vital that fiduciaries are appropriately 
equipped to mitigate the risk of unintended consequences.  By fully integrating the appraisal of ESG factors into a 
fundamental and granular evaluation of all critical matters that influence investment outcomes, including behavioural 
considerations, we believe fiduciaries will be better placed to meet their obligations to stakeholders as part of this 
responsible revolution. 

 

Your managers 
may say they 

integrate ESG – 
how can you be 

certain without a 
deep evidence-

based appraisal? 
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