Sustainability and Governance
Investment fads or imperatives?
(or, the Ever Shifting Goals of responsible capitalism)

The imperative of sustainability
Investing today for tomorrow’s return = taking the oath of optimism about sustainability

The longer the liability, the more important sustainability becomes
A truism to say that unsustainable businesses must adapt or fail
What makes them unsustainable? How do they adapt? Why do they fail?
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Competition
Decisions by boards and management
Customer choice
Technological revolution
Access to capital
Government intervention

The imperative of governance
The rise of the limited liability company in the 19th century
➢ From proprietors and partners to shareholders and directors

Company law places shareholders’ interests as the priority for directors
➢ Other legislation governs workers’ rights, environmental duties, etc…
➢ Directors must reconcile these obligations with their principal duty to shareholders

Creates a principal / agent problem
➢ Directors run companies on behalf of shareholders, but how can they be controlled?
➢ Limited opportunity to change or censure directors of public companies

Similar challenges for fiduciaries with responsibility for other people’s money
Plenty of important governance questions to be addressed
➢ Unequal share rights to achieve voting control, e.g. Facebook and Alphabet
➢ Separation of Chair / CEO roles, which is the exception for American companies
➢ Variable Interest Entities, e.g. Alibaba, Baidu

UK Companies Act 2006
Duties of directors of a company

The Cadbury Code 1992 for UK corporate governance
The country’s economy depends on the drive and efficiency of its companies. Thus
the effectiveness with which their boards discharge their responsibilities determines
Britain’s competitive position. They must be free to drive their companies forward,
but exercise that freedom within a framework of effective accountability. This is the
essence of any system of good corporate governance.
Voluntary but LSE requires all listed companies to ‘comply or explain’
Separate the roles Chairman from Chief Executive
➢ As a minimum there should be a ‘strong independent element on the board’

Majority of the Board be comprised of outside directors
Remuneration committees to comprise a majority of non-executive directors
Audit Committees should include at least three non-executive directors.

Governance + Environment and Social = ESG
The acronym should be GSE because governance comes first
Fad? No, these are serious topics which companies and investors must address
ESG is a work in progress as to its definitions, priorities and methods
➢ Multiple providers of ESG ratings with differing criteria
➢ Not yet clear what investors want other than to say they are serious about ESG

UN PRI is one of the most important participants
➢
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Signatories must demonstrate integration of ESG into their investments
Rates managers’ compliance annually
Addresses a wide range of topics but climate change is top of the list
Encourages collaboration between investors for engagement with companies
Threatened to eject signatories who don’t comply

Broadly three ways investors can address this question
➢ Exclude
➢ Emphasise
➢ Engage
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State intervention in US business
• 1890 Sherman Anti-Trust Act
➢ Regulate against monopolies / for competition
➢ Led to 1911 break-ups of Standard Oil and American Tobacco

• 1906 Pure Food & Drug Act
➢ Created the FDA to hold manufacturers accountable for product quality

• 1933 Glass-Steagall Act
➢ Broke up the banks that had helped cause the 1929 Crash

• 2002 Sarbanes-Oxley Act
➢ Additional corporate financial reporting post Enron & WorldCom
➢ Personal responsibility for financial statements for CEO & CFO

• 2010 Dodd-Frank Wall Street Reform and Consumer Protection Act
➢ Created the Consumer Financial Protection Bureau
➢ Product disclosure / protection for whistle-blowers

Thomas Midgley
Working at General Motors in the 1920s he developed, first,
lead-based petrol additives and, second, chlorofluorocarbons –
CFCs – for use in refrigerators and then aerosols.

Frank Rowland and Mario Molina
Nobel laureates for their 1970s discovery of
the harmful effects of CFCs on the
atmosphere, leading to the a US bans in 1978
and later world-wide

The Heriot Global Fund
Investment strategy
•

Good business is good investment

•

Selective investors, not universal owners, avoiding 98% of the stocks available globally, and many of the
avoided / excluded fall on what are today called ‘ESG criteria’

•

Independent judgement on the intersection of wealth generation, returns and unacceptable corporate
conduct

•

Confidence that the best outcomes arise from the rule of law, human ingenuity, competition and decency.

Affiliations & research services

•

UK Stewardship Code

•

UN Principles of Responsible Investment

•

ISS for proxy voting support

•

MSCI ESG Research & Ratings for stock reports

Open questions
•

The accelerating ESG bandwagon, with the risk of what Orwell would recognise as groupthink

•

Soon companies that don’t proclaim their ESG virtues will be the exception – what happens when everyone
is ‘above average’?
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