
ESG and Fiduciary Responsibility: 

The importance of governance as part of the duty of company directors and investors 
has been on a clear upward trajectory since at least the end of the last century. On 
the eve of the Department of Labor’s ‘Fiduciary’ rule announcement, we explore 
the evolution beyond ‘check-the-box’ governance, the impact that greater ESG 
cognizance may have on the investments industry, and our views on being better long-
term stewards of capital. Regardless of any policy changes we think that integrating 
an understanding of ESG risks and opportunities makes investment sense.
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Introduction: A climate of change
On April 14, 2015, the Department of Labor (DOL) proposed a rule to expand the defi nition of a fi duciary under the Employee 
Retirement Income Security Act (ERISA). In October 2015, the DOL released an interpretive bulletin in which they state that 
environmental, social and governance issues “are proper components of the fi duciary’s primary analysis,…so long as the 
investment is economically equivalent, with respect to return and risk to benefi ciaries of the economic merits of competing 
investment choices.”1

Traditionally, the duties of those entrusted with managing other people’s money did not extend much beyond ensuring that 
the capital grew without being exposed to too many risks. But there has been in recent years a realization that acting in 
benefi ciaries’ best interests should incorporate a broader duty of care. Therefore, as the US market eagerly awaits the details 
of the fi nal rule (at around the time of writing this article), we felt it would be useful to provide global context on the growing 
international consensus among policymakers that environmental, social and governance (ESG) considerations should (and in 
all likelihood, will) form part of the fi duciary responsibilities of professional investors as they consider the long term implications 
of their activities.

Governance leads the way
The most obvious and earliest manifestation of this trend has been the rise of corporate governance. Scandals at companies 
such as Enron in 2001 led to frameworks being developed through the likes of Sarbanes Oxley Act that tightened up the 
oversight of public companies. 

The benchmark for good governance is seen as the G20/OECD Principles of Corporate Governance2, originally published by 
the two developed country groupings in 1999. The Principles are lent authority by the contribution of several world bodies to 
their making. For instance, the 2015 review included the Basel Committee, which oversees international banking regulation, 
the Financial Stability Board, which co-ordinates global regulatory and fi nancial policies, and the World Bank, the international 

1 Source: “Interpretive Bulletin Relating to the Fiduciary Standard under ERISA in Considering Economically Targeted Investments”, US Department of Labor, 
Employee Benefi ts Security Administration, 29 CFR Part 2509, RIN 1210-AB73, 26 October 2015. 

2 Organization of Economic Co-operation and Development and Group of 20 Countries, 2015.
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3 The Principles cover six areas: The basis for an effective corporate governance framework; Protecting the rights and equitable 
treatment of shareholders; The role of institutional investors; The role of other interested parties, from employees to creditors 
and customers; Disclosure and transparency, and; The responsibilities of the board.

4 Global Risks 2015: 10th Edition, World Economic Forum, Geneva 
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body charged with providing fi nancial support to developing countries. A recent study 
conducted jointly by the Association of Chartered Certifi ed Accountants and the 
consultancy fi rm KPMG found that a majority of the markets they investigated had adopted 
more than 80% of the Principles, albeit with a skew in favor of developed markets.3

They state that “Institutional investors acting in a fi duciary capacity should disclose their 
corporate governance and voting policies with respect to their investments, including the 
procedures that they have in place for deciding on the use of their voting rights.” Like 
the Principles, we see the exercise of voting rights as part of the value of an investment 
and should be treated as such. However, as the fi nancial crisis of 2008 demonstrated, 
voting is not a substitute for effective oversight. This has unleased a next generation of 
initiatives; Stewardship Codes. Introduced in the UK in 2010, similar codes have since 
been adopted in Japan and South Africa and are under consultation elsewhere. Typically, 
they call for institutional investors to move towards continuous dialogue and engagement 
with companies on governance matters. We have been trying to do exactly that since we 
launched our fi rst corporate governance initiative in 1998 in the belief that such a dialogue 
with investee companies can create value for actively managed portfolios. In the light of this, 
we are naturally supportive of the extension of Stewardship Codes to new territories.  

Whether enforced through legislation or “moral suasion”, governance and investor oversight 
is clearly rising up the agenda of policy makers around the world. The level of importance 
given to the issue means that it is not something that can be taken lightly; a check-the-box 
approach to policy and voting simply isn’t enough. Both asset managers and owners are 
being called on to demonstrate an engaged approach to the “G” of “ESG.” Governance 
is fast becoming an essential part of the fi duciary duty of professional investors and the 
investment chain. Fund managers need to be able to clearly explain to asset owners how 
they have discharged their duties in this area. They should be able to provide evidence of 
their engagement activities, topics covered and outcomes achieved. Asset owners should 
be willing to ask probing questions on these wider activities that go beyond simply the 
latest controversial vote on pay.

Environmental and social are following fast
More contentious perhaps are the environmental and social aspects. What is the evidence 
that these are real risks that should infl uence investment decisions? Certainly the World 
Economic Forum (WEF), which brings together leading business, political and academic 
fi gures from around the world, puts three climate-related threats among its top 10 global 
risks for 2015.4 These include extreme weather events, the failure to adapt to climate 
change and water crises. Moreover, these types of issues have consistently been among 
its top fi ve risks for the past fi ve years. It notes5 that:    

Even though all of these risks are well known, governments and businesses often remain 
woefully underprepared, as illustrated by respondents’ perceptions that relatively little 
progress has been made on these risks in the last decade… At the heart of the problem 
is a risk-management approach based on responsive measures that assume things go 
back to normal after a crisis – an approach that falls short with complex or slowly evolving 
environmental risks such as climate change. Stakeholders have been slow to address the 
underlying causes of environmental risks or to address their economic, social, political and 
humanitarian consequences.  

This is clearly a wake up call for any fi duciary worried about long-term risks.   
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5 Global Risks, p. 21
6 Fiduciary Duty in the 21st Century, United Nations Global Compact, UNEP Finance Initiative, Principles for Responsible Investment 

and UNEP Inquiry: Design of a Sustainable Financial System, September 2015
7 Fiduciary Duty, page 9.
8 Fiduciary Duty, page 15.

Uniting fi duciary duty with sustainability

It is an increasingly arguable point whether trustees of assets who fail to take into account 
ESG risks when determining how to invest and manage assets are in dereliction of their 
duty. Indeed, no less a body than the United Nations Environment Program, which sponsors 
the UN’s Principles for Responsible Investment, believes that implementing ESG policies is 
central to investors’ fi duciary duties. It was among the sponsors of a study of investment 
practice and fi duciary duty in eight major markets6 whose aim was to “end the debate about 
whether fi duciary duty is a legitimate barrier to investors integrating environmental, social and 
governance issues into their investment processes.” It concluded that “[f]ailing to consider 
long-term investment value drivers, which include environmental, social and governance 
issues, in investment practice is a failure of fi duciary duty.”7 

The UN report acknowledged that corporate governance is an area where there is now greater 
acceptance that failures can have an impact on investment performance. The report found 
much less certainty over the link between social and environmental issues and performance. 
However, its research suggested that, at least in the eight markets investigated, fi duciary 
duty was not seen as an obstacle to action. Most of the asset owners interviewed “described 
fi duciary duty as a requirement that informs investment and management practice in a 
similar manner to aspects such as costs and investment returns. Some went further,…
suggesting that a failure to take account of ESG issues could be seen as a breach of their 
fi duciary duties.”8

The UN report noted that asset owners have signifi cant freedom in integrating ESG policies 
into their investment practices. It recommended that they should:

 – Pay close attention to decisions that lead to skews in portfolios and explicitly assess the 
implications of these skews for the overall risk profi le of the fund. 

 – Base investment decisions on credible assumptions (e.g. about future regulation) and a 
robust decision-making process. 

 – Be prepared to review the investment outcomes achieved. 

 – Be willing to change if the data changes or if it is clear that the decision is causing 
signifi cant damage to the benefi ciaries’ interests.

The report had a number of suggestions as to how laws and regulations could be reformed to 
improve the integration of ESG considerations and fi duciary duties. Many were quite detailed 
recommendations for changing the way fi duciary duties are perceived in each of the eight 
countries covered.
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In this context, it is interesting to note the direction of travel in the UK and US. In the former, 
the government has declined to impose a mandatory requirement on pension trustees 
to take account of ESG and stewardship considerations in making investment decisions. 
However, in announcing its decision10, the government clearly implied that any such long-
term factors which are germane to the long-term sustainability of investments are properly 
part of trustees’ duties.

Meanwhile, the DOL has recently clarifi ed previous guidance on so-called “economically 
targeted investments” which seek to look beyond the narrow fi nancial gains to the 
benefi ciary to take account of the wider benefi ts to society. The interpretive bulletin11  states 
that environmental, social and governance issues “are proper components of the fi duciary’s 
primary analysis of the economic merits of competing investment choices.” It goes on 
to state that fi duciaries can make such investments “based, in part, on their collateral 
benefi ts so long as the investment is economically equivalent, with respect to return and 
risk to benefi ciaries in the appropriate time horizon, to investments without such collateral 
benefi ts.12” This has been reinforced in the North American context by a new regulation 
from the Financial Services Commission of Ontario, which came into force at the beginning 
of January 2016.  New pension plans now have to fi le a Statement of Investment Policies 
and Principles that must state whether they have incorporated ESG factors and, if so, how 
they are addressed in the plan’s investment strategy.  

Finally, at the end of 2015 the EU Commission published a report it commissioned from 
Ernst & Young to provide clarifi cation and policy advice on the integration of environmental 
and resource effi ciency issues into the fi duciary duties of institutional investors. The report 
confi rmed that integration of these factors is compatible with fi duciary duty, so long as they 
are relevant to risk management and fi nancial returns. The report also encouraged national 
governments to provide offi cial guidance and interpretation of fi duciary duties to put beyond 
doubt the question of ESG issues and fi duciary duties. Institutional investors should disclose 
their sustainable and responsible investment policy and this should be monitored and 
verifi ed. It also called for trustees and administrators of funds to be made more aware of 

Analyzing and assessing ESG risks: the case of climate change

According to the United Nations9, fi duciaries need to be able to show that they have identifi ed and 
assessed the risks to companies and to their portfolios. In the case of climate change, for example, 
this would require them to:

  Show that they have recognized relevant risks 
(even if they are skeptics on the issue of climate change). 

  Analyze how climate change might affect investment returns over the short, 
medium and long-term. 

  Explicitly manage the risks, and not assume that the risks are automatically 
managed by other risk management strategies. 

  Interrogate and challenge the individuals or organizations (e.g. investment managers, 
companies) to ensure that these risks are being effectively managed. 

  Establish processes that enable them to demonstrate the actions they have taken.

9 Fiduciary Duty, page 17. 
10 Better Workplace Pensions: Reducing regulatory burdens, minor regulation changes, and response to consultation on the 

investment regulations, Department for Work & Pensions, November 2015.
11 “Interpretive Bulletin Relating to the Fiduciary Standard under ERISA in Considering Economically Targeted Investments”, US 

Department of Labor, Employee Benefi ts Security Administration, 29 CFR Part 2509, RIN 1210-AB73, 26 October 2015.
12 Bulletin, pp. 5 and 6.
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13 The Principles of Responsible Investment, sponsored by the United Nations: www.unpri.org.

Questions for your fund manager

  What is your policy on integrating ESG into the investment process?  

  Is it publicly disclosed?

  Are you a PRI13 signatory?  

  What is your assessment score? 

  Who has overall responsibility for your ESG strategy? 
 – How do you exercise voting rights on behalf of clients?  
 – Do you disclose a corporate governance policy?  
 – Do you comply with the local stewardship code?  
 – Do you conduct your own analysis of AGM resolutions?  

  What can clients expect to receive by way of ESG reporting?

  Which investor groups are you a member of?

  Which ESG issues have you engaged on with companies?    

  Do you record and measure the effectiveness of your engagement with companies?

  Which ESG data sources do you draw upon?

  Do you integrate ESG across asset classes and for how long?  

  Can you provide an example of integrating an ESG issue into an investment decision?

the environmental and social issues related to investments and how these relate to the best 
interest of benefi ciaries.  

In the light of these clear trends, we can imagine that there a number of trustees and others 
charged with fi duciary responsibilities who are wondering how to put these fi ne intentions 
into practice. To satisfy this demand, we offer a few precepts to follow and questions to put 
to professional asset managers.

Summarizing our thoughts on ESG and sustainable investing 
There is a clear trajectory that has built up since the end of the last century which has 
spread across the world establishing good governance and oversight as an important part 
of the fi duciary duty for companies and investors. The journey shows no sign of slowing; 
Stewardship Codes for asset managers and owners are being rolled out around the 
world. As they become established, expectations are rising. The demand is for those in 
the investment chain to be transparent about their activities, objectives and outcomes in 
the governance arena. Best practice is no longer signing up to a Code, voting and never 
discussing the issue again. The direction of travel is clear – a better dialogue between 
owners, investors and companies on the thorny long term issues that companies face, 
strategy, board succession, stakeholder management. The most sophisticated asset 
owners are already questioning their managers not just on their buy and sell processes, but 
on their ownership process. They expect detailed reports and a quantifi cation of impact. 
This move away from tick box governance will lead to more changes over time, and we 
welcome this. Investment reporting will focus not only on performance statistics but also 
on engagement activity. Asset owners should understand their manager’s governance style 
as closely as they do their investment style. We expect to see an evolution of the fi duciary’s 
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agenda with governance appearing more frequently in discussions. Finally companies 
should expect to face closer oversight of their activities, and more demanding questions 
coming from investors as the result of this. This will not take the form of a “shareholder 
spring” as many have argued in the past, but as a result of ongoing evolution and an 
onward push towards higher standards.

Some commentators are calling for more explicit guidance and clarifi cation aimed at 
embedding ESG considerations into investment processes as part of fi duciary duty.  
An important fi rst step is already well established with the existing focus on governance. 
If there is an effective board, with active debate, robust internal controls and good risk 
management – the board should have good oversight of, and strong policies to manage 
the E&S risks across the same business.  Recent comments from policy makers and 
regulators around the world have shown that they see fi duciary duty and consideration 
of ESG issues are compatible, giving further impetus to investment approaches that 
seeks to integrate these considerations.

Conclusion
As fundamental investors we know that assessing how companies are dealing with all of 
their stakeholders – customers, clients, employees and civil society – impacts corporate 
performance and plays a role in investment decisions. Understanding the sustainability of 
returns and the potential risks on the horizon, from cyber security to tax clampdowns, is 
as important as understanding the valuation. ESG risks are real risks. 

In our experience a rigorous understanding of all the risks that a company faces; fi nancial, 
environmental, social and governance, leads to better investment decision making. In our 
view, ensuring that companies are being run in a long term sustainable manner through 
engagement during ownership further improve returns. Those with fi duciary responsibility 
should be encouraging those managing their money to take such a long term holistic 
approach to investment. They should also be looking for evidence that ESG integration 
is more than green-washing but adds value to investment processes. Current policy 
changes underline the importance of this process that many asset owners have already 
embarked on. 
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