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spearheading a number of moves in 
relation to green fi nance,” she says. 
“We have been working closely with 
Dr Ma Jun, chief economist at the 
People’s Bank of China, to see what 
role the PRI can play in the growing 
interest in ESG on the part of Chi-
nese investors. 

“And we were delighted when the 
Government Pension Investment 
Fund in Japan, the world’s largest 
pension fund, became a signatory.”

The Nordic nations of Europe 
have long been leading the world on 

Whether driven by phil-
anthropic tendencies, a 
change in national laws 

or a growing sense that there is a le-
gitimate business case for it, allocator 
appetite for environmental, social 
and governance (ESG) products is on 
the rise. A cornerstone of ESG invest-
ments, the United Nations Principles 
for Responsible Investment (UN PRI) 
provides asset managers and asset 
owners with six voluntary principles 
and guidance on how to further devel-
op business practices.

Since launching in 2006 with just 
62 signatories, the UN PRI has grown 
to over 1,700 members representing 
more than 50 diff erent countries and 
over $62trn in AuM as of March 2016.
Australasian and European investors 
make up the bulk of these, explains 
UN PRI investment practices man-
ager Marisol Hernandez, with signif-
icant progress made recently among 
Asian allocators.

“Recognising the ESG challenges 
that their country faces, such as air 
pollution, the Chinese government is 

HFM Investor Relations looks at allocator appetite for ESG investments 
and business practices, and how managers can tap into a growing trend

CHASING THE
GREEN DOLLAR 
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“Pension stakeholders represent 
the whole spectrum of the US popu-
lation, from NRA members to peace 
activists,” says one investment con-
sultant. “So how on earth can they 
[managers] have a policy that’s in line 
with what our pensioners believe? 
They restrict themselves to just max-
imising returns.” 

But Unigestion director Eric Cock-
shutt believes these attitudes are 
starting to soften. “A lot of stakehold-
ers in a pension plan – retirees look-
ing at the legacy they leave, whether 
that be financial or measured more 
by the state of the planet that they 
leave to their children – are increas-
ingly vocal,” he says.

If attitudes regarding the impor-
tance of environmental and social is-
sues in the US are yet to change, reg-
ulatory restrictions to implementing 
ESG policies have.

In 2015 US Department of Labor 
(DoL) secretary Thomas Perez con-
firmed that pension fund fiduciaries 
could consider ESG factors in their 
investment decisions without worry-
ing about repercussions.

The guidance issued by the DoL 
meant that, while pensions can’t ac-
cept lower expected returns, or even 
greater risks, they may take ESG bene-
fits into account as “tiebreakers” when 
investments are otherwise equal.

And when ESG factors make a di-
rect contribution to the economic 
and financial value of an investment, 
they “are more than just tiebreakers”, 
a DoL statement at the time said.

The $12.9bn Maine Public Employ-
ees Retirement System (MainePers) 
is one investor that identifies with 
this approach, explains executive di-
rector Sandy Matheson.

“If we were looking at two man-
agers with the same returns, one 
with substantial ESG commitments 
would carry the day against a man-
ager with none,” she says.

Lagging behind the competition
“ESG investing has become an in-
creasing area of focus for hedge 
funds and that has primarily been 

driven by pressure from allocators,” 
says Ropes & Gray partner Michael 
Littenberg, who is responsible for 
helping investment managers incor-
porate ESG policies. This is backed 
by a September 2016 HFM poll, which 
showed close to half of readers were 
putting in place ESG measures to 
match client expectations. However, 
Littenberg adds that hedge funds 
have been much slower to take up 
ESG principles than their alterna-
tives rivals, such as infrastructure 
and private equity. 

According to an October 2016 
Deloitte survey, the entire ‘impact in-
vesting’ hedge fund universe, which 
includes ESG and socially responsi-
ble investing (SRI), constitutes less 
than $10bn in AuM across just 29 
funds (see figure 1 overleaf) .

This compares poorly to the re-
maining $68bn in AuM overseen by 
other alternative asset classes, accord-
ing to Deloitte. And inaction can have 
consequences for the industry: in 2015 
the €178bn ($191.9bn) Dutch pension 
fund for healthcare workers, PFZW, 
cited sustainability concerns among 
its reasons for withdrawing roughly 
€4bn ($4.3bn) from hedge funds.

A green-friendly industry?
There is an argument that the adop-
tion gap between hedge funds and 
other alternatives can be explained 
by the idea that hedge funds are, by 
their nature, incompatible with ESG 
principles.

The relatively short timeframe 
many hedge fund managers hold 
their positions for impairs the indus-
try’s ability to embrace ESG, explains 
Unigestion’s Cockshutt.

“If you’re trying to create change 
in companies that you hold, through 
engaging with them, voting with 
your shares, for example, trading 
shares every two days won’t allow 
you to be around to see the benefits 
of that work,” he says.

Cockshutt adds it can also be very 
difficult to fully analyse the ESG cre-
dentials of every position a hedge 
fund holds.

integrating environmental and social 
concerns into their politics, business 
culture and way of life, and allocators 
there have gradually followed suit, 
implementing ESG investment poli-
cies for their direct investments and 
the asset managers they allocate to. 
One such allocator is Varma. Allocat-
ing roughly 20% of its $47bn assets to 
hedge funds, Finland’s largest pension 
scheme adopted a responsible invest-
ment policy in 2014 and now requires 
all of its managers to consider and re-
port progress on ESG implementation.

For many hedge funds, this will 
be an unusual aspect of a client rela-
tionship, admits Jarkko Matilainen,  
Varma’s director of hedge funds.

“We understand that these sorts 
of things are fairly new in the hedge 
fund world and we hope to see pro-
gress,” he says.

While allocators across the world 
have made big steps in embracing 
ESG, the largest source of hedge fund 
capital, the US, has been much slower 
to take up these principles. 

“For changes to come through in 
the hedge fund world it will need 
North American institutional inves-
tors to also require these attitudes 
from managers,” says Matilainen. 

“However, the progress, while not 
yet at European levels, is showing 
signs of growth.”

ESG in the US
“Allocators have a fiduciary duty to 
do what’s in the best interest of their 
stakeholders,” says Rob Noe, head 
of Wilshire Associates’ manager re-
search group, of what he sees as of-
ten holding back US investors. “There 
are concerns that you could be miss-
ing out on returns if you apply this 
kind of programme.

“If you’re screening out certain 
companies because of ESG, for ex-
ample, you might be missing out on 
performance.”

Other experts suggest there are 
also political difficulties that have 
traditionally held back US allocators, 
particularly public pensions, from 
embracing ESG.
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there are a wide range of definitions 
encompassed by the term ESG that 
funds can fall under. 

At its most basic level, it can in-
volve using positive screens to in-
clude holdings that take into account 
ESG principles. Then there are SRI 
strategies, which employ negative 
screens to exclude investments with 
adverse societal or environmental 
impacts.

Another manifestation is the 
launch of social impact funds, which 
actively allocate capital to generate a 
positive and measurable social or en-
vironmental impact. Impact invest-
ing blends the concepts of invest-
ment screens and specific selection 
criteria with impact metrics. Experts 
say this is much rarer in the hedge 
fund space.

According to Deloitte and Preqin 
data, of the hedge funds currently 
employing ESG strategies, 25% are in 
fixed income, 22% are multi-strategy 
and 13% are long/short equity. 

“The extent to which ESG policies 
apply to hedge fund strategies largely 
depends on the strategy characteris-
tics,” says Lukasz Pomorski, managing 
director and senior strategist in AQR 
Capital’s global stock selection group.

“For fundamentally based strate-
gies that trade physical equities, we 
believe the application is clearer in 
terms of utilising ESG information 
in the investment process and also 
in terms of responsible ownership 
through proxy voting and engage-
ment.

“It tends to be a slightly less trans-
parent side of asset management. You 
don’t always see all the underlying 
holdings, you don’t have daily liquid-
ity. Hedge funds are somewhat slower 
to adapt some of these principles be-
cause they don’t have the structures 
in place to be able to report.” 

There are also those within the 
industry that are sceptical that ESG 
principles are the responsibility of 
market participants at all and that 
the onus is on governments to act.

“My concern is that those who sup-
port responsible investing think that 
with time it will take over the entire 
market,” says the chief economist 
of $2.5bn AuM London-based Tos-
cafund, Savvas Savouri. “That’s irre-
sponsible since it circumvents those 
elected and appointed to do the job of 
regulation and governance properly.

“We have government and regula-
tors to set guiding principles for how 
we operate our economy. If a business 
is unethical in an absolute sense,” he 
says of the governance aspects of 
ESG, “it should be closed entirely.” 

Finally, and perhaps most impor-
tantly, a key roadblock to the in-
dustry embracing ESG, just like the 
aforementioned allocators, is its po-
tential, negative impact on returns. 

The business case
However, the tide is turning in this 
respect and more hedge funds are 
beginning to understand the role 
ESG analysis can play in enhancing 
potential risk-adjusted returns, says 

Unigestion’s Cockshutt.
“If you understand the carbon foot-

print of a company, you understand 
the risk if a carbon tax is suddenly en-
forced – what impact that would have 
on the share price and what risk is in-
herent in that company,” he explains.

Varma’s Matilainen agrees, saying: 
“A responsible investment framework 
means that you make better informed 
decisions, where you consider these 
ESG factors and it becomes a risk 
management framework where you 
are aware of reputational risks, for 
example. 

“If you are aware of these factors 
when analysing a company, you will 
make better investment decisions,” he 
adds.

Sustainable business models are 
also often drivers of dispersion, a key 
source of return for relative value 
strategies, as they are often industry 
disruptors. For example, the growth 
of renewable energy in areas such as 
wind and solar has coincided with a 
fall in the use of heavily polluting en-
ergy sources, such as coal.

Former governor of the Bank of 
England Mark Carney has backed this 
assessment, saying that he believes 
oil and gas companies will eventually 
suffer from some degree of stranded 
assets.

Incorporating ESG
“Hedge funds are not fundamen-
tally incompatible with responsible 
investment,” says Aima’s New York-
based COO, Michelle Noyes, adding 

Figure 1: Assets dedicated to impact investing

$27.1bn
Private debt

$19.4bn
Real assets 

$13.2bn
Private equity

$10.8bn
Hedge funds and 

other assets

$7bn
Public equity

Source: Impact investing: A sustainable strategy for 
hedge funds, Deloitte 2016

004-009_HFMIR9_CoverFeature.indd   6 30/03/2017   11:56



A p r i l  2 0 1 7 C o v e r  a n a l y s i s  7

elsewhere in its business, notably 
through its involvement with bio di-
versity charity Synchronicity Earth 
(SE). Aurum engages in tree-planting 
projects in Borneo, and manages the 
Synchronicity Fund, the manage-
ment fees of which go directly to the 
charity. 

“We set up regeneration projects 
with SE and Aurum,” explains CIO 
Adam Sweidan, who is also chairman 
of SE. He adds that they calculat-
ed their carbon footprint and then 
increased the amount they would 
pledge.

“The environmental impact you 
have as a firm isn’t just that you’re 
flying around visiting clients or com-
panies, it’s that you’re putting money 
into and lubricating a system that 
does huge environmental damage.” 

Aurum actively encourages its un-
derlying managers and other hedge 
funds to engage in similar projects, 
regardless of investment strategy.

“A lot of firms think because they 
are doing something at the invest-
ment level, they get a free pass in 
terms of the management of their 
company,” says Sweiden.

He adds that incorporating ESG 
principles into the fabric of a busi-
ness can also allow a hedge fund 
to stand apart from its competi-
tors when trying to attract the best 
post-graduate talent.

“It’s also a big advantage in hiring 
people,” he says. “There’s huge compe-
tition among the top firms for talent. 
If you want to hire a brilliant millen-
nial, money will be one aspect but 
the ethos of the business will be key.”

Unigestion’s Cockshutt agrees. 
“Young financial talent is increasing-
ly attracted to companies that man-
age money ethically.” 

“They care about ESG issues. That 
generation is hardwired in a way that 
previous generations haven’t been.”

Pitching ESG  
While ESG criteria are starting to 
gain more prominence in investor 
presentations, experts argue perfor-
mance and strategy still need to be 

“For more technically driven trad-
ing strategies or strategies that do 
not trade in individual company in-
terests, this is much harder.”

AQR, which has $47.2bn in hedge 
fund AuM, is a UN PRI signatory and 
provides investors the option of us-
ing ESG screening through separate-
ly managed accounts.

In the fixed income space, pro-
viders of alternative credit have in-
creasingly marketed products with 
reference to the environmental and 
social good they can provide. For ex-
ample, Chenavari Investment Man-
agers helped a Belgian firm driving 
energy efficiency in construction to 
refinance, helping them get through 
the global financial crisis and on to 
current organic growth of around 7%, 
according to Aima’s alternative cred-
it council. Similarly, members of the 
UK parliament have publicly praised 
the work of Cheyne Capital in help-
ing to provide social housing projects 
through a dedicated fund.

“There is a broad range of philoso-
phies and approaches on this, and it 
is important to acknowledge that not 
all ESG concepts can be applied to all 
hedge fund strategies,” says Hedge 
Fund Standards Board CEO Thomas 
Deinet.

“What is achievable, regardless of 
the strategy, is for managers to apply 
high governance standards to the in-
vestment vehicles they offer and also 
within their own businesses,” adds 
AQR’s Pomorski. 

“For example, [offering] appropri-
ate liquidity and fees that align with 
the value-add of the strategy and 
generally by providing appropriate 
levels of transparency to investors.”

An ESG culture
As Pomorski identifies, incorporating 
ESG into an investment strategy is 
just one aspect of what hedge fund 
managers can do to embrace these 
principles. It’s far easier for alloca-
tors to acknowledge a manager’s ESG 
credentials when demonstrated in 
the culture and governance of a firm, 
participants argue, given the relative 

difficulty of analysing every position 
a fund might take at any one time.

“Asset owners are no longer just 
asking for ESG or SRI product solu-
tions, but rather are focused on how 
ESG issues and responsible owner-
ship are incorporated into broader 
[business practices] regardless of 
them being labelled ESG or not,” says 
Pomorski.

In addition to providing sufficient 
transparency to investors, this can 
be done through practices such as 
carbon offsetting and efficient busi-
ness waste management. MainePers’ 
Matheson says this is a consideration 
when her scheme looks at managers. 

“We think that companies that 
consider ESG may make better com-
panies in the long run,” she explains. 
“These firms tend to be better long-
term investments.”

Matilainen says an important gov-
ernance consideration for Varma is a 
managers’ tax policy.

“The Panama Papers scandal 
showed that these kinds of things 
aren’t without reputational risk,” he 
explains. “We seek to have business 
partners who have sustainable and 
responsible tax policies, in such a 
way that they are not exposed to big 
reputational risk.”

One hedge fund that has made 
big steps toward incorporating ESG 
principles into its business approach 
is London-based FoHF Aurum Funds.

Of the universe of ESG-compliant 
managers, FoHFs only make up 
about 10% of the sub-$10bn universe, 
according to Deloitte’s research. This 
is partly due to the challenge of un-
derstanding the ESG credentials of 
every underlying manager in a FoHF, 
says Clair Barber, Aurum’s head of in-
vestor relations.

“It’s difficult to impose a screening 
process and make definitions about 
ESG,” she says. “For currency trad-
ing, for example, would you take po-
sitions based on whether you agree 
with a government? Or the people 
using the currency?”

The firm therefore concentrates 
its efforts on incorporating ESG 
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the first priority. 
“If you’re pitching, you should al-

ways be talking about your strategy 
and performance first, before your 
ESG credentials,” says the head of 
cap intro for a top-tier prime broker, 
adding that ESG credentials are “far 
more likely to be a differentiator be-
tween two funds with very similar 
performance” than the principal driv-
er of an allocation.

Aurum’s Sweiden says this chimes 
with his firm’s approach. “When we 
pitch this, we don’t pitch it as a rea-
son to invest in Aurum. 

“But it’s important to our clients 
and we regularly update them on it. 
It’s often at the end of a pitch.”

Investment consultants take a 
similar view, even where they incor-
porate ESG into their due diligence. 

“Whether a manager incorporates 
a lot of ESG policies or not, it’s not 
going to impact our overall view [of 
them],” says Wilshire’s Noe.

He stresses that ESG doesn’t im-
pact their manager ratings at the mo-
ment. “We still want managers that 
have a good team and good process, 
without which you won’t receive a 
high rating from us.”

When presenting products, IRs 
also have to ensure they avoid ‘green-
washing’; a form of marketing that 
gives a deceptive view of a product as 
ESG-friendly.

“For investors that really care about 
ESG, they are going to want to see this 
backed up with evidence,” says Aima’s 
Noyes. “They will be asking if you 
have ESG-dedicated staff, how ESG 
impacts your investment process and 
how you monitor investments.

“With any policy you need to make 
sure what you put down in writing is 
achievable and ESG is no exception.”

ESG relationships  
An early mover on ESG, Varma con-
siders three “layers” in its asset man-
agers; governance, structure and un-
derlying investments, in all of which 
the scheme expects to see regular 
evidence of improvement.  

“One of the goals of setting this 

kind of framework was that we want-
ed to be part of the process of raising 
awareness of managers to get them 
to start to focus on these issues,” he 
says. “Not everyone must fully com-
ply with our policies, but we must see 
progress. We hope to see best prac-
tice principles [applied] over time by 
managers.” 

Matilainen adds that if managers 
fail to do so, this can and has led to 
redemptions.

MainePers’ Matheson says a simi-
lar process of monitoring takes place 
with her scheme’s managers.

“We don’t have managers we can’t 
have that conversation with from the 
beginning,” she says. “Thankfully, we 
have not found any managers that 
are adverse to that kind of conversa-
tion. If they hear it enough, they pay 
attention and incorporate it.”

Managers offering ESG products 
should also be prepared to offer cus-
tomised solutions, says Aima’s Noyes.

“Different investors will have dif-
ferent definitions for what entails re-
sponsible investments. Certain foun-
dations, certain SWFs from different 
parts of the world, for example, will 
have different things they consider 
most important,” she says, citing dif-
ferent cultural attitudes to meat and 
labour practices as examples.

“For fund managers, this is an area 
where customisation will come into 
play. It’s going to be difficult to have a 
one-size-fits-all solution for your cli-
ents,” adds Noyes. “In product design, 
this is something you need to spend 
a lot of time talking to prospective 
investors about, finding out exactly 
what their needs are.”

The future’s green
ESG products and policies have only 
grown in prominence in recent years 
and this doesn’t appear to be chang-
ing. Whether you run an ESG-specific 
fund or not, managers should expect 
to see more questions about ESG, 
says Noyes. “The first step is trans-
parency. Investors and allocators are 
going to be asking for more informa-
tion on the policies of hedge fund 
managers.

A lack of transparency has been an 
issue for both managers and alloca-
tors in respect of the growth of ESG. 
The UN PRI hopes to take a major 
step in overcoming that through the 
launch of a specific ESG hedge fund 
due diligence questionnaire.

The DDQ, due to launch in May, 
will entail 14 questions and is de-
signed to provide allocators with a 
way of assessing how far a manager 
has incorporated ESG into its policies 
and procedures.

The organisation has high hopes 
for the DDQ and is already in talks 
with multiple index providers in the 
hopes of establishing another world 
first; a ‘Green Index’ used specifical-
ly for measuring the performance of 
ESG hedge fund managers.

However, while reporting tech-
niques and cooperation among 
practitioners is improving, the drive 
towards a thriving ESG hedge fund 
market, like most industry develop-
ments, will ultimately be influenced 
by the attitudes and practices of allo-
cators, particularly in the US. 

“We’re still in the educational stage,” 
says Wilshire’s Noe. “But we are pre-
paring for that stage where there is 
going to be a lot more money flowing 
into these types of strategies.” •

Figure 2: HF manager interest in 
ESG products

53+30+17+PNo Interest

53%
Care and do 
something

30%

Care but do not 
apply

17%

Mike Sheen, 
Reporter, HFM 
Investor  
Relations

Source: Unigestion’s 2015 HF and PE ESG survey
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