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2015 was a good year for the Sustainable Future funds
Investment returns across our product
range were strong versus benchmarks
and comparable funds*. This builds
on a growing long-term history of
strong investment returns, showing
that investing in companies that do
good, is simply a sensible investment
strategy. For instance, our largest
fund, the Sustainable Future Managed Fund, has beaten
the average for its peer group over one, three, five, seven
and ten years. For more on our funds performance read our
Funds in Focus section on page six.
There was also good news for one of our key themes: Climate
Change. December saw an agreement on a global scale to
reduce carbon emissions and to limit global warming to
below 2˚C. This is important as it will improve the prospects
of companies involved in the renewable energy and energy
efficiency sectors, which make up a significant part of
the Sustainable Future portfolios. We explore further the
implications of this on page four.
We also saw the launch in the Autumn of the Sustainable
Development Goals**. These are a set of 17 high level global
development targets that address some of our most pressing
concerns. These goals help to give insight into the nature of
global economic development that we should expect to see
over the next fifteen years, ranging from improving health,
eliminating poverty, conserving freshwater and respecting human

rights. Crucially they recognise that the private sector will be
instrumental in helping to deliver these ambitious targets – it’s
these types of companies that we seek to invest in and some
examples of these can be found on page seven.
As humans increasingly become an urban species, the solutions
to building a sustainable future lie in the cities. Our guest
article on page two from Dan Epstein, Director at Useful Simple
Projects, demonstrates the work that is being done to address
the challenges we face, such as an ageing population, pollution
and increasing levels of obesity, all themes we are currently
researching, in order to transform our cities into low carbon,
high quality and inclusive places that offer citizens the chance to
live healthy and fulfilled lives.
Elsewhere we look at the world’s most widely used vegetable
oil, palm oil and how measures are being taken to ensure that
its production becomes more sustainable by addressing some of
the related problems such as deforestation, loss of biodiversity
and bad air pollution.
I hope you enjoy this issue and we welcome any comments,
suggestions or questions, so please feel free to get in touch or
visit the Sustainable Future Hub (www.alliancetrustinvestments.
com/sri-hub) for more information.

Peter Michaelis, Head of Investment

* We have always compared our funds to conventional peer groups of funds and normal benchmarks.
** https://sustainabledevelopment.un.org
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Sustainable cities
Dan Epstein,
Director of
Sustainability,
Useful Simple
Projects

We are living in the urban age; by 2050 75%
of the world’s population will live in cities

Useful Simple Projects’ Director of Sustainability, shares his thoughts on
what makes a city sustainable.
Cities face a series of major social and
environmental challenges including climate
change, an aging and growing population,
growing per capita consumption, an increase in
obesity (1 billion people by 2025) at the same
time as a billion people live in absolute poverty,
with water shortages, congestion, pollution and
social unrest.
The best chance we have to address these challenges
is to transform our cities into low carbon, high quality
and inclusive places that offer citizens the chance to
live healthy and fulfilled lives.
Enabling such cities requires innovation in;
•

Food production, distribution and consumption

•

Low carbon transportation of people and goods

•

Health services

•

Local manufacture of goods using 3D printing
and rapid prototyping

•

Building technology
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•

Waste management that transforms waste into
reusable resources and nutrients

•

Low carbon energy technologies

•

Water treatment and reuse of sewage and
waste water

The advances in the way we use information and
data will allow us to use resources and systems
more efficiently, for example by sharing resources
(the sharing economy), tracking flows of goods
and materials, and making systems and products
intelligent (internet of things).
The most progressive cities and city leaders are
already addressing these challenges and using
innovation to transform their cities. They are also
thinking systemically about how their cities are
designed and operated around the following themes:
•

Rethinking spatial planning, moving away
from urban sprawl towards transit-orientated
development based on development of high
density, mixed use neighbourhoods that are

served by a high quality public transport hub and good
quality pedestrian and cycle infrastructure. This approach to
regeneration can dramatically reduce carbon emissions from
a city.
Rethinking the design of urban infrastructure and utilities by
moving away from large scale, centralised energy and water
networks, which can be inefficient and resource intensive,
towards low carbon decentralised energy and water systems.

•

Rethinking the way materials flow through the urban
economy by redesigning goods and services so that they
can be readily reused, reconditioned and recycled at the end
of their life; this will reduce pollution whilst creating new
economic opportunity.

•

Rethinking the design of our buildings (commercial, civic
and residential) and regenerating our existing building
stock so that the built environment becomes much more
efficient in its use of energy, water, materials and land and is
designed to adapt to demographic, technological and
social change.

•

•

•

Expected growth of ‘clean tech’ industry
Selected Renewable Energy Technologies - Global Market Size
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Rethinking the design of our cities to support resilient
economies by embracing change, supporting investment in
universities, creating environments that promote innovation
and engaging the private sector in supporting the
communities in which they operate.

Selected Energy Efficiency Technologies - Global Market Size
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Repurposing our governance structures so they are more
transparent and able to engage communities in creating places
that are healthy, vibrant, inclusive and resource efficient.

Figure 1: Building future city vision and strategies
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Transforming our cities so they are sustainable and resilient will
require major investment in Low Carbon and Environmental
Goods and Services (LCEGS). The 2015 Climate Conference in
Paris, created new impetus in our global drive to low carbon
living. It will drive long-term investment in low carbon and
environmental goods and services (LCEGS), which is already
one of the fastest growing industrial sectors globally, this can be
seen in the graphs below.
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recognise that this delivers competitor advantage by attracting
footloose businesses and talent that wants to be located in
the best cities in the world. At the same time it enhances the
economic, social and environmental resilience of the city. The
PlanNYC* is possibly the best example of a holistic city strategy
for sustainable
urban living.
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For those looking for a new investment opportunity, spotting
the companies that are designing new goods and services that
will support this transformation of our cities, is a very promising
place to start.
* PlanNYC (http://www.nyc.gov/html/planyc/html/home.shtml)

Useful Simple Projects

Cities like New York, Vancouver, Sydney, Portland and Seoul
are beginning to develop sustainable urban regeneration
strategies, similar to the one show in figure 1 above. They

Useful Simple Projects is a sustainability and engineering
services company providing a range of services to
companies working in the built environment and
infrastructure sector. Useful Simple Projects is part of the
Useful Simple Trust, an employee benefit trust which
includes four companies. These are; Expedition Engineering,
a structural and civil engineering company, founded by
Prof. Chris Wise, who was awarded the Gold Medal for
engineering for his services to structural engineering,
Thomas Matthews Communications, which is recognised as
one of the most innovative and sustainable communication
companies in the UK, Think Up, which develops education
and training tools in the design and engineering sectors and
Useful Simple Projects. We specialise in innovating around
low carbon and sustainable design and we’re driven by a
desire to use our skills to find ways to do more with less.
SF INSIGHTS | FEBRUARY 2016 | www.alliancetrustinvestments.com | 3

COP21
Rebecca Jones,
Deputy Editor,
Money Observer

What it means going forward and the
effects it will have
Laurant Fabius in Paris, the private sector must play a key role in
providing this finance and this makes the renewable sector one
of the greatest potential investment growth areas of the next 10
to 20 years2.

Developing economies and infrastructure

Last December world leaders gathered in Paris for the
United Nation’s 21st Conference of the Parties to hammer
out a meaningful and lasting agreement on climate change.
The resulting Paris Accord is the most significant agreement
to emerge from any climate conference to date in that it
includes the world’s two largest polluters – the US and China
– and sets binding carbon emissions targets that will be
regularly revised upwards.
Through the Paris Accord more than 190 countries have
approved a landmark deal on climate action, agreeing to take
the steps necessary to keep global temperatures ‘well below’ 2
degrees above pre-industrial levels and, additionally, to aim for
no more than 1.5 degrees. This is the level that most scientists
now agree is needed to protect the world’s most vulnerable
regions and ecosystems, from the pacific Marshall Islands to
coastal regions across North America and Europe.

Renewable energy
Achieving this target will be no easy feat. This is not least as
it will require a mass shift away from burning fossil fuels for
energy and towards renewable sources such as solar, wind and
hydro-power. In order to stay below 2 degrees of warming, the
UN suggests that global spending on renewables must more
than triple by 2050, increasing by $147 billion (£88 billion)
each year, while investment in fossil fuels must decrease by
$30 billion a year. By 2050 it estimates that 50 per cent of the
world’s energy must be generated by renewables, up from just
17 per cent in 20101.
The International Energy Agency estimates that $13.5 trillion
must be invested in renewables and energy efficiency over
the next 15 years if countries are to meet their current carbon
targets, while a further $3 trillion will be needed to adhere to
those agreed in Paris. As recognised by French Foreign Minister

In another landmark move, the Paris Accord also secured $100
billion of financing per year to help vulnerable and developing
nations adapt to the effects of climate change and support their
efforts to mitigate further change by reducing their greenhouse
gas emissions. For many of these developing nations – from
rising Asian superpower India to the Marshall Islands – it will
require a huge investment in infrastructure, transport and
housing, creating numerous investment opportunities at home
and abroad.

Divestment and good governance
Perhaps most importantly, however, the Paris Accord will
change the way that institutions and private individuals invest.
While missing a National Determined Contribution (NDC)
emissions target will not attract a penalty, the transparency
required combined with the upward revision of the target every
five years should put significant pressure on countries to comply.
While the onus will be on governments to meet the NDC’s,
achieving these targets will again be dependent on the private
sector.
France recently introduced regulation requiring institutional
investors to disclose how their investments align with global
warming targets; the sovereign wealth fund of Norway has
pledged to divest entirely from coal; South Africa has made
sustainable development disclosure mandatory for companies
listing on its stock exchange and Brazil’s banking regulations
now require companies to account for environmental risk. The
writing appears to be firmly on the wall.
Post COP21, investors will increasingly look to divest from
those companies whose activities could harm the planet
and, subsequently, their pension pots – a scenario currently
being played out in the oil and gas sector where the reckless
expansion of previous years is contributing to steep losses. More
and more, public and private investors from across the spectrum
will target companies that are talking climate change, making
those that don’t risky investments indeed.
1 http://www.justmeans.com/blogs/investors-integrate-sustainability-into-financialdecision-making
2 http://www.justmeans.com/blogs/investors-integrate-sustainability-into-financialdecision-making
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Sustainable Palm Oil
Losing the appetite for destruction
If you have showered and brushed your teeth today, it’s
highly likely you will have consumed palm oil. Appearing in
about half of all packaged products sold in the supermarket,
palm oil is the most widely used vegetable oil on earth1. It’s
also a major contributor to tropical economies, where this
natural capital helps to lift local communities out of poverty,
through the creation of one worker per eight hectares of
production. Palm oil is likely to provide a solution as the
world struggles to feed nine billion people by 2050 with
less available land. For example, it is the highest yielding
edible oil crop using nine to ten times less land per ton of oil
produced. The higher yield and lower labour costs in South
East Asia produce an affordable product for the emerging
consumer.
Despite these positive characteristics, there are some
fundamental problems associated with elements of palm oil
production. The impact of some unsustainable practices can be
described by the following:

Dave Osfield,
Investment
Manager

The Roundtable of Sustainable Palm Oil certifies c.20% of global
palm production. Additionally, a new standard established by
the Council for Palm Oil Producing countries (CPOP) was set up
by Indonesia and Malaysia in October 2015. Surprisingly, from a
consumption perspective only half the certified production (i.e.
10% of total volume) is purchased as such.

Transparency in complex supply chains
The palm oil supply chain has inherent complexity and inadequate
transparency. The Zoological Society of London’s SPOTT tool
highlights how companies are adopting and implementing
sustainability policies. In terms of trading, palm oil is one of the
highest traded agricultural commodities with 75% of production
crossing borders. This means the trading companies are gatekeepers to the growers. Wilmar, Asia’s leading agribusiness group,
appears significantly ahead of peers following the launch of its
“Sustainable Dashboard”, which maps over 800 suppliers, as it
attempts to rid its entire supply chain from unsustainable palm oil.

• Large scale deforestation – the burning of invaluable
timber and the remaining forest undergrowth, emitting large
quantities of carbon into the atmosphere. The loss of forestry
leads to reduced CO2 absorption. Tropical deforestation is
responsible for approximately 20% of world greenhouse
gas emissions2. The secondary climate change impacts are
pronounced with loss of rain capture, changing the water
cycle, leading to desertification and reducing soil quality.

From a consumption perspective, more value needs to be ascribed
to traceable and sustainably produced palm oil. Ethical and
transparent labelling can raise awareness. Five major European
countries recently committed to sourcing 100% sustainable
palm oil by 2020 as part of the European Sustainable Palm Oil
Project (ESPO). However, lower income consumers in developing
countries (e.g. India and China) are less willing to pay a premium
for sustainable palm oil.

• Loss of biodiversity and habitat for endangered
species – two thirds of all plant species and 50% of all
animal species are found in tropical forests. Specifically, one
third of all mammal species in Indonesia are considered to
be critically endangered as a consequence.

Finally, since the middle of last decade there has been a growing
demand for palm oil for biodiesel. Governments have seen this
as a quick fix to reduce GHG emissions, however there are two
key issues: ‘food versus fuel’ and the impact of increased biofuel
production on access to land and forest resources. Notably, using
palm oil for fuel serves the more affluent, car-driving, segment of
society with higher purchasing power, potentially crowding out
poorer elements of society. An increase in the price of palm oil can
lead to significantly more of the lower-income population living
in hunger.

• Air pollution – the recent forest fires in Indonesia have
resulted in greater daily carbon emissions than the US and
a substantial rise in respiratory conditions.

What is the solution?
Standardised and enforced operating standards within the palm
oil industry. The long-established Roundtable on Sustainable
Palm Oil (RSPO) aims to unite stakeholders within the industry
and establish policy and certificate sustainable palm oil
standards. Around 96% of the world’s palm oil is now governed
at some level by their tripartite standard3:

In summary, demand for palm oil should remain strong, driven
by its relative low cost to other vegetable oils and higher yield
characteristics. With the global population rising to nine billion
by 2050, consumption of palm oil looks set to increase. It is
imperative that this growth be managed in a sustainable manner,
under globally enforced guidelines; otherwise the consequences
for climate change and biodiversity are likely to be severe.

1. No deforestation of high conservation value (HCV) lands or
high carbon stock (HCS) areas

1 http://www.worldwildlife.org/pages/which-everyday-products-contain-palm-oil

2. No development on peatlands

3 Calculated by Chain Reaction in December 2014, http://www.tft-earth.org/
wp-content/uploads/2015/05/TFT-2015-Palm-Oil-Industry-TransformationUpdate.pdf

3. No exploitation of rights of indigenous peoples and local
communities (FPIC)

2 http://www.fondationchirac.eu/en/deforestation/
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Funds in focus

The Alliance Trust Sustainable Future fund range

Since joining Alliance Trust Investments our funds have achieved
exceptional performance...
...with the majority in the 1st or 2nd quartiles over one, three
and five years
•

•

•

Performance has been strong with
seven out of eight* of our funds in the
1st or 2nd quartile of their sectors,
over one, three and five years.
Our Sustainable Future Cautious and
Defensive Managed funds are only a
year old but they are also in the 1st
quartile over one year.
Longer-term we would also point to
the market beating performance of
the Sustainable Future Managed Fund
which has outperformed over five,
seven and ten years.**

How do we do it?
Our investment approach finds companies that will
grow because of their exposure to long-term sustainable
trends, such as climate change, quality of life, sustainable
consumption and resilience.
As well as effective sector exposure, the strong
performance across our portfolios is largely due to the
investment team’s expertise in stock picking. Further
details about our approach to investing can be found on
our website www.alliancetrustinvestments.com.
* This includes the Luxcellence - Alliance Trust Sustainable Future
Pan-European Equity Fund, which is only available to a professional
audience.
** Source Financial Express, as at 31/12/15

Year on year performance
Discreet Annual Perfomance

31/12/2014
to 31/12/2015

31/12/2013
to 31/12/2014

31/12/2012
to 31/12/2013

31/12/2011
to 31/12/2012

31/12/2010
to 31/12/2011

Sustainable Future Absolute Growth

4.57

5.20

22.46

13.54

Sustainable Future Cautious Managed

4.87

n/a

n/a

n/a

n/a

Sustainable Future Corporate Bond

0.11

9.34

1.35

15.24

3.88

Sustainable Future Defensive Managed
Sustainable Future European Growth

-12.61

3.72

n/a

n/a

n/a

n/a

11.34

-3.35

25.05

19.96

-16.05
-5.01

Sustainable Future Global Growth

5.58

6.90

23.83

11.85

Sustainable Future Managed

5.11

5.21

21.34

12.42

-5.56

Sustainable Future UK Growth

8.87

1.11

33.53

14.06

-6.95

UK Ethical

9.58

1.13

34.37

15.13

-7.44

Net returns as at 31 December 2015. Source: Financial Express

Past performance is not a guide to future performance.

For further information about our range of funds visit the fund centre
on our website www.alliancetrustinvestments.com
The funds have holdings which are denominated in currencies other than Sterling and may be affected by
movements in exchange rates. Consequently the value of an investment may rise or fall in line with the exchange
rates. Investments in emerging markets may involve a higher element of risk due to less well regulated markets
and political and economic instability. The funds can invest in derivatives. Derivatives are used to protect against
currencies, credit and interests rates move or for investment purposes. There is a risk that losses could be made
on derivative positions or that the counterparties could fail to complete on transactions.
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Five companies to watch in
the Sustainable Future funds

Below are five companies the team has identified which demonstrate our
investment philosophy in practice. This is not a recommendation to buy or sell.

1
2
3
4
5
1
2
3
4
5

Vectura PLC [A3*]
A UK based company exposed to the growing demand for their specialist inhaler products,
which are used to treat lung disease such as asthma and Chronic Obstructive Pulmonary
Disease (COPD). Their products are licensed to pharmaceutical companies in return for
royalty payments. COPD affects older people who smoke or are exposed to polluted air, and
is projected by the World Health Organisation to be the fifth largest burden of disease worldwide. Vectura’s products help treat and manage these lung conditions.

Sophos Group PLC [A4*]
A UK listed company providing security software to protect users from cyber crime. There
is increasing demand for security as we use more online systems for banking payments
and keeping personal data and as our world becomes more interconnected through
communications and data networks. Sophos provide a solution to a key challenge for
society, which is to keep our data and information secure and is part of our broad resilience
investment theme.

NXP Semiconductors [B4*]
A Dutch company that specialises in semiconductors used in mobiles, consumer electronics,
security applications, autos and networking. We believe this company is set to benefit from
increased digitisation and connectivity, especially within autos (as electrical content and
sensors increase to improve efficiency and safety) as well as identification technologies to
improve security (as used in e-government identification and e-banking).

CHR Hansen Holdings [B1*]
A Danish listed company we identified as having exposure to healthy eating and wellness,
through their development and production of natural ingredients for nutritional,
pharmaceutical and agricultural industries. Their products are based on natural cultures
and enzymes as opposed to the synthetic alternatives and we believe this will capture more
demand than their conventional peers and drive sales for the company.

SAP [B1*]

How we
identify
sustainable
companies
Our comprehensive ‘Sustainability
Matrix’ helps us to pinpoint how
well a company responds to our
sustainability criteria and applies
two evaluative criteria:
1 A product sustainability rating (rated from
A to E): this assesses the extent to which a
company’s core business (the products or
services it offers), helps or harms society
and/or the environment. An ‘A’ rating
indicates a company whose products or
services provide solutions to sustainable
development (e.g. renewable energy); an ‘E’
rating indicates a conflict with sustainable
development (e.g. tobacco business).
2 A management quality rating (rated from 1
to 5): this assesses whether a company has
appropriate structures, policies and practices
in place for managing its environmental,
social and governance risks. Management
quality in relation to the impacts and
opportunities represented by social,
environmental and governance issues are
graded from 1 (excellent) to 5 (poor).

Sustainability Matrix
		 MANAGEMENT QUALITY
		1
2
3
4
PRODUCT SUSTAINABILITY

Mike Appleby, Investment Manager

5

A

✔

✔

✔

✔

✘

B

✔

✔

✔

✔

✘

C

✔

✔

✔

✘

✘

D

✘

✘

✘

✘

✘

E

✘

✘

✘

✘

✘

✔ suitable for investment
✘  not suitable for investment

A German company that develops business software to help large companies manage their
business as well as customer and supplier relationships. By adopting their comprehensive
software applications companies can improve how their business is run. The company’s HANA
system, quickly and cost effectively, gets large warehoused volumes of data to interact with more
structured types of data, which ultimately saves management time and money. Information from
this analysis can be used to better manage supply chains and customers and it can also assist
companies in managing the environmental and social impacts of their business.

Please note these companies are held in the
Sustainable Future equity funds, but are not
necessarily represented in all of the funds. For
example, the non-UK listed companies will not
be held in the UK fund. A full list of all holdings
in the funds is available in our Fund Centre on
our website www.alliancetrustinvestments.com
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Best bits from the SF Hub

The corporate tax
responsibility dilemma
Harriet Parker, Investment Manager (Published 04 February 2016)

Over the past year, we have been working with the PRI (Principles for Responsible Investment) and ten
global investors, exploring the issue of corporate tax responsibility. We have researched and engaged
with companies on the issue of aggressive tax minimisation and assessed our equity portfolios for taxrelated risks. We realise that tax is not a cost to be minimised and that it can create a risk to earnings,
impacting both brand and reputation, and can have wider macroeconomic impacts.
Aggressive tax minimisation strategies, or tax avoidance, is the process of getting around taxation law without
actually breaking it – this can be used as part of a company’s ‘tax minimisation’ strategy. The question is; if
companies only have an obligation to pay as much tax as they are legally required to, should they not be able
to make use of the tax avoidance schemes that currently exist?
As an investor, we not only have a duty to understand the likely impact of tightening global corporate
tax regulations on company risk and returns, but also to understand any additional risks associated with
increasing public scrutiny of corporate tax minimisation and avoidance. We believe companies that are
aligned with the needs of society will be less exposed to negative impacts from consumer pressure and
increased costs associated with fines for poor practice.
We have been analysing companies within our portfolios, to identify potential tax-related risks. Due to the
general lack of transparency on tax, we have used an estimate of a company’s ‘tax rate gap’; the difference
between the reported effective tax rate and the weighted average of statutory rates, based on a company’s
geographic sales mix. A large gap could signal that the company is using aggressive tax planning, or it could
be the result of the using of certain incentives, such as tax credits. Many companies do not report sales
figures in each country however; country-by-country reporting would allow investors to form a better view.
We are in the process of engaging with companies to better understand company-specific tax-related
risks, how these risks are being addressed and how prepared companies are for upcoming changes in tax
regulation. We encourage companies to be transparent on this issue by identifying and reporting on tax
related risks and, also to explain how its tax strategy relates to the company’s wider sustainability or corporate
responsibility strategy.
As part of our work with PRI, we have assisted in developing an engagement guidance document on
corporate tax responsibility, setting out the case for why and how to engage with investee companies.
Reference: Principles for Responsible Investment: Why and how to engage with your investee companies on corporate tax responsibility
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Jonnie Quinn

Environmental, Social and
Governance (ESG) impacts
on the global CEO rankings

Laurie Don

Jonnie Quinn, Sales Executive and Laurie Don, Investment Analyst
(Published 19 November 2015)
Harvard Business Review (HBR) recently released their “world’s best performing CEOs ranking table”.
This ranking system aims to be a measure of enduring success, analysing each CEO’s performance
from day one of his or her tenure. They cast aside quarterly and even annual performance in order to
evaluate genuine long-term performance.
Over the years a number of factors have contributed to their calculations. This year however they have
approached their ranking a little differently, for the first time they are not solely focusing on stock market
returns, but also incorporating an Environmental, Social and Governance (ESG) rating. To some this may
appear strange however it only confirms to us that we continue to be on the front foot in our analysis. We
recognise the impact of non-financial issues on a company’s performance. It is something that we as a team
have been factoring into our investment strategy for years.
The idea that ESG issues do not have a direct impact on investment performance is short sighted and
will only hinder your long-term performance. In a survey by Morgan Stanley, Sustainable Reality (2015)1,
they found that 80% of CEOs see sustainability as a way to gain a competitive advantage. Without taking
these factors into consideration there is a strong chance that you may miss out on a number of excellent
investment opportunities.
Reading HBR’s ranking table we were not surprised to see Novo Nordisks’ Lars Sorensen at the top, having
held the company in a number of our funds for over three years. We see it as a great example of our
sustainable approach to investing in action and since first purchasing this company for the funds, the stock
has returned over 200% over five years.
Environmental, Social and Governance issues are playing a more significant role in the ways businesses are
run and we hope that more CEO’s will take Lars Sorensen’s approach and, like us, incorporate sustainability
into all aspects of their business.
1 Morgan Stanley, Sustainable Reality: Understanding the Performance of Sustsinable Investment Strategies, March 2015
https://hbr.org/2015/11/the-best-performing-ceos-in-the-world
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Best bits from the SF Hub

Emissions admissions
Stephen Porteous, Investment Manager (Published 09 November 2015)

What we can learn from the VW scandal?
Hopefully less smoke and no mirrors
Volkswagen AG (VW), one of the leading global car manufacturers and custodian of what was a respected brand, has
admitted deliberately cheating on emissions tests. Whether you are a car owner, prospective car buyer, a regulator,
member of Government or just a plain bystander, you will have been impacted by the news that VW has been deliberately
manipulating emissions data in an attempt to show that their cars are more environmentally friendly than they actually are.
As a result we have share price collapse, liabilities that resemble a black hole, board resignations and quite possibly, the
demise of one of the world’s (previously) most respected brands.

So what has happened and why?
VW has been caught cheating emissions tests in the US through
writing software that allows cars to recognise when they are
being tested – the so called ‘defeat device’- artificially changing
the car’s performance and giving falsely positive readings for
their cars.
Emission testing is important. By emissions, we are generally
talking about greenhouse gases, mainly CO2, pollutants, mainly
Nitrogen Oxide (NOx) and particulates (tiny particles of soot).
CO2 emission is particularly bad for the environment. NOx and
particulates are particularly bad for your health and creating
smog – not good. Figure 1 shows increasing levels of nitrogen
oxide concentration since 1994.

pollution coming out of a car. This is good. The ramifications for
car manufacturers not meeting set targets have very meaningful
financial penalties.
A key factor in the VW case has been the differing approaches
of US and European regulators. Diesel cars have never been
popular in the US (3% of the total market v c.50% in Europe).
Structurally, cheap petrol cars and a very poorly judged general
motors’ foray into diesel a generation ago, may have set the bar
low forever. But importantly in setting their emission standards,
the US regulator has focussed on NOx and particulates rather
than CO2. Whilst in Europe, car makers have been set fleet
targets focusing more on CO2 rather than the others.

Figure 2

Figure 1

Source:
Redburn,
ACEA

As we know cars produce various degrees of pollution. Generally
diesel engines produce less CO2 than gasoline because mileage
per gallon is better. However, whilst diesel may be better on CO2,
the harmful NOx and particulate emissions are much higher.
Regulators and governments across the world have finally
cottoned on to the damage to the environment and society
those emissions are causing and, over the last 10 years or so,
have been bringing in stricter and stricter rules on the levels of

The upshot is that to avoid financial penalty, European car
manufacturers will always require a high percentage of diesel
cars in their fleet, as seen above in figure 2. In the US your diesel
car will have to be good and meet their high standards – to
be a ‘green diesel’. Many car manufacturers can do it but VW
couldn’t. They couldn’t produce diesel cars that had an ideal
mix of performance, fuel economy and low pollution. By writing
software to falsify testing results they solved the trade off.
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So what does it all mean for the industry?
At the time of writing VW appears to be on its own. So for
the industry you will see a clear distancing from those bad
VW people and an aggressive counter to all the negative press
here. There will be tighter regulations for sure. One galling
aspect of this whole affair has been the quite significant gap
in the emission results of cars under ‘lab’ conditions and ‘real
world driving (RWD)’. RWD involves assessing emissions under
normal driving conditions i.e. bit of acceleration, braking,
luggage in the boot, motorway and urban driving etc. Lab
conditions for emissions testing are heavily weighted to help the
car companies show good results namely, over inflating tyres,
turning off air conditioning and having no passengers.
This mismatch between lab results and RWD has been
highlighted by several research reports that show RWD
emissions in some cars (not all) as 40% worse than advertised in
car literature. RWD will always give poorer results but the gap is
now not credible and Governments and Regulators will act.

SF HUB

When this mileage benefit is joined by a cost benefit – European
gasoline is on average 13% more expensive than diesel as seen
below in figure 3 – it is easy to understand why Sustainable
the percentage
Future
of diesel cars being driven is so high.
www.alliancetrustinvetments.com/sri-hub

So as it stands in Europe there remains a ‘whole life’ benefit of
owning a diesel car to the consumer. By ‘whole life’ we mean
purchase cost, running cost, tax and residual value. Despite the
VW scandal raising awareness of environmental harm, money
talks and diesel sales will only reduce if that cost advantage over
gasoline is lessened.
Although European politicians were quick to pronounce no
expected change in tax duties but tax policies will have to start to
reflect more of a balance, by having less focus on CO2 emissions
at the expense of NOx and other toxins and therefore reducing
the price difference between gasoline and diesel through tax.
Political decisions are always hard to read, and the popularity of
diesel cars throughout Europe shouldn’t be underestimated – but
changes in relative taxation could be on the cards.
And we should see more action at a local level. Paris as we know
plans to ban diesel cars by the year 2020.London has a new ultra
– low emissions zone. It is likely that local initiatives will increase
though time and this will tell as to whether it moves the dial.

European regulators are looking to bring in a new test regime
from 2017, hopefully with real world testing for NOx coming
in at the same time. The gap between lab and on road results
will also be looked at. Difficult negotiations lie ahead between
regulators and the car industry but the status quo certainly
cannot be sustained.

So is the diesel engine dead or likely to be outlawed?
Broadly we don’t think so in the short to medium term. By
improving petrol engines to the same efficiency levels as diesel,
many of the NOx and particulate issues currently facing diesel
engines will develop. Both diesel and petrol engines are likely to
come under continual pressure as a result. Before then the pace
of erosion will be affected by several factors.
Emissions aside, the economics of owning a diesel car, especially
in Europe, remain attractive. Diesel has higher energy density
than gasoline and therefore gives you better mileage per gallon.
The average mileage benefit is around 15%, though this can
vary depending on the type of driving, size of engine etc.

Figure 3

Source: Drive
Alive website,
prices as at 13
July 2015

Does all this trigger an inflection point in hybrids
and electric vehicles?
Diesel has certainly slowed the faster adoption of hybrid and
electric cars. Will this now all change?
Tesla founder Elon Musk thinks it will, although there is an
element of self interest in him saying that. Perhaps the industry
has failed to deliver the products that the public is now
becoming interested in. Despite being talked about for many a
year there are really only three (possible) mass market Electric
Vehicles (EVs) out there – the Nissan Leaf, the BMW I3 and the
Tesla Model S.
However the problems remain the same; the range of the
average EV needs to go up materially. The cost of each car
needs to come down sharply and supporting infrastructure
needs to be a given. Norway is often cited as the country to
which others should aspire c.23% of new cars in Norway are
now plug-in electrified vehicles, which is huge. Subsidies for
electric cars are also huge with tax breaks and other benefits
clearly working. It will be interesting to follow the path of
subsidies in coming years, but battery technologies continue to
evolve quickly and the car industry edges closer to providing
genuine long-term alternatives to gasoline and diesel.
Meanwhile we expect the electrical content within the average
car to continue to rise and we are participating in this growth
through our holdings in several technology companies. NXP, a
semiconductor company, facilitates advanced driving systems
in the vehicle, so improving safety and control as well as the
environment. Linear Technology designs and manufactures a
broad range of integrated circuits for automotive electronics and
Infineon is one of the few semiconductor companies that are
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integrated into almost all the key functions within a vehicle.
So whilst the industry has a bit to go to satisfy the potential
demand of the consumer, the electrical elements within a car
will continue to rise and become ever more sophisticated. Our
exposure to these companies ensures that we participate in this
growth trend.

Poor corporate governance eventually catches up
with a company
As part of our research process we look closely at corporate
governance and the structures in place, to ensure that
management act in their role as custodians in the very best
interests of all stakeholders. Volkswagen Group has always
courted controversy over their standards of governance. With
Porsche (32.2% shareholding but 51% of the voting rights),the
State of Lower Saxony (13% and 20%) and the state of Qatar
(16% and 17%) dominating the register, the interests of
other institutional and private shareholders have long been
secondary. With little diversity and independent scrutiny (only
one truly independent director) a poor autocratic culture has
developed within the company. The normal disciplines placed
on a company day to day, whether it be rigorous external
shareholders, strong independent non executives, consumers or
a company’s workforce, struggle to play a role at VW.
Environmental sustainability or engaging with wider stakeholders
have never been at the forefront here. The remuneration structure
and corporate mindset around it has been all about the ability to
deliver production, jobs and profits. Nothing else. The stakeholder
system that generally works well across the rest of the corporate
world has been abused, with production growth on any terms
and outside concerns being deemed irrelevant.

The ramifications of this poor governance are now in front of us
and never has it been more important to ensure that the highest
corporate governance standards are upheld by Sustainable
the companies
Future
we invest in.
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Perhaps a secondary issue to think about and one we should
consider further is the fragile nature of brand value and equity.
For decades, VW has been a brand that has been synonymous
with reliability and safety. Forbes at the end of May 2015 had
the combined values of the VW and Audi brands as c$20bn.The
very future of these brands and certainly their value is very much
in doubt.
Social media, globalisation, the free flow of information in the
digital age have magnified the relationship between corporate
brand and the humble customer. We are in an age where
you cannot play fast and loose, with the trust of the public.
Transparency, openness and integrity are basic requirements of
corporates in today’s society. There is no point in building brand
value if you are not going to stay true to the values behind it.
VW and their associated companies have ultimately found this
out, at a very significant cost to themselves.
In summary, time will tell whether the VW scandal will
materially change the landscape for car manufacturers and their
consumers. Important lessons have to be learned however and
it is clear that there is a large gap between emissions legislation
and how it actually works in practice and regulators will have
to act to close this. Governments may try and accelerate trends
away from diesel towards more sustainable vehicles. Within
this possibly changing environment, innovative companies that
provide sustainable solutions will continue to prosper but only
against a background where the highest corporate governance
standards are upheld.

To find out what has changed for the companies we invest in, in this sector – read the article in full on our
Sustainable Future Hub - http://www.alliancetrustinvestments.com/sri-hub

SUSTAINABLE FUTURE FUND RANGE
We have nine funds in our
Sustainable Future fund range - a
comprehensive suite encompassing
options for those seeking income,
growth or a combination of the two
from their investment. You can find
further information on each fund in
the Fund Centre at
www.alliancetrustinvestments.com

Aim

Name

Invests in

Growth

Sustainable Future Absolute Growth

Global equities (biased towards the UK)

Income & Growth

Sustainable Future Cautious Managed Fund

Global and UK equity/corporate bonds

Income

Sustainable Future Corporate Bond

Corporate bonds

Income & Growth

Sustainable Future Defensive Managed Fund

Global and UK equity/corporate bonds

Growth

Sustainable Future European Growth

European equities

Growth

Sustainable Future Global Growth

Global equities

Income & Growth

Sustainable Future Managed Fund

Global and UK equity/corporate bonds

Growth

Sustainable Future UK Growth

UK equities

Growth

UK Ethical

UK equities

For further information on what we invest in, please see our document ‘Position on Sustainability and Ethical Issues’ which is
available on our website www.alliancetrustinvestments.com
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