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Environmental, Social and Governance 
(ESG) are three non-financial risks faced 
by an investment or company. Lack of 
ESG considerations could negatively 
impact the financial position, and share 
price, of an investment. 

Historically, generating profit has been 
considered a company’s top priority. 
However, an increasing number of 
people want investments that do more 
than make money. 

A business that focuses narrowly on the 
immediate interests of its shareholders, 
and fails to manage its non-financial risks, 
could reduce longer-term shareholder 
value and may materially damage the 
sustainability of its business model. 

Failure to consider ESG factors is more 
likely than ever before to be found out, 
with all the sanctions, reputational 
damage and loss of licences, customers 
and revenues that can follow.

Navigating ESG and 
responsible investing

Environmental, Social and 
Governance (ESG) are three 
non-financial risks faced by 
an investment or company
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At Charles Stanley, our investment 
managers have always had regard for 
the non-financial factors that relate to 
their investment decisions - because of 
the material impact they could have on 
long-term investment returns. 

With financial regulation and evolving 
client preferences continuing to shift the 
focus towards ESG, we have committed 
to enhance the support we provide 
to our investment managers. We are 
augmenting the ethical-screening service 
our investment managers currently offer 
our clients with a comprehensive and 
fully-integrated approach to assessing 
ESG in the context of their portfolios and 
investments more broadly.

It should be stressed that none of this 
represents a change of investment 
approach by Charles Stanley. Instead,  
it represents a further evolution of the 
investment support we provide our 
investment managers and the service 
level we offer our clients.

Our approach

Charles Stanley has always had a 
responsibility to assess both the risks 
and opportunities of investments. Those 
posed by ESG factors are no different, 
and they are not necessarily new, as the 
following page shows. ESG is not only 
about what a company manufactures 
or sells, but also how it goes about it. 
Many of you (and your clients) have been 
asking ESG questions for quite some time, 

perhaps without realising – for example, 
are the company’s products safe, how 
does it treat its workers, what determines 
executive pay, and is there a policy to 
protect shareholders’ rights? What has 
changed in recent years is the greater 
availability of extensive ESG data sets 
from providers such as MSCI, which can 
be used to supplement investment firms’ 
own research. 

Why is Charles Stanley 
integrating ESG into its 
investment processes?

We have partnered with MSCI to 
embed ESG metrics into our risk and 
portfolio-management framework 
and to provide comprehensive ESG 
research support for our investment 
managers. 

Assessing ESG
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Environmental 

Takes into consideration the impact companies 
are having on the planet today and in the future.

• Pollution, waste and emissions

• Raw material sourcing

• Native bio-systems and species

• Renewable energy and efficiency

• Recycling

Social

Takes into consideration the social impact 
companies are having on people in the world.

• Human rights

• Health and safety

• Corporate citizenship

• Wider community

• Consumer protection

• Fair treatment of labour

Governance

Takes into consideration the interests of all 
stakeholders affected by the company’s’ activities.

• Business ethics

• Equality and diversity

• Remuneration structures 

• Shareholder rights

What are ESG factors?

In a speech given in November 2020, 
Financial Conduct Authority CEO Nikhil 
Rathi said:

“In the funds space, we have been 
considering measures to combat potential 
‘greenwashing’. We have developed a set 
of principles to help firms interpret existing 
rules requiring that disclosures are ‘fair, 
clear and not misleading’, including 
when they submit new products to us 
for authorisation. Better disclosures will, 
in turn, help consumers understand and 
compare the products they are offered. 
We will shortly start discussing these 
principles with industry with a view to 

finalising them in the new year. And later 
this year we plan to run some consumer 
experiments to help us better understand 
what information influences consumers’ 
choices in sustainable products. This will 
help us refine our disclosure rules and 
guidance to meet consumers’ needs.”

As an active member of the UK 
Investment Association and The Investing 
& Savings Alliance (TISA), Charles Stanley 
is engaging with the FCA on these 
initiatives. We will bring you further news 
on developments in this space as and 
when they occur.

What regulatory changes 
have been announced?
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The Investment Association (IA) has 
been doing good work in trying to reach 
an industry consensus on how to use 
these terms. In November 2019, the IA 
published its Responsible Investment 
Framework. We would urge all advisers 
to read the IA’s report, available on its 
website, as it explains the language that 
fund managers will now be using when 
describing the various sustainable and 
responsible-investment approaches of 
their funds. 

www.theia.org/campaigns/
sustainability-and-responsible-
investment

How are labels like ESG, 
ethical and impact investing 
now being used?

During the course of 2020, Charles 
Stanley met with a number of 
commercial providers of ESG data and, 
after a detailed and thorough tender 
process, we selected MSCI as our 
provider. The selection criteria included 
factors such as data quality, coherency 
of methodology across multiple asset 
classes, breadth of coverage universe 
and clarity of reporting. This will ensure 
the provision of top class ESG data to 
our research analysts and investment 
managers.

Our centralised research guidance is 
‘ESG aware’ and currently rated by MSCI 
as ‘AA’ (or ‘Leader’). We aim to maintain 
at least an average, or better, overall 
rating. Individual holdings will continue 
to be selected based on a range of 
traditional financial metrics (such as 
earnings growth and valuation) with 

non-financial criteria such as ESG factors 
being an additional consideration. We 
will look favourably on ‘best-in-class’ 
investments that score better on ESG 
than their peers. However, in practice, 
not all holdings will meet a minimum ESG 
threshold.

It is very important to remember that 
a high ESG rating on its own does not 
necessarily make for a good investment. 
Investment decisions will continue to be 
made on a balanced assessment of both 
financial and non-financial criteria. This 
means that in some cases there may be 
a very acceptable reason for investing 
in something with a less-than-average 
ESG profile — for example, if the stock is 
cheap and/or its ESG profile is expected 
to improve. 

How will ESG be integrated 
into Charles Stanley’s 
research process?
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ESG-rating providers use their own 
proprietary methodologies and do 
not necessarily agree on which ESG 
factors matter. This means that the 
same company can score highly with 
one rating provider, and less well with 
another. Differences arise because the 
criteria used to derive the ESG score and 
the rating scales used by the various 
providers can be very different. The 
situation is similar to what we already 

experience with credit-rating agencies 
Moody’s, Fitch and S&P. There are slight 
variations in their criteria and ratings, 
but they usually broadly point in the 
same direction. ESG is still a fairly young 
industry and we think that competition 
between rating providers and their 
methodologies is not a bad thing. It is 
likely that greater standardisation will 
emerge over time.

Why do ESG-rating 
providers score the same 
company differently?

Growth in responsible investment 
is being driven by three factors:  
(i) increasing recognition in the financial 
community that ESG factors can 
materially impact the risk and return of 
an investment, (ii) growing demand from 
investors, helped by this recognition, 
and (iii) higher levels of regulatory 
guidance that incorporating ESG factors 
into investment advice and portfolio 
management is part of a firm’s duties to 
its clients.

Investor scrutiny also encourages the 
corporate sector to raise its game and 
to do its part for the wider good. So, in 
theory, investors can marginally improve 
financial performance while also 
having a positive impact on corporate 
behaviour. It is hardly surprising that 
investors find ESG so appealing.

Why is ESG 
investing so 
popular?

For collective funds, typically the ESG- 
rating providers will look through a fund 
to the ESG ratings of the underlying 
companies held within the fund’s 
portfolio, rolling these up on a weighted 
basis to give an aggregate ESG rating 
for the overall fund. This enables 
advisers and managers to look beyond 

fund managers’ statements of good 
intentions, at what is really happening 
within a fund.

The same principle can be applied for a 
discretionary-investment portfolio, with 
the portfolio having an ESG rating based 
on the weighted scores of the underlying 
portfolio holdings.

How do ESG ratings apply 
to collective funds and 
discretionary portfolios?
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There is a growing body of academic 
research to support the use of ESG 
criteria. An analysis* of more than 
2,000 studies on how ESG factors affect 
companies’ financial performance 
found “an overwhelming share of 
positive results”. Just one in 10 showed a 
negative relationship. Similarly, shares in 
companies with better ESG ratings are 
more likely to score high on Quality and 
low on Volatility.

The findings from these studies are 
mostly based on correlations. Of course, 
correlation is not the same as causation.
There always could be other factors at 
work, and there probably are. However, 
in the round, the research suggests that 
consideration of ESG factors improves 
investment decisions and leads to slightly 
better long-term risk-adjusted returns.

Does incorporating ESG 
improve financial returns?

One of the more confusing things about 
responsible investing is the terminology. 
Traditional ethical investing and ESG 
integration are two completely separate 
approaches. It is entirely possible for ‘sin’ 
stocks – tobacco, alcohol and weapons 
manufacturers – to score highly on ESG. 
This is possible because ESG ratings 
focus more on how a company is run, 
rather than simply what it makes, and 

also because ratings typically operate 
on a ‘best in class’ approach, meaning 
companies are rated against their peers 
in the same sector, rather than against 
companies in different sectors. Unless a 
client has separately stated any ethical 
or values-based restrictions, ‘sin’ stocks 
can still be included in portfolios that 
take ESG risks into account.

Which unethical activities 
will ESG-integrated 
portfolios avoid?

Traditional ethical investors exclude 
certain types of activities that are 
deemed harmful, or unethical (such 
as animal testing, pornography and 
gambling), based on their personal 
values and beliefs. The process of 
‘negative screening’ shrinks the potential 
investment universe, by excluding whole 
sectors, which carries the risk of adversely 
impacting investment performance.

There is no such trade-off for ESG 
investors. Instead, these investors assess 
the opportunities and risks that the 
E, the S, and the G factors pose to an 
investment in any sector. This is often 
done with the aim of identifying those 
companies that are better placed than 
their peers, or ‘best-in-class’ within their 
sector. For example, a polluter with the 
lowest (or a rapidly declining) carbon 
footprint may have a higher ESG rating 
than its competitors, and an investment 
firm considering ESG risks will factor this 
into its decision making when deciding 
whether an investment in the company 
represents good long-term value for the 
client’s portfolio.

What is the difference 
between ethical investing 
and ESG?

Of course, there will always be some 
clients with a need to exclude certain 
business activities. For example, 
a medical charity or educational 
foundation would have a very 
strong case to avoid an investment 
in cigarettes. Charles Stanley will 
continue to offer negative screening 
for clients requiring such restrictions. 
Many of you will already be users of 
the Ethical Screening tool, which helps 
identify these exclusions.

What if a client has ethical or 
values-based restrictions?

*Source: Deutsche Asset and Wealth Management, ‘ESG and Corporate Financial Performance: Mapping the 
global landscape’, December 2015
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There are good reasons to scrutinise 
an investment’s ESG credentials, even 
if this is not a priority for the client. 
As investment managers, we have a 
duty to assess all material risk factors 
before making an investment decision, 
including non-financial factors such as 
a company’s Environmental, Social and 
Governance practices. This information 
is now readily available through third-
party data providers, making it much 
easier for investors to do so. There is also 
evidence to suggest that consideration 
of ESG factors results in slightly better 
long-term risk-adjusted returns and 
encourages the corporate sector to do 
its part for the wider good. At Charles 
Stanley we integrate ESG considerations 
into our investment decision making 
because we believe that not to do so 
would mean not having the fullest 
information available to us when 
deciding on the potential long-term 
returns of prospective investments.

Of course, some clients will be more 
interested in hearing about ESG than 
others. For example, those clients 
expressing no ESG preferences might 
be happy with minimal information, 
while those most interested are likely to 
want to hear more from their adviser. It 
is completely acceptable to tailor your 
communications — such as investment 
reports, valuation letters and general 
correspondence — to reflect this.

What if a client has no  
ESG preferences?

Common 
approaches to 

socially responsible 
investing

Negatively 
screened 

investments 
(ethical)

Stewardship and Engagement

Positively 
managed 

investments

Best-in-class

Environmental, 
Social and 

Governance (ESG) 
integration

Thematic 
investing

What approaches are there 
to socially responsible 
investing?
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The advent of ESG-investment 
approaches does not necessarily mean 
drastic changes to your portfolios. It 
certainly does not mean that whatever 
portfolios your clients are now invested 
in will need to be switched into a product 
or portfolio expressly labelled as Green or 
ESG. 

For example, as at the date of this 
document, both of the income and 
balanced equity sleeves of our centralised 
research guidance are rated by MSCI as 
‘AAA’ (or ‘Leader’). 

In the following table we show the current 
MSCI ESG ratings of some of our principal 
model portfolios and funds.

Will major changes to 
portfolios be required?

HOLD FOR MPS TABLES 

MSCI ESG Ratings CCC B BB BBB A AA AAA

MSCI ESG Quality
LAGGARD AVERAGE LEADER

Charles Stanley Blended 
Portfolios 1-5

AA

Charles Stanley Dynamic 
Passive Portfolios 1-5

AA

Charles Stanley Multi-Manager 
Total Return Portfolios 2-5

AA

Charles Stanley Multi-Asset 
OEICs 2-5

AA

Charles Stanley Responsible 
Model Portfolios 2-5

AAA

Source: MSCI
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No. It is very important to remember 
that a high ESG rating on its own 
does not necessarily make for a good 
investment. ESG needs to be integrated 
into a thorough analysis of a company’s 
prospects, including its outlook for 
growth, relative valuation and so forth. 
Even with a good ESG score, it is unlikely 
that an investment would be suitable for 
all investors, particularly once factors 
such as expected returns and risk are 
considered.

Client ESG preferences do not take 
precedence over ‘normal’ suitability. 
Suitability assessments must continue 
to profile clients based on existing 
KYC criteria, establishing the client’s 
investment objectives and risk profile. 
Only once the client mandate has 
been established should any ESG or 
sustainability preferences be considered. 
This is to avoid increasing the risk profile 
of a client portfolio just to satisfy an ESG or 
sustainability preference, which may lead 
to client detriment and risks misselling.

As such, client preferences are 
aspirational and the achievement by 
portfolios of specific ESG ratings is not  
something Charles Stanley guarantees. 
ESG is a significant consideration, but 
it is not wholly determinative of what 
investments could be contained within a 
portfolio. 

Can I only buy investments 
with a high ESG rating?

No ESG preferences are expressed at 
the portfolio level and there will be 
variation across individual holdings, 
with some scoring better on ESG than 
others. Moreover, ESG preferences are 
aspirational and not something Charles 
Stanley guarantees. since ESG ratings 
can change over time, ESG factors are by 
themselves not determinative of what can 
be held in a client portfolio. 

There are options if an investment 
scores poorly on ESG or falls short on 
certain aspects. Some investors might 
exclude it automatically as a potential 
investment, while others might opt for 
‘engagement’. This seeks to promote 
positive change by engaging with the 
company’s management and exercising 
the shareholder’s right to vote. 

One example of a success story in 
this space is Danish-company Orsted, 
previously known as DONG Energy. Since 
the early 2000s, the former oil and gas 
company has transitioned to almost pure 
green energy.

ESG is something that should be viewed 
over time, rather than on a snapshot 
basis, and it is important to understand 
a company’s direction of travel when it 
comes to the improvements it may be 
making to its practices. There are ways to 
encourage ESG ‘laggards’ to improve over 
time, such as engaging with company 
management and voting at shareholder 
meetings. Charles Stanley’s Engagement 
Policy can be found on our website.

Do I have to sell a holding 
that scores poorly on ESG?
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ESG ratings are readily available for 
large companies in developed markets. 
However, a lot of smaller companies 
and many in emerging economies are 
not yet covered by the commercial 
providers of ESG ratings, or the amount 
of historical data available is limited. 
This is because the rating agencies rely 
on the companies themselves to disclose 
an extensive amount of information 
in order to be able to generate an ESG 
score. Most large companies already 
have procedures in place to do this. 
Smaller ones do not and may simply lack 
the resources.

We believe this large-cap and developed-
market bias will reduce over time. The 
major rating providers are all looking 
to expand their coverage. Company 
management increasingly sees the 
importance of having an ESG profile in 
order to attract investment. Regulators 
are consulting on the introduction of 
mandatory disclosures of ESG data by 
listed issuers, with disclosure standards 
coming into force in 2022.

At present, however, this remains a hurdle 
to ESG investing in the small- and mid-
cap space. That said, most ESG-rating 
providers do have a methodology for 
dealing with missing data at the fund or 
portfolio level; for example, MSCI drops 
the security that does not have an ESG 
score from analysis and the weights of 
the remaining securities are normalised 
to 100%. The normalised weights and 
ESG scores are then used in a weighted-
average calculation to determine the 
ESG score of a fund or portfolio.

What if an ESG rating is not 
available?

The consideration of ESG factors and 
exclusions does not automatically mean 
that an index, a fund or a portfolio is 
‘ethical’, ‘sustainable’ or ‘green’. It simply 
means that these factors are included 
systematically in that investment 
manager’s financial analysis. 

 

Will I be able to market 
portfolios as ‘ethical’, 
‘sustainable’ and ‘green’?

There is no requirement to benchmark 
performance against an ESG index.

Which ESG benchmarks will 
Charles Stanley use?
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Approach

Traditional Responsible Sustainable Impact Driven Philanthropy

‘Finance first’ ‘Impact first’

Financial goals Target competitive risk-adjusted financial returns
Uncharted 

returns
Below-market 

returns
Partial capital 
preservation

Complete 
capital loss

Impact Goals

 Avoid harm and mitigate ESG risks

 Benefit all stakeholders

 Contribute to solutions

Description

Limited or no 
regard for ESG 
practices or societal 
impact

Mitigate risky ESG 
practices, often in 
order to protect 
value

Adopt progressive 
ESG practices that 
may/are expected 
to enhance value

Address societal 
challenges 
that generate 
competitive 
financial returns 
for investors

Address societal 
challenges 
where returns 
are unknown, or 
investors’ risks 
largely unknown 

Address societal 
challenges 
that require a 
below-market 
financial return 
for investors

Address societal 
challenges by 
supporting non-
commercially-
viable models, 
inc. guarantees

Address societal 
challenges 
with donations 
or with the 
expectation of 
full capital loss

Examples

Liontrust 
Sustainable Future 

UK Growth Fund

Columbia 
Threadneedle 

Social Bond Fund

Resonance 
Property Funds

Bridges Evergreen 
Holdings

Global Returns 
project 

UBS US Liquid 
Sustainable UCITS 

ETF

The Spectrum of Capital
Choices and strategies for investors on the ‘spectrum of capital’

The ‘Impact economy’

Source: Bridges Impact + and the Impact Management Project
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This information does not constitute advice or a personal recommendation and you are recommended to seek 
advice concerning suitability from your investment adviser.

The value of investments can fall as well as rise. Investors may get back less than invested. Past performance is 
not a reliable guide to the future.

Charles Stanley & Co. Limited is a member of the London Stock Exchange, is authorised and regulated by the Financial Conduct 
Authority and is part of the Raymond James Financial, Inc. group of companies. Charles Stanley & Co. Limited is registered in England 
No. 1903304. Registered office: 55 Bishopsgate, London, EC2N 3AS

For further information about Charles Stanley’s 
services for financial advisers, please contact our 
Intermediaries Sales Team:

T | 020 3411 9384
E | ist@charles-stanley.co.uk
www.charles-stanley.co.uk




