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A shift in investor preferences toward

environmental, social, and governance (ESG)

The continued rise in demand and growing willingness to offer
ESG products and services in the investment management

sector presents a compelling business case. According to a study
conducted by Bloomberg Intelligence, ESG assets are on track

to hit $53 trillion in assets under management (AUM) by 2025,
which could potentially represent more than a third of projected
global AUM'. Compared to only 10 years ago, these fixtures
represent an approximate increase of $1.5 trillion of capital that
was either reallocated or is considered a net new investment to
ESG funds.’These projected capital inflows represent a mindset
shift where more retail and institutional investors are beginning to
recognize the long-term value proposition of integrating ESG metrics
into investment decision-making. As this mindset shift is realized
globally, investment managers and other financial institutions are
adapting to a new world view that recognizes the importance of
accounting for the nonfinancial metrics, such as ESG ratings and
impact investing key performance indicators (KPIs) to achieve
financial performance and mitigate ESG risk.

Forecasted ESG asset growth looks inevitable, as ESG fund flows
exhibited their short-term resiliency in the midst of significant and
sustained global market volatility in recent years. Even though ESG
assets are not immune to broad market sell-offs, data shows that
sustainable investment strategies were more resilient than their
traditional counterparts. According to Morningstar, ESG mutual
funds and exchange-traded funds (ETFs) attracted a net $120 billion
in the first half of 2022. Although these metrics represent about

a third of the flows over the same period a year earlier, it starkly
supersedes the $139 billion of outflows from broader-market funds
last year.?

The sustained growth and resilience of sustainable investment
strategies during both bull and bear market environments, coupled
with investors standing fast in their position to broadly support ESG
products and services, makes it critically important for wealth and
asset managers to take note. ESG and sustainable investing is no
different from other compelling investment opportunities. As client
demand for ESG investments continues to increase, managers will
likely need to offer innovative and competitive ESG products.*

These products may require greater governance than current
investment products as they will be subject to growing shareholder
and investor scrutiny, and an evolving global regulatory environment
that will require greater oversight, disclosure, and reporting
capabilities.
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Navigating uncertainty and evolving
regulatory expectations

While both retail and institutional investor demand for ESG is
growing, the investment management industry is simultaneously
facing an unprecedented amount of external regulatory pressure.
This pressure comes in the form of changes in government policies
and increased regulatory expectations around establishing
adequate processes to support ESG fund offerings. Frameworks
are developing globally, including the Financial Stability Board's
(FSB) Task Force on Climate-related Financial Disclosures (TCFD) and
Europe’s Corporate Sustainability Reporting (CSRD). The Securities
and Exchange Commission (SEC) is also demanding that investment
management firms take full accountability of their end-to-end ESG
product and service life cycle, which includes the information that
is detailed in the disclosures and sales literature that are provided
to shareholders and investors.> The lack of finalized ESG or climate-
focused regulations in the United States also does not mean that
the SEC is incapable of enforcing potential rule violations. In fact,

it appears that the current SEC administration intends to take a
more aggressive approach when holding investment management
firms accountable.® This approach is demonstrated by the SEC's
announcement of three climate-focused rule proposals that are
detailed further below.

The term “greenwashing” is often used to assert that investment
managers are using ESG terminology as a marketing ploy to
capitalize on a rise in demand.” Such managers are often unable to
demonstrate that they're fulfilling the ESG protocols and practices
that have been established in-house. In 2022, the SEC fined three
large asset managers for overstating ESG AUM and not performing
the investment due diligence activities that were included in
marketing materials for those particular products and services.
Regulators, such as the SEC, have also begun to scrutinize ESG
clairns through new rulemaking and enforcement actions. The
establishment of a Climate and ESG Task Force, the announcement
of three climate-related rule proposals, and recent enforcement
actions send a clear message: Instances of greenwashing will not
be tolerated, and a failure to strictly comply with the regulators’
expectations may have repercussions.




Key focus areas and enhancement
opportunities for investment managers
looking to adopt an ESG approach to
address regulatory expectations

Investment managers face increasing operational and compliance
challenges with respect to ESG investing, where a commonly cited
challenge is related to third-party ESG data. This includes data
access, identification, verification, management, and use case
development.

Offering ESG products and services and providing credible public
disclosures requires investment managers to source a significant
amount of net new data. Traditionally investment managers are no
strangers to sourcing and utilizing service provider data (e.g., MSCI,
Bloomberg) to aid in investment decision-making, but ESG presents
a rather different challenge in that there are so many potential data
providers with varying breadth and depth of ESG data. Investment
managers are now tasked with parsing through the many available
options to select a service provider that closely aligns to their own
ESG investment philosophy, strategy, and data needs. Additionally,
below is a list of considerations that investment managers should
evaluate when deciding which data providers to partner with to
source and utilize ESG data:

* Clearly defining ESG data use cases. Investment managers must
clearly define and articulate how they intend to use the ESG data both
internally and externally. This is accomplished by developing use cases
that illustrate the different scenarios for how the data will be used and
disclosed, with special attention to the intended external disclosure of
the ESG data. Managers should closely partner with legal counsel to
determine that each intended use case is permissible and explicitly
defined in the terms and conditions of the contract with each data
provider.

* Centralized vs. decentralized enterprise approach to engaging
data providers. Organizational preferences may differ, but the
benefits of centralization include greater negotiation power with data
providers, savings on technology overhead costs with regard to
acquisition, and tighter overall enterprise data governance. However, it
is correct to expect that the ingestion of the data by each investment
team  will differ.

* Proxy voting. Given the overtly political nature of ESG investing in the
United States, firms executing these strategies need to be aware of the
risks associated with proxy voting and the potential for proxy battles as
activist investors on both sides of the issue attempt to shape private
sector strategies.

* Number of ESG data providers. Each data provider offers varying
levels of access to ESG data, in both breadth and depth. The
“appropriate” number of ESG data providers will be dependent on the
clearly defined population of ESG data use cases and the issuer’s
universe that the investment manager needs to cover. There are both
established and numerous emerging industry leaders with respect to
ESG data, but each investment manager's ESG goals and objectives will
ultimately dictate which providers and the number of providers and
data sets that are preferred.

* The need for real-time ESG data. Typically, ESG data is only
updated once per year. However, many of the emerging data
providers use artificial intelligence (Al) to perform realtime web
scrubbing, which can be extremely useful for delivering timely, relevant
ESG insights that may impact a company (e.g., a negative or positive
corporate incident that could have an immediate effect on an
organization’s stock price).

* Each third-party data provider has its own ESG materiality/
scoring methodology. Investment managers should review each
data provider's methodology documentation to assess alignment to
the investment management's own ESG philosophy and strategy.
Often investment managers will need to leverage data from multiple
providers and data sets to obtain coverage for a given investment
universe. When this happens, managers may need to create their own
internal processes for prioritizing ESG score preferences in the event
that two or more data providers provide varying ESG scores for a
single company or issuer.




Historically, organizational commitments to support an ESG practice
have been wide-ranging, and the alignment of the ESG team could
vary from an embedded function within marketing/external affairs to
having a straight line to the CEO. From an investment management
perspective, the role of the ESG team has evolved drastically over
the past few years, as the team now plays a significantly enhanced
role in the investment management enterprise, including some of
the following:

* ESG integration and strategy. The ESG team is a steward of the
enterprise ESG investment strategy, serving as the hub within with
responsibility for organizing the many artifacts related to ESG across
the organization. Typically, the ESG team will collaborate with each
investment team to develop a specific investment philosophy and
processes that align with the specific asset class and investment
thesis. Additionally, the ESG team is tasked with guiding leadership in
the development of an organization’s overall ESG approach.

* ESG data due diligence. The ESG team drives the integration of ESG
metrics and principles into the investment decision-making activities of
the investment teams. The team works to determine whether
investment teams are optimally and properly using third-party data.
The ESG team works with the investment teams to identify its ESG data
needs and to select the ESG data sets that closely align to the
organization’s investment thesis for the applicable products and
services

« Collaboration with other business functions on ESG-related
matters:

o Compliance - Build out policies, procedures, and processes for
risk mitigation, monitoring activities (including pre and post trade
compliance monitoring), and risk disclosure. Some ESG teams take
on significant compliance support functions at either the first line of
defense (LOD) or second LOD level; others serve in a more advisory
capacity. This will depend on the existing compliance landscape and
governance structure for each investment manager.

o Legal - Assist in negotiating with vendors around data use

meeting the needs of defined use cases. Also provide legal guidance
to determine that the organization has properly interpreted and
addressed the applicable ESG regulations and rule requirements.

o Internal audit - Aid in designing audit procedures and ensuring
that sufficient governance and segregation of duties processes
are established to hold the relevant parties accountable to their
assigned responsibilities.

o Finance (corporate finance and/or fund treasury) - Depending
on the organization, process ownership can be shared across
several finance-related business functions where the primary
responsibilities include managing the classification taxonomy and
methodologies across asset classes. Finance is also responsible for
the reconciliation, validation, and reporting of ESG data, as well as
monitoring the underlying processes and infrastructure that hosts
the data. The responsibility of handling internal ESG data and metrics
for internal and external reporting may vary depending on the
organizational structure and business capabilities of the investment
manager.

When thinking about ESG roles and responsibilities, investment
managers should scan the organizational hierarchy vertically and
horizontally to assess if the stakeholders and process owners
impacted by their organization’s ESG practice currently have a seat
at the table. The path forward for developing an ESG strategy that's
tactically sound and inclusive of the topical areas laid out previously
will require cross-functional coordination among disparate parties.
This cross-functional collaboration is often achieved by establishing
a formal ESG committee with oversight by the board and/or Csuite.
The ESG committee should include representatives from the
impacted functions within the organization.



Key ESG focus areas ana
enhancement opportunities

Investment managers are experiencing increased compliance pain
points as a result of the need to effectively adapt and implement
formal ESG governance processes and controls across investment,
operations, and compliance functions. While each enterprise’s
framework and approach to ESG is their own, investment managers
should pay close attention to the following tenets:

* ESG data ownership and control - From acquisition to validation,
use, disclosure, and reporting, investment managers should

have clear definitions of ESG data and control ownership across the
organization. This includes the roles and responsibilities for access,
delivery, and maintaining and providing evidence of control operating
effectiveness.

* Embedded controls - Integrating ESG controls across the
investment technology ecosystem enables near-real-time oversight
and monitoring capabilities. Investment managers should actively
incorporate ESG control considerations to existing and future data
and technology transformation initiatives.

* Internal readiness assessment - Coordinated control design and
effectiveness assessments, as well as independent compliance
testing, should be coordinated and executed. This is an important
aspect that should be done for each use case.

* Define and integrate ESG into the risk management framework
- Adequately designed policies, procedures, processes, and

controls ensure that the organization is prepared to mitigate the
potential financial, compliance and operational risks that may
surface in an unpredictable regulatory environment. The design and
implementation of this ESG risk management framework is crucial
for investment managers to attain both immediate and long-term
operational readiness.




Charting the path forward for ESG in

iInvestment management

In order to build an effective ESG investment approach, it is critical
for investment managers to capitalize on the industry guidance for
addressing common ESG practice deficiencies, such as the issues
detailed in the recent SEC enforcement actions.

Subsequently, investment managers should continue to monitor
examination priorities as the regulatory agencies begin to further
scrutinize ESG investing practices. The task of attempting to tackle a
growing, independently important list of ESG-related compliance and
operational challenges is an exercise that will require buy-in from
stakeholders across the three LODs, as well as members of

the Gsuite.

As we move forward in 2023, the pressure to adapt to the
tumultuous market conditions and evolving regulatory environment
is only expected to increase. A failure to engage in thoughtful
discussion across the organization about what the firm is doing to
assess the design and operational effectiveness of its current-state
ESG practice and the inclusion of ESG considerations within its risk
management framework may result in punitive consequences.

Investment managers are facing a critical opportunity to evolve
their investment thesis, and subsequently, their business overall.
The recent actions initiated by the SEC and other regulatory

bodies makes one point extremely clear: There are both risks and
opportunities that investment managers face when offering ESG
products and services to their clients. This growing investment
space poses a distinct opportunity for advisers to build strong
compliance, reporting, and investment programs to comply with the
ESG guidelines proposed by the SEC and other applicable regulatory
entities. The path forward for investment managers to manage both
present and pending ESG risks and opportunities starts with taking
a critical eye to the risk management framework that's in place to
support the overall organization.

When correctly done, the integration of ESG considerations and
data into an investment manager'’s broader investment strategy and
internal structure and operations will provide greater transparency
into the current and emerging risks and opportunities on the
horizon. This level of transparency will equip managers with the
foresight needed to take decisive action in the marketplace that
ultimately will have a positive effect on overall financial performance.

As the global and regionally focused ESG disclosure requirements
continue to heighten, the volume and quality of ESG data is only
expected to improve. With the current growth rate of AUM for
ESGrelated products and services expected to continue to rise, it's
only a matter of time before ESG data is as fundamental as audited
financial data is to making investment decisions. In fact, for many
investment managers, it already is.
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