


THE LONG VIEW | On sustainable investing 1

'In a free enterprise, the community is not just another stakeholder in business, but is in
fact the very purpose of its existence.’

J.N. Tata (1839-1904)
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This article looks at the key issues we consider when seeking to invest sustainably and

outlines the principles we follow.

Our investment philosophy has always been a
straightforward one. We ask ourselves two seemingly
simple questions — do we own high-quality businesses
and are they available at an attractive price? Once we
find a good business at a reasonable price we need the
patience to sit on our hands and allow the company to
deliver. Although we cannot predict the future we
believe that good businesses will thrive over the long
term.

Because our time horizon could extend beyond a
decade, how a company treats all its stakeholders is of
vital importance; the businesses we invest in have to be
sustainable. The reputation of a business is what
creates value beyond the machines in a factory,
inventory in a warehouse or products on a shelf. A
brilliant strategy will not save a company from
consumers who don't trust its products, talented
employees who don’t want to work for its business or a
government looking to halt damage to the environment.

When it comes to assessing a business and
determining its quality, sustainability must form an
integral part of the process. We believe that businesses
that are far-sighted enough to position themselves for
the future while being fair-minded in the way they treat
people today will not only survive but are more likely to
deliver strong returns on the investments that we make.

Although the idea of sustainable investing is not new, a
new form of what looks like sustainable investing has
appeared in environmental, social and governance
(ESG) investing. The end of the twentieth century and
the beginning of this one have seen a dawning
realisation that the way in which human beings live is in
itself unsustainable. We cannot continue to consume in
a way that pollutes the environment for future

generations. Companies cannot continue to produce in
a way that does not put back what they take out.

There is a complicated question around trading short-
term profits for this longer-term gain, but the damage
from the continuing emission of carbon dioxide, for
example, will ultimately lead to diminished returns for
every saver, let alone the societal and environmental
consequences for the world.

ESG investing is a reaction to this and a recognition
that those who allocate capital need to do so differently.
It seeks to take three elements of a company’s
relationship with its stakeholders and use them as a
basis for investing. It is a narrower definition than what
is implied by a sustainable company and often
struggles to articulate the link between ESG and
performance. The positive side of this is that it has
raised awareness and almost every company we speak
with has some response when we raise the topic of
sustainability. Most companies are making progress but
we see a number of problems with the direction the
industry is headed in.

The interest in ESG has grown very rapidly since 2018
as money has poured into funds with assets passing
$1.6 trillion in 2020!". Sensing this opportunity, the
finance industry has seen an explosion in the
availability of data on everything from carbon emissions
to the gender make-up of workforces. But because the
data is not standardised companies face an increasing
burden in the form of custom questionnaires for data
that is simply serving to create new profit pools for the
oligopoly that controls financial information.
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Figure 1: Google worldwide search popularity of ‘ESG’ and ‘sustainability’ from 2004 to 2021
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Key considerations

There are a number of issues facing the current
approach to ESG. The first is the focus on numbers
and the formation of quantitative rules. The finance
industry is full of tales of failed companies whose
numbers, at least superficially, looked fine or even
great. What the numbers don’t explain is whether a
company is behaving sustainably. Worse still,
producing numbers — especially ones that are
unaudited and non-standardised — gives poor-quality
managers and owners the opportunity to present their
company as something it isn’'t. ESG indexes (another
new profit pool) include companies that we would never
own because of how they behave, yet they find
themselves passively held by savers trying to do the
right thing. What these do allow, however, is passive
funds to invest algorithmically, leading to some
ridiculous outcomes that have nothing to do with a
sustainable future.

The second issue is the emergence of thematic
investing. This grossly oversimplifies or just ignores a
more holistic view of a company if it happens to fit an
easy-to-market theme. An example of this kind of
failure is an emerging markets nickel mining business
we have looked at. This company has been one of the
world’s largest emitters of sulphur dioxide, a pollutant
that has caused considerable harm to the people and
environment around its plants!?. The company is
attempting to clean up its image and has committed to

reducing its pollution but the record here suggests this
may be more of a lick of paint than fundamental
change. In the last two years the company has had a
huge diesel spill into the local waterway from tanks that
had not been adequately maintained®, has been
accused of taking bribes from a waste management
supplier™ and was responsible for the deaths of three
of its employees last year after an accident in one of its
processing plants®!.

Despite this track record the company is owned in
several ESG funds because the metals its mines
produce are required in increasing quantities in
batteries used for the transition to a lower-carbon
future. Surely the cure should not kill the patient in a
different way?

The next issue is companies that move environmental
liabilities ‘off balance sheet’ through omission or
misdirection. We commonly see companies avoid the
largest sustainability challenges they face by focusing
on less material areas or avoiding discussing them at
all. Four of the top 10 CO2 emitters worldwide are
Indian resource companies®. One of these leads its
most recent sustainability report with a goal of getting to
zero carbon by 2035. But elsewhere it mentions that
carbon emissions have actually gone up by 50% in the
past four years because they are burning more coal.
We also see consumer staples companies discuss
solar panels installed on their offices (minor impact) but
talk little about packaging and post-consumer waste
(major impact). We find a strong correlation between
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companies that address their major challenges in an
open way and the quality of the rest of the business.

Time is also a challenge. Many in the industry are
rushing to create goals such as zero carbon in the
portfolio or boards with specific diversity goals. The
trouble is that making investment decisions driven by
the latest fad does little to solve the problems that the
world is facing and starves good companies of the
capital they need to make changes.

Tata Power in India is an example of a company with
excellent governance and social credentials but on
today’s measures the business is a large emitter of
carbon dioxide because it operates coal-burning plants.
It is, however, committed to shutting these down by
2050 and is on its way to becoming one of the largest
generators of renewable energy in the country. Yet, any
portfolio that is measured on a carbon output basis
would struggle to own a business that is key to the
necessary change in India’s energy mix. Issues such as
gender equality, diversity in workforces, reduction in
carbon emissions and closed-loop manufacturing
cannot be addressed overnight; they require time and
patience, which the financial industry focused on
quarterly results is not well equipped to provide.

The value of a business, a founder once told us, is
created at the edges of the business in all the small
decisions made by staff who are empowered and
trusted to do the right thing. The current emphasis on
boards and some of the arbitrary rules around what is
and what is not acceptable are therefore unlikely to
bring about better outcomes. A bad culture will win over
a decent board because the board is too far away from
the detail. The best boards we have found over the
years are those that perform more of an advisory than
an oversight role, which is why we object to arbitrary
rules about how long a board member can serve, or a
fixed percentage of independent directors. In many
industries a long memory is more important than the
hope a new board member uncovers a dastardly
scheme. Far better to find a culture that prizes
reputation, empowers and retains talented people and
has either an owner whose family’s legacy is at stake or
a culture that emulates this.

And then there’s engagement. This is a loosely defined
term that can mean anything from asking polite
questions about plastic packaging to working with other
shareholders to force a vote on key matters. As
shareholders we effectively engage with each portfolio
company every time we are asked to vote, usually
during their AGM. We, like many others in the industry,

use the services of one of the two proxy voting
companies that have created an unregulated oligopoly
in proxy advisory. Importantly, we not only read the
research provided, but we also always decide how to
vote for ourselves, frequently based on conversations
about any issues with the company.

We believe in building long-term relationships with
management teams by behaving as thoughtful owners.
We have found that constructive dialogue with the
people controlling the company can be much more
effective than voting anonymously from the shadows. A
recent example of a corporate governance abuse in
Indonesia, where the listed entity bought out another
business from the controlling shareholder for an
excessive price, provides an interesting case study.
This transaction was a wanton abuse of shareholders
and was called out in a well-written paper by a very
large passive investor. The same shareholder
unsuccessfully voted against the transaction but
continued to own the shares, potentially exposing
clients to future governance abuses.

Our approach

Our approach differs in that we tend to start from a
position of trust, having done a large amount of due
diligence on the management and owners of a
company, looking at how they have behaved in the past
— particularly during difficult times. We are backing the
people running the company, so if we find ourselves
voting against them we often have to ask ourselves
tough questions about whether we have misjudged the
quality of a business. We recently sold a bank from the
portfolio after management tried to rewrite incentive
targets in their favour because of the pandemic. We
see many businesses that change the targets when
external circumstances are bad but ‘forget’ to do the
opposite in better times.

Over the years, we have tried to develop a set of
principles to guide our investment in what we believe
are sustainable companies. The paradox that many
funds seem to wrestle with of incorporating ESG
‘overlays’ disappears when you believe that behaving
sustainably is entirely consistent with generating better
than average returns over the long term. There are a
number of simple reasons for this outperformance that
some of the more insightful management teams we
have met over the years have outlined to us.

First, reputation matters. We once met the right-hand
man of one of Asia’s richest people and asked what the
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key to his success was. The answer was simply that he
cared about his reputation. When he did deals with
people, he was smart enough to make much ‘better’
deals but chose not to, instead allowing both parties to
come away with a fair deal. This was sustainable but
also hugely rewarding because people began to
actively seek him out to deal with in the future. Warren
Buffett has also credited much of his success to being
fair with people. Reputation also affects how customers
and employees perceive you, how a government might
treat you or the trouble an NGO might cause. All of
these have significant long-term financial implications.

The second reason is competitive advantage. The
expectations of stakeholders shift constantly. What was
accepted 20 years ago was very different from what an
employee or customer looks for today. A company that
can position itself ahead of customers’ expectations
can find itself in a space with very few competitors.
Unilever is a good example of this kind of thinking,
taking chemicals out of its products before consumers
ask for it or, most recently, creating a strong purpose
for its brands, which creates conversations in a world of
social media and influencers.

Third, behaviour acts as an early warning system.
The way a company treats its stakeholders can often
foreshadow problems for investors. Indeed the whole
concept of sustainability implies that a company that is
not behaving this way will encounter a problem at some
point. As disclosure has improved, spotting issues has
become more subtle. Companies no longer admit the
cost advantage of flouting environmental regulations (a
real example) but may choose to omit the key
sustainable issues from their reporting, instead
drowning the reader in irrelevant detail.

Our guiding principles

At Skerryvore, we prefer to have a set of principles over
simple targets as they better guide our decisions both

in what we choose to invest in and how we run our
business:

1. We will only own businesses we believe to
be sustainable.

As with accounting data, sustainability metrics
rarely tell the full story. We look at the why and
the how behind the published numbers to
better understand the behaviour of a company
and whether this can be sustained.

We will seek far-sighted companies that
recognise sustainability as an advantage.

We consistently find that the best companies
recognise that behaving sustainably gives
them a long-term advantage over those that do
not. Most often this is to do with the power of a
positive reputation and the benefits it confers.

We will seek to correct mistakes through
engagement or divestment.

While we try before making an investment to
avoid companies with sustainability-related
issues, as we get to know companies over time
we may come to realise that we have made a
mistake. Where we can engage with the
company to promote change we will attempt to
do so but where this is not possible we will
choose to sell.

We will actively engage with our companies
to promote global best practices.

For a long time standards in companies have
been relative — meeting the local laws or
adhering to the country of domicile’s social
norms. The most successful firms grow outside
the country in which they started and to do so
must judge themselves against the best
companies globally. International investors are
increasingly applying global standards to the
firms they look at, so this can have a material
effect on share price.

We will encourage better transparency and
seek to work with those who promote it.

In general the direction of travel in terms of
better disclosure is positive — but not all
disclosure is useful. We will encourage the
companies in which we invest to improve their
disclosure so that it is comparable with the
best globally and encourage facing up to and
being open about the material challenges that
operating sustainably presents.

We cannot ask companies to behave
sustainably if we do not ourselves.

It is important that we live up to the standards
that we encourage others to develop by
looking closely at our business and seeking to
make a positive impact.
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Skerryvore Asset Management (Skerryvore) is a boutique asset management team which was
established in partnership with BennBridge in 2019 to create a business with the independence to
pursue its differentiated investment philosophy. Our goal is to generate absolute long-term returns by
investing responsibly in emerging markets. We have an unwavering focus on the quality of the
businesses in which we invest.

For more information visit skerryvoream.com
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https://www.ft.com/content/7dd96b6d-26f5-48ed-b710-465f9fe5378d
https://thebarentsobserver.com/en/2019/08/norilsk-tops-worlds-list-worst-so2-polluters
https://www.dw.com/en/russian-nickel-mining-firm-admits-pollution-in-arctic/a-53976282

https://tayga.info/170326

https://www.newsmax.com/newsfront/processing-plant-arctic-deaths/2021/02/20/id/1010834/
https://www.gonewsindia.com/latest-news/environment/12-indian-companies-among-worlds-top-100-co2-polluters-25867
https://www.pv-magazine-india.com/2021/07/01/tata-power-to-exit-coal-by-2050/
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Disclaimer

For investors residing in the United Kingdom or the United
States

Skerryvore Asset Management LLP (“Skerryvore”) is an appointed
representative of BennBridge Ltd (“BennBridge”), based at 45
Charlotte Square, Edinburgh, EH2 4HQ. BennBridge is a limited
company registered in England with registered number 10480050.
The registered office is Windsor House, Station Court, Station
Road, Great Shelford, Cambridge CB22 5NE. BennBridge is
authorised and regulated by the Financial Conduct Authority (FRN:
769109) and acts as the investment manager to the strategy.

Any projections, market outlooks or estimates contained in this
presentation constitute forward looking statements and are based
on certain assumptions and subject to certain known and unknown
risks. Accordingly, such forward looking statements should not be
relied upon as being indicative of future performance or events.
Past performance is not indicative of future results. The value of
investments and the income from them may go down as well as up
and investors may not get back the amounts originally invested.

Broad-based securities indices are unmanaged and are not
subject to fees and expenses typically associated with managed
accounts or investment funds. The performance of the index
represents unmanaged, passive buy-and-hold strategies,
investment characteristics and risk/return profiles that differ
materially from managed accounts or investment funds, and in
investment in a managed account or investment fund is not
comparable to an investment in any index or in the securities that
comprise the indices. The volatility of the index may be materially
different from the individual performance attained by a specific
investor. In addition, the Strategy’s holdings may differ significantly
from the securities that comprise the index. The index has not
been selected to represent an appropriate benchmark to compare
an investor’s performance, but rather is disclosed to allow for
comparison of the investor’s performance to that of certain well-
known and widely recognized indices. You cannot invest directly in
an index. Information is current as at the date of this document
and may change without prior notice. This document may not be
reproduced or distributed by the recipient, in whole or part, except
that this document may be provided to the recipient’s advisers in
connection with an evaluation of a potential investment.

This document is being provided by BennBridge for informational
purposes only and should not be construed as investment advice.
It is not a recommendation of, or an offer to sell or solicitation of an
offer to buy, any particular security, strategy or investment product.
BennBridge’s research for this presentation is based on current
public information that BennBridge considers reliable, but
BennBridge does not represent that the research or the
presentation is accurate or complete and it should not be relied on
as such. The views and opinions contained herein are those are
those of Glen Finegan and his team. They do not necessarily
represent views expressed or reflected in other BennBridge
investment communications or strategies and are subject to
change.

In the United Kingdom, this document is only available to persons
who are (i) investment professionals within the meaning of Article
19 of the Financial Services and Markets Act 2000 (Financial
Promotion) Order 2005 (“FP Order”), (ii) high net worth companies
and certain other entities falling within Article 49 of the FP Order;
or (iii) to any other persons to whom such communications may
lawfully be made. It must not be acted, or relied, upon by any other
persons.

RISK FACTORS

The counterparty to a derivative or other contractual agreement or
synthetic financial product could become unable to honour its
commitments to the fund, potentially creating a partial or total loss
for the fund. The fund can be exposed to different currencies.
Changes in foreign exchange rates could create losses. A
derivative may not perform as expected and may create losses
greater than the cost of the derivative. If a fund uses derivatives for
leverage, it makes it more sensitive to certain market or interest
rate movements and may cause above-average volatility and risk
of loss.

Equity prices fluctuate daily, based on many factors including
general, economic, industry or company news. In difficult market
conditions, the fund may not be able to sell a security for full value
or at all. This could affect performance and could cause the fund to
defer or suspend redemptions of its shares. The fund may take
positions that seek to profit if the price of a security falls. A large
rise in price of the security may cause large losses.

For investors residing in Australia or New Zealand

This information is issued by Bennelong Funds Management Ltd
(ABN 39 111 214 085, AFSL 296806) (BFML) in relation to the
Skerryvore Global Emerging Markets All-Cap Equity Fund. BFML
has appointed BennBridge Ltd (‘BennBridge’) as the Fund’s
Investment Manager, which is authorised and regulated by the UK
Financial Conduct Authority. BennBridge is a Corporate
Authorised Representative of BFML (AFSL Representative No.
1281639). All regulated activity relating to portfolio management,
including execution of trades, takes place within BennBridge as
the regulated entity.

Skerryvore Asset Management LLP (‘Skerryvore’) is a boutique
asset management team. The company is majority owned by team
members, and minority owned by BennBridge. Skerryvore’s
personnel are assigned to BennBridge in order to provide portfolio
management and trading activities. Skerryvore and BennBridge
are collectively referred to as 'the Skerryvore team’.

This is general information only, and does not constitute financial,
tax or legal advice or an offer or solicitation to subscribe for units in
any fund of which BFML is the Trustee or Responsible Entity
(Bennelong Fund). This information has been prepared without
taking account of your objectives, financial situation or needs.
Before acting on the information or deciding whether to acquire or
hold a product, you should consider the appropriateness of the
information based on your own objectives, financial situation or
needs or consult a professional adviser. You should also consider
the relevant Information Memorandum (IM) and or Product
Disclosure Statement (PDS) which is available on the BFML
website, bennelongfunds.com, or by phoning 1800 895 388 (AU)
or 0800 442 304 (NZ). ). Information about the Target Market
Determinations (TMDs) for the Bennelong Funds is available on
the BFML website. BFML may receive management and or
performance fees from the Bennelong Funds, details of which are
also set out in the current IM and or PDS. BFML and the
Bennelong Funds, their affiliates and associates accept no liability
for any inaccurate, incomplete or omitted information of any kind or
any losses caused by using this information. All investments carry
risks. There can be no assurance that any Bennelong Fund will
achieve its targeted rate of return and no guarantee against loss
resulting from an investment in any Bennelong Fund. Past fund
performance is not indicative of future performance. Information is
current as at the date of this document.
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