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“We need to
create the right
outcomes from
our investment
decisions”
Foreword – Saker Nusseibeh
CEO of Hermes Investment Management

Carbon risk is becoming ever-more important
to investors. The current economic model is
leading to a world that will exceed warming of
2°C and breaches the guidelines we, as a society,
have set for ourselves. There is very strong
evidence indicating it is too late to stop this.
As CEO of Hermes, it is my responsibility to
ensure that people retire well 30 years from now.
It is crucial that we create the right outcomes from our investment
decisions – and the right outcomes on a 30-year time horizon are
those that mitigate risk, including carbon risk. In just 20 years,
if circumstances don’t change, we will already be approaching
dangerous levels of warming.
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Our approach to managing carbon risk in investment portfolios

Reducing risk ensures better returns for our beneficiaries by minimising
potential expenditure incurred by negative factors later on. We also
have a better chance of leaving to our children and our grandchildren
a world they can live in.
But how do you square the circle between a 30-year time horizon
and portfolio managers working, at most, to a five-year time horizon?
For a typical portfolio manager, it is difficult to look beyond five years.
What we therefore need is a paradigm shift in attitude to time frames
in the investment industry.
Warren Buffett famously said the ideal holding period for a stock
is forever – and if that is true, you need to consider sustainability
of earnings.

At Hermes, we believe it is important to integrate
carbon risk into our investment decisions and into
our conversations with our investee companies
and vehicles.
We have worked hard to develop detailed environmental,
social and governance (ESG) screens which include carbon risk and
we are proud to undertake long-term stewardship and engagement
on the scale that we do. It means that as an investor we look at the
world quite differently.
Most participants in the fund management industry surmise that
their purpose is to maximise nominal risk-adjusted returns for the
pension scheme. At Hermes, we encourage our portfolio managers
to also consider how to achieve the best outcome for the pensioners
on whose behalf we invest.
As investors, we may still have to beat the benchmark to prove
we are technically good, but we understand that we are ultimately
working for the individual. The average pension’s beneficiary will retire
with something like £10,000-£15,000 a year, just below the minimum
wage. At that level of income, marginal additional returns of 1 or 2%
p.a. have far less impact than the quality of life defined by ‘soft’
and societal factors.
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Retirees don’t just need a pension. They want to live in a world worth
living in, as well as being able to afford the energy and food consume.
If the world does warm and they live on the coast or by a river, they are
likely to be in real trouble – and that could be ascribable to the money
we invested on their behalf.
There is an odd but prevalent view that the investment community
sits somehow outside of what it invests in. But we are indigenous to
the system. We do not merely observe from afar. Our actions, our
beliefs and our investment decisions shape the system. There is still
a long way for us to go in recognising that the economic system
is not separate from society.
One of the consequences of modern financial theory is a propensity
for everyone in the investment chain to focus on their individual role
in a very blinkered way. There is a tendency to see the financial system,
the economy and pension fund beneficiaries as separate entities,
which is nonsense. People shop at and are affected by the companies
they invest in, they bank with the companies they own and they use
the infrastructure they own.
Our approach translates into how we hold stocks and the way
we engage with companies and with others. The conversations
we have are not simply about quarterly earnings. They are more
about long-term strategy, vulnerability to environmental shocks,
what companies are doing about burning fossil fuels and what
they are doing about transferring to new kinds of technology.
Portfolio managers at Hermes are aware of the carbon risk in their
portfolios and which of their investments are the largest contributors.
This data, as another measure of risk, helps them decide what to invest
in. If the portfolio manager decides to hold significant carboncontributing investments, then Hermes will engage with or directly
manage the investment to mitigate the carbon risk.
Carbon risk cannot and should not be ignored. It is time that we in the
investment industry help to address it.
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Why is carbon risk an investment issue?
Carbon Risk is convenient shorthand for
the risks related to the ongoing increase in
greenhouse gases (GHGs) in the atmosphere
and the need to reduce them. Over the last two
centuries, the global economy has been built
on the back of burning fossil fuels – to provide
power, transport goods or heat buildings.
This is the primary source of manmade emissions
of carbon dioxide (CO2), the most important GHG.
Now, thanks to the work of the Intergovernmental Panel on Climate
Change1, we know that GHGs contribute to man-made climate change

and that we are increasing levels of GHGs in the atmosphere to
dangerous levels, making the world warmer. The US National Oceanic
and Atmospheric Administration2 predicts that 2015 is likely to be the
hottest year ever, surpassing the previous warmest, which was last
year, 2014. The science is clear – the physical impacts of climate
change will continue to increase with rising emissions. These include
reduced crop yields; water shortages; resource scarcity; and disruption
to global supply chains – and end markets – as a result of extreme
weather events.
The risks are recognised by governments all over the world,
who will come together in Paris in December to agree a global deal
to cut emissions. But why does any of this matter to investors who
work in a sector that has a relatively small direct emissions impact?
Over the long run, the physical impacts of changes in climate will
affect the companies that they invest in and therefore their returns –
and ultimately the pensions of the people whose money they are
investing. Climate change threatens the value of investments in two
other important ways: through growing regulatory pressure, and the
disruption of new technologies.

Regulatory pressure

Years

Observed change in surface temperature 1901-2012

Trend (°C over period)
Source: Fifth Assessment Report, Intergovernmental Panel on Climate Change, 2014. Stocker, T.F.,
D. Qin, G.-K. Plattner, L.V. Alexander, S.K. Allen, N.L. Bindoff, F.-M. Bréon, J.A. Church, U. Cubasch,
S. Emori, P. Forster, P. Friedlingstein, N. Gillett, J.M. Gregory, D.L. Hartmann, E. Jansen, B. Kirtman,
R. Knutti, K. Krishna Kumar, P. Lemke, J. Marotzke, V. Masson-Delmotte, G.A. Meehl, I.I. Mokhov,
S. Piao, V. Ramaswamy, D. Randall, M. Rhein, M. Rojas, C. Sabine, D. Shindell, L.D. Talley, D.G.
Vaughan and S.-P. Xie, 2013: Technical Summary. In: Climate Change 2013: The Physical Science
Basis. Contribution of Working Group I to the Fifth Assessment Report of the Intergovernmental
Panel on Climate Change [Stocker, T.F., D. Qin, G.-K. Plattner, M. Tignor, S.K. Allen, J. Boschung,
A. Nauels, Y. Xia, V. Bex and P.M. Midgley (eds.)]. Cambridge University Press, Cambridge, United
Kingdom and New York, NY, USA, pp. 33–115, doi:10.1017/ CBO9781107415324.005.
1 www.ipcc.ch/pdf/assessment-report/ar5/syr/AR5_SYR_FINAL_SPM.pdf
2 www.ncdc.noaa.gov/sotc/summary-info/global/201508
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Although there are signs that climate change is already causing
problems – the California drought being but one stark example –
it is hard to put an exact timeframe on when rising temperatures
and extreme weather events will start to have a material impact
on different companies and sectors. This is one reason the issue does
not receive as much attention as it should from investors. What is
easier to see is the increase in regulation that has been introduced
to tackle the issue.
The deal agreed in Paris is unlikely to be enough to limit average
temperature rises to the 2°C limit scientists say is safe. However all
nations will, for the first time, individually commit to emissions cuts
that will translate into growing regulation – and Paris is unlikely to be
the end of the story. Indeed, while the 2015 global emissions-cutting
agreement will be the most all-encompassing regulation, it is far from
the only initiative in place to cut emissions. There are regional schemes
such as the European Union’s 20/20/20 targets on cutting emissions,
increasing the amount of renewable energy and boosting energy
efficiency – all by 20% by 2020; national targets such as India’s
plan to install 100GW of solar capacity by 2022 and China’s recent
announcement to launch a national carbon cap and trade scheme in
2017; as well as sub-national schemes such as the Regional Greenhouse
Gas Initiative in the North-Eastern United States and state and citylevel targets in cities across the world, from New York to Beijing.
As policymakers slowly tighten the vice on carbon emissions,
this will impose an increasing cost on the heaviest emitters. In addition,
changing regulations in key industries such as buildings or automotive
will change the rules of the game and lead to new winners and losers –
as Volkswagen recently discovered to its cost.

Our approach to managing carbon risk in investment portfolios

Technological disruptions
Policy changes to cut emissions will help drive investment in new
low carbon technologies such as renewable energy and energy efficiency
technologies, unleashing a new wave of ‘creative disruption’ and creating
new winners and losers. For example, the cost of solar panels has fallen
six-fold over the last 25 years and is now cost-competitive with grid
electricity in a number of countries and regions. Low-cost solar panels,
combined with advanced battery storage and efficient electric motors,
could herald the early demise of the internal combustion engine
and technology could make near zero energy buildings the norm
and remove fossil fuels from large parts of the economy.
Meanwhile the Carbon Tracker Initiative3 has highlighted how
companies with high exposure to fossil fuels, such as utilities,
oil and gas companies and metals and mining companies, could be
affected by tighter climate and air pollution regulations, lower demand
and technological advances that may leave many fossil fuel assets
“stranded” and unable to earn money for shareholders. This, in turn,
could lead to erosion of long-term shareholder value.
“Ultimately, the United Nations’ 2°C target threatens business
as usual for fossil fuel companies because they cannot explain how
decarbonisation of the energy system fits with growing their businesses
for decades to come.” Anthony Hobley, Carbon Tracker Initiative CEO.4

Indicative levelised costs of solar PV electricity
over time, and estimated lowest utility-scale
costs to date, compared with a global reference
level for coal and natural gas
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Sources: Historical solar PV costs: Channell et al., 2012, and Nemet, 2006; illustrative fossil
fuel range based on US LCOE for conventional coal from US EIA, 2014 (upper range) and
capital cost assumptions from IEA, 2014 (lower range).5
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3 www.carbontracker.org
4 http://www.carbontracker.org/is-shell-really-turning-its-back-on-fossil-fuels/
5 Channell, J., Lam, T., and Pourreza, S., 2012. Shale and Renewables: a Symbiotic Relationship. A Longer-term Global Energy Investment Strategy Driven by Changes to the Energy Mix. Citi Research report,
September 2012. Available at: http://www.ourenergypolicy.org/wp-content/uploads/2013/04/citigroup-renewables-and-natgas-report.pdf. EIA, 2014. Levelized Cost and Levelized Avoided Cost of New
Generation Resources in the Annual Energy Outlook 2014. LCOE for conventional coal in Table 1. International Energy Agency (IEA), 2014. Power Generation in the New Policies and 450 Scenarios – Assumed
investment costs, operation and maintenance costs and efficiencies in the IEA World Energy Investment Outlook 2014. Capital costs for subcritical steam coal plants. Spreadsheet available at:
http://www.worldenergyoutlook.org/weomodel/investmentcosts/.65 BETTER GROWTH, BETTER CLIMATE : THE NEW CLIMATE ECONOMY SYNTHESIS REPORT Nemet, G.F., 2006. Beyond the learning curve:
factors influencing cost reductions in photovoltaics. Energy Policy, 34(17). 3218–3232. DOI:10.1016/j. enpol.2005.06.020.
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The asset owners’ challenge:
the timeframes mismatch
Carbon risk is more of an issue for investors
today than it has ever been. However, while
many investors are aware of the long-term
societal challenge, most are less sure how to
translate it into shorter term risk assessment,
and as a consequence they fail to take it
properly into account.

They also want the economy as a whole to be healthy. Not only
does this provide the best conditions for long-term returns, but it
also provides a better environment in which to retire.
As a result, they need to consider the needs of tomorrow’s
pensioners as well as today’s and to be aware of risks that might not
directly concern the shorter time horizons that drive most of today’s
investment firms. These risks include demographic changes, the rise of
emerging markets, urbanisation, resource scarcity and climate change.

The problem is exacerbated because companies, investors and
policymakers all operate to different timeframes, making co-ordinated
action very difficult.
As Bank of England Governor Mark Carney said recently:
“Climate change is the Tragedy of the Horizon... the catastrophic
impacts of climate change will be felt beyond the traditional horizons
of most actors... That means beyond: the business cycle; the political
cycle; and the horizon of technocratic authorities, like central banks,
who are bound by their mandates.”6
Asset owners, the large institutional investors such as pension funds
and insurance companies that drive the financial system, invest so
that they can pay the pensions of their pension fund members when
they retire or pay out when someone makes an insurance claim.
Their liabilities are long-term and so their investment horizon
should be long-term, too.

“Long-term, I think carbon risk is a huge
issue,” says Gary Greenberg, Head of
Hermes Global Emerging Markets. “But
it just is not a prominent factor in the
short and medium term for stocks.”

In addition, many institutions – particularly pension funds – are such
large and diversified investors that they are often invested in virtually
every sector in the economy: they are sometimes known as universal
investors. This combination of exposure to all sectors of the market
and long-term investment horizons gives these institutions an incentive
to ensure that all companies are sustainable for decades to come.

6 www.bankofengland.co.uk/publications/Pages/speeches/2015/844.aspx
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Leon Kamhi, Head of Responsibility at
Hermes observes: “Pension beneficiaries
don’t only want a good return on investment,
they also want a decent and affordable
economy to spend it in”.

However, although asset owners focus on long-term perspectives,
this does not mean that they can ignore the short term entirely.
As Daniel Ingram, Head of Responsible Investment at the £41 billion
BT Pension Scheme, explains: “We pay about £2 billion a year to our
beneficiaries so the short term is important to us as well…
It’s a balancing act.”
Portfolio managers, who invest money for asset owners, are often
measured on their performance against quarterly benchmarks.
Even the longest-term investors will have only a three-to five-year
horizon. As a result they struggle with the timeframes involved and
climate change is likely to be a lower factor in their decision-making
unless they see an imminent legislative change. With a 30-year time
horizon, investors would definitely want to see current and definite
action at a company level on emissions.
This mismatch in timeframes is why a lot of talk does not translate
to immediate action – both companies and investors can see that
things are unlikely to change overnight. Indeed, as Carney concludes:
“In other words, once climate change becomes a defining issue for
financial stability, it may already be too late.”6

Our approach to managing carbon risk in investment portfolios

Complementary approaches to managing
carbon risk in investment portfolios
It used to be thought that investors’ fiduciary
duty precluded them from considering long-term
ESG issues such as climate change when deciding
how to invest. However, in recent years that view
has been reversed. You only need to look at the
recent Volkswagen defeat devices scandal or BP’s
Macondo disaster in the Gulf of Mexico in 2010
to realise that these issues can be entirely
material to shareholder returns.
As a recent report from the United Nations Environmental Programme
(UNEP) Finance Initiative & the Principles of Responsible Investment
(PRI) says: “Failing to consider long-term investment value drivers,
which include environmental, social and governance issues,
in investment practice is a failure of fiduciary duty.”7

It is thus clear to us that our fiduciary duty requires us to try to
understand and mitigate the risks carbon represents over the next
20 to 30 years. In response, at Hermes we are exploring and developing
a range of decarbonisation activities that are relevant to the various
asset classes we invest in and the investment strategies of different
funds and portfolios.
1. Portfolio managers must be aware of the carbon in their portfolios,
which investments are the largest contributors as well as the
associated carbon risks.
2. They need to integrate and explicitly make portfolio and specific
investment decisions using this data as another measure of risk.
They can do this in a number of ways; by integrating carbon risk
measures into investment decisions, focusing on green investment
opportunities and divesting where carbon risk impacts value.
3. Fundamental to our investment approach is acting as engaged
stewards of the investments we manage on behalf of our clients.
Where funds hold assets with significant carbon risk exposure,
it is crucial that we manage directly-owned assets, and engage
with companies, to mitigate carbon risk.
4. Finally, we recognise our responsibility to engage with public
policymakers and sector organisations to support the wider
market transformation of the industry.

Fundamental
to our investment
approach is acting as
engaged stewards of the
investments we manage
on behalf of our
clients.

1

3

Awareness of carbon
risk exposure in
investment portfolios

Directly managing
and engaging to
reduce carbon risk

2

Integrating carbon
risk in investment
decisions

4

Advocating to
promote market
transformation

7 Fiduciary Duty in the 21st Century, Sept 2015 (www.unpri.org/new-report-fiduciary-duty-in-the-21st-century)
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We have also joined the carbon footprint Montreal Pledge.
Through both these exercises we now have a carbon footprint –
and better understanding of our risk exposure – for 79% of our
assets excluding government bonds.8
The carbon footprint of our activities as a firm, including using our
office space and travel emissions, for 2014, was just over 1,375tCO2e,
equivalent to about 140 households in the UK.

1. Awareness of carbon
risk exposure in
investment portfolios
The first step is to identify the risks, which is
much easier than it used to be because the
quality and quantity of data available has
increased dramatically in recent years. As you
do not manage what you don’t measure, the
starting point has to be to assess your exposure
to carbon-intensive sectors and GHG emissions.
The industry has made good progress in defining methodologies to
calculate the carbon footprint of portfolios so investors can understand
the impact of their exposure to carbon-intensive assets in different
investment strategies, sectors, asset classes and geographies. Over the
last few years we have measured and published the carbon footprint
of our real estate portfolio, and in recent months we have measured
the carbon footprint of public equities, corporate bonds and portfolios.

In our real estate portfolio,
where we directly manage
our assets, back in 2006 we
set ourselves a long-term target
to cut carbon emissions by
% by 2020.

40

In our real estate portfolio, where we directly manage our assets,
back in 2006 we set ourselves a long-term target to cut carbon
emissions by 40% by 2020, backed by measurement and public
reporting of our carbon foot-print. We have reduced our relative
carbon footprint across our property sectors by wide margins but
the main benefit of this exercise has been that it allowed us to analyse
changes in trends, identify their causes and provide valuable input
into our integrated sustainability strategy for our property funds.
This year we carried out a comprehensive carbon footprint exercise
using the services of South Pole Group for the first time. Previously,
our investment team had looked at carbon impact ratios in specific
sectors. Sustainability analysts of South Pole Group assessed our
equities and bonds portfolios to enable us to understand the
carbon risk and exposure within them and what causes those risks.
Currently, in aggregate, Hermes equity and corporate bond portfolios
are less carbon intensive than relevant benchmarks. In particular, for
equities portfolios on Scopes 1, 2 and 3, Hermes is below the
benchmark and 44% below for Scopes 1 and 2. This is primarily due
to stock selection in Utilities and Materials companies. Of the 16 funds
we carried out the foot-printing analysis of, 13 funds are less intensive
than the benchmark. Our corporate bond portfolios are on the other
hand 15% more intensive than the benchmark on Scopes 1, 2 and 3
and 18% on Scopes 1 and 2.
Across all the equities portfolios the companies which represent the
top 5 emitters account for 31% of the portfolios’ emissions but only
5% of the holdings. An engagement programme will be put in place
to engage with the largest emitters across Hermes portfolios which
are not already engaged with by Hermes’ Stewardship team. We were
pleased that South Pole Group, supported by Carbon Disclosure
Project, reported that Hermes’ public equity and corporate bond
funds in aggregate were, by a wide margin, less carbon-intensive
than their relevant benchmark. While this was revealing, we were
more interested to understand why. We found it was because many
of our funds were under-weighted in utilities and mining companies,
compared to their benchmarks.

8 There is no readily-available methodology to calculate the carbon footprint of Government bonds that is comparable to corporate investments.
We are working with other industry players on ways to report on this in the future.
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Hermes Real Estate directly managed properties
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Graph: Changes in carbon intensity for like-for-like portfolio of shopping centres and offices between 2006 and 2014 (kg CO2 e/m2/year).
Percentage figures compare 2014 with 2006 Baseline.
“If you are a coal miner, you’re just not a business we would invest
in today, because it’s not a good business. The business model is being
completely marginalised – I don’t see the investment case,” says James
Rutherford, CIO, Hermes Sourcecap.
Unsurprisingly we found that our most carbon-intensive portfolios
tend to be in emerging markets, where we have a higher exposure
to materials, transport and even energy generation companies.
This reflects strategies to capture economic opportunities in these
growing economies. However, even in these markets, for the most
carbon-intensive sectors such as utilities, coal mining and energy
generation, there are growing risks.
Over the past 12 months, out of an engagement programme including
over 400 companies, we have engaged with 65 companies on climate
change objectives and made milestone progress on 52% of related
objectives. In addition, we have had a significant number of
interactions of an advocacy nature on the issue of climate change.

The aim of the carbon footprint work is to further inform our
analysis of companies and the portfolio around carbon asset risk,
stranded assets and various climate change scenarios. Having a better
sense of exposure to carbon risks gives investors a good starting
point to assess the best options to manage carbon risk in the context
of funds’ specific investment strategies.

“We think the Chinese government
will favour clean energy capacity rather
than coal-fired power stations as part of
efforts to tackle climate change and air
pollution. The same reasoning makes us
believe coal mining companies should be
valued lower because a proportion of
their reserves may become ‘stranded’ ”
Jonathan Pines
Portfolio Manager
Hermes Asia ex-Japan
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“It’s not that we are not investing in order
to take a stand, rather we are only prepared to
invest at a lower cost because of the anticipation
of regulation, clean-up costs etc. These companies
are going to be worth less in the future.”
Jonathan Pines
Portfolio Manager, Hermes Asia ex-Japan

2. Integrating carbon risk
in investment decisions
When we developed our carbon risk approach
we realised that our portfolio managers already
consider carbon risk through their wider
awareness of risks and opportunities. Often,
this approach is more implicit than explicit with
managers citing factors related to carbon risk,
such as tightening regulation, consumer
expectations and political risk, as some of the
reasons to avoid certain carbon-intensive sectors
or companies in particular regions.
It is becoming clear to our portfolio managers that future changes
to regulation and legislation will make certain sectors and companies
unattractive. Many resources companies are valuing their reserves
unrealistically, for example, because they may never be extracted.
“To ignore carbon risk is to ignore valuation threats to portfolios,”
says Andrew Parry, Head of Equities at Hermes. “The challenge is
how to bring that into the way we work. We can’t just omit something
because it is not carbon-friendly – rather we need to think whether
it will have an impact on share prices.”
“The world is clearly going to be a more difficult place for carbonintensive industries because it is becoming less popular and that is
driving legislation to essentially tax those activities,” says Jonathan
Pines, Portfolio Manager, Hermes Asia ex-Japan.

The carbon risks are the same for the credit markets as the
equities markets. “There is no difference in our approach because
we are in credit. Anything that risks destroying enterprise value of
the firm is negative to all stakeholders,” says Mitch Reznick, Co-Head
of Hermes Credit. However, it is more difficult to draw a straight line
between carbon risk and the performance of bonds because bonds
are so technical and involve so many variables. Nonetheless,
companies focused on carbon risk are more likely to be trying
to create a sustainable business for the long-term, which is
what bond investors are looking for.
When it comes to governance, research carried out by Hermes
has shown that the worst performers underperform by 30bp per
month, says Geir Lode, Head of Hermes Global Equities, and
environmental and social laggards will start to see the same drag
on earnings. “We have not seen the same numbers yet when it
comes to environment and social issues but in the next four to five
years, we expect to see the same thing.”
That means that it will be crucial to have the data we need to help
us make informed investment decisions in future. At Hermes we have
developed our own in-house tools to collate and interpret ESG-related
risks and opportunities. By flagging key ESG-related risks, they help our
analysts and portfolio managers to incorporate ESG analysis into their
stock-picking process. They also help to raise the level of the regular
dialogue with companies, allowing us to keep on top of what each
company is doing and to challenge their risk management
approach where necessary.

“To ignore carbon risk is to ignore valuation threats to portfolios...
the challenge is how to bring that into the way we work”
Andrew Parry
Head of Equities, Hermes

10
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Hermes ESG integration tools
Hermes ESG Portfolio Monitor provides
a portfolio perspective on ESG exposures,
using data from Hermes EOS, Sustainalytics
and Trucost, as well as proprietary QESG scores
calculated by Hermes Global Equities. It reports
on ESG characteristics of portfolio holdings
(both in absolute and benchmark-relative terms)
including voting and engagement data from
Hermes EOS, highlights potential controversies
and ESG concerns. The tool acts to promote
discussion on thematic ESG risks, as well as
to identify the best and the worst companies
according to various ESG metrics.

Hermes ESG Dashboard is our bespoke
company report for collating and viewing
data on the most important ESG issues.
It was developed by Hermes Global Equities
in conjunction with Hermes Equity Ownership
Services (Hermes EOS).

ESG and carbon integration
into portfolio management:

Stewardship,
engagement
and voting

Managing
and monitoring
security and
portfolio risk

Integrated ESG
reporting

Portfolio
construction

Security
Selection

Integration
into investment
decisions

Best in class
internal and
external data
sources

ESG company
dashboard

ESG risk portfolio
monitor

External
data sources

Insight from
experienced
engagers
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“The value of considering the sustainability
characteristics of buildings is wellestablished in real estate investment,
driven by the understanding that it will
impact investment performance.”
Tatiana Bosteels
Hermes Head of Responsible Property Investment

At the other end of the asset class spectrum, carbon risk is
more obviously relevant for infrastructure and real estate,
because regulators are targeting these sectors as part of the effort
to fight climate change. Both face similar issues in that investment
is longer term, more direct and more illiquid than equities or credit.
The future cost of carbon will directly affect only some companies,
but the cost of energy will affect all businesses.
Integrating carbon risks into our investment processes has enabled
us to increase the value of buildings, rents and attraction to occupiers,
and demonstrating to asset owners that we can do this has won
us new clients.
Similarly, prudent long-term management of long-lived
infrastructure investments requires active management and
monitoring of carbon risk. Infrastructure assets are often highly
energy- and capital-intensive, making them vulnerable to
volatility in the actual and future cost of carbon. Infrastructure
assets are also vulnerable to longer-term climactic changes
where extreme weather patterns could directly affect their
operational performance and associated replacement
and maintenance cost.
Indeed, climate change is already affecting certain infrastructure
businesses such as ports, some of which are changing their business
mix to accommodate decarbonisation activities such as building
offshore wind farms. Meanwhile, the physical impacts of climate
change bring new pressures to water utilities and require a long-term
response. As infrastructure, by its nature, involves long-term assets,
we integrate longer term carbon risks into the detailed due diligence
process for most classes of transaction.

12

Capture green investment
opportunities
While regulation poses a risk to carbon-intensive sectors,
other sectors will become more attractive. If companies act to
reduce carbon risk, they will earn higher returns on capital employed,
increase sales and have higher credit ratings. As the green business
sector matures and reliance on subsidies decline, there are
opportunities today in greener technologies, which provide structured
growth that is regulation-driven.
When the market moves, new technologies and better management
skills create new opportunities. Taking advantage of the opportunities
created by carbon risk is not always about buying best-in-class
performers. Sometimes it can be better to find a laggard that has
committed to change. For example, in the aviation industry an airline
with an older fleet that plans to upgrade to new, more energy-efficient
planes has good potential for growth. In buildings there is a clear
opportunity to add value to property portfolios by buying less energy
efficient buildings and retrofitting them with green technologies,
improving the quality of the building stock.

“There is too much focus on the risks
and not enough on the opportunities.
If you look just at the risks, there is a
danger that you end up excluding companies.
If you look at the opportunities for growth,
change and improvement, it is a much
more powerful story.”
James Rutherford
CIO, Hermes Sourcecap

Our approach to managing carbon risk in investment portfolios

In private equity there are also attractive investment opportunities.
Increasing risks of climate change and resource scarcity create huge
opportunities to provide innovative products and services to help
established industries evolve and new ones to grow. In particular,
companies that can help to make universal activities such as resource
usage, energy consumption and waste treatment more efficient offer
the potential to deliver strong investor returns. Since 2010, Hermes
Environmental Innovation Fund (HEIF) has targeted high-growth
investments in the environmental/sustainable technology sector,
focusing on energy & resource efficiency including low carbon,
advanced materials, waste and water.
In infrastructure clear opportunities are also arising. While carbon
reduction is not an explicit objective for portfolio construction or
a required investment characteristic, UK Government support for
renewable energy has created opportunities to invest in assets that
have the investment characteristics we need and also contribute
to the decarbonisation of the UK economy.

Divest only where
there is risk to value
One solution to carbon risk that has received a lot
of attention in recent months is divestment. A recent
study by Arabella Advisors9 found that investors
representing $2.6 trillion of assets have committed
to divest from fossil fuel companies.
Divestment based on a hard-headed analysis of the
prospects of a company or sectors is the very essence
of investing. On this basis, Hermes invests and divests all
the time. We recognise that there are some benefits from the
growing and vocal fossil fuel divestment movement. In particular,
the way some investors have divested has sent a bold political message
that has helped develop the right ‘mood music’ around carbon risk.
However, generally we would not advocate exiting entire classes of
investments regardless of price or the specific opportunities that may
be available either now or in the future. We are not convinced that
wholesale divestment of classes of fossil fuels will successfully
tackle climate change.

Why is this? Firstly, if an investor sells their interest in a security or
asset, the buyer is likely to be less concerned about the long-term risks
of climate change, which may lead to more long-term investment in
fossil fuels. Secondly, the vast majority of investment in new fossil fuel
capital expenditure is sourced from either retained earnings or
additional debt, not fresh equity. To affect how much is invested in
new projects versus the amount paid out to investors in the form of
dividends, you have to remain invested, not to divest.
Thirdly, where fossil fuel companies need to invest in the transition
to a low carbon economy, for example into emerging forms of low
carbon energy, this requires supportive shareholders that are willing to
take on the risks often associated with new technologies. The transition
to a low carbon economy will take many decades and requires
supportive shareholders over the long-term.

“In private equity there are also attractive
investment opportunities. Increasing risks of
climate change and resource scarcity create huge
opportunities to provide innovative products and
services to help established industries evolve and
new ones to grow.”
Elias Korosis
Head of Strategy and Environmental Investing, Hermes GPE

9 www.arabellaadvisors.com/wp-content/uploads/2015/09/Measuring-the-Growth-of-the-Divestment-Movement.pdf

www.hermes-investment.com | 13

December 2015

Hermes Real Estate responsible
property investment process
Embedded in our fund and asset management practices

3. Directly managing
and engaging to reduce
carbon risk

GOVERNANCE

We prefer to manage carbon risk by using the
power of direct management and engagement.

Set guiding principles

Actively manage
directly-owned assets
Property is different to other asset classes when it comes to carbon
risk management. In equities, environmental regulations indirectly
affect the value of investments in many industries in ways that are hard
to anticipate. In real estate, regulation affects investors more directly
because they own and directly manage the assets. Regulation has
grown significantly in the last eight to ten years and there is a clear risk
that assets will become obsolete if they don’t comply with regulations
and therefore become unlettable. Occupiers increasingly know about
and want to occupy buildings with good energy efficiency credentials
as part of their own sustainability policies. Finally we have seen growing
interest from asset owners and a clear desire to see we are managing
the risks around climate change.
For these reasons, we integrate carbon and wider ESG-related risks
across our real estate investments. The benefits of doing so include the
added value that more sustainable properties deliver because these are
the properties that tenants want. We set, systematically monitor and
report on carbon targets and performance in a programme of active
management that has delivered continuous emission reductions and
delivered value for occupiers. Since 2006 we have overseen an average
reduction in GHG emissions of 60% across a portfolio of 18 properties
through a combination of refurbishment, active management and
engaging with occupiers.

MANAGEMENT
& STRATEGY
Strategic decision making
REAL ESTATE
PORTFOLIOS
Property selection
INVESTMENT &
TRANSACTION
MANAGEMENT
Property management
ASSET & PROPERTY
MANAGEMENT
Influence real estate market
SECTOR & PUBLIC
POLICY ENGAGEMENT
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Engage with companies
to address carbon risks

The second step is to set engagement objectives appropriate
and realistic to the sector and company concerned. Some will
argue that engagement with fossil fuel companies is doomed to
fail because ‘turkeys don’t vote for Christmas’. However it depends
what you ask for. For example, we would expect all fossil fuel
companies to reduce their exposure to the long-term cost of
emitting carbon and to ensure their portfolios are resilient to a range
of low-carbon scenarios. While we might expect a well-resourced oil
and gas company to embrace the challenge of climate change and
lead the industry in finding appropriate public policy solutions, we
would only seek to ensure that coal companies cease lobbying against
such policies. Similarly, coal companies are unlikely to have the skills
and capabilities to invest in new low carbon technologies and are
more likely to set strategy to support a managed contraction of their
industry. Findings from the carbon footprint analysis highlight our
carbon risk exposure and help focus our engagement programme
for maximum impact with each asset.

When talking to companies, the first step is to establish what
you want to achieve through your engagement. As Bruce Duguid,
at Hermes’ stewardship team Hermes EOS, puts it: “We want to
maximise the value of each individual investment and also to provide
the best circumstances for long-term returns.”
This means we focus on issues including the level of operational
emissions, long-term portfolio resilience to climate change, the level
of readiness to withstand the physical impacts of climate change and
governance of each of these issues. We also seek to ensure that a
company’s public policy position is aligned to the investor base and
that it uses its ability to influence the wider economy similarly. For
example, technology companies can invest to provide smart solutions
to improve energy efficiency, while financial services companies can
limit their exposure to the fossil fuel industry.

Hermes EOS’ ranking of the relevance of impacts of climate change to different sectors,
by corporate issue, September 2015
Corporate issue/
sector

Oil & Gas

Mining

Utilities

Industrials
& Auto

Consumer
goods & retail

Pharma

Technology

Financial
Services

Operational cost
competitiveness

M

M

H

H

M

L

M

L

Strategic demand
shifts

H

H

M

H

L

M

M

L

Physical impacts

M

M

H

L

L

L

L

L

Corp. Governance
of climate change

H

H

H

H

M

L

M

M

Public policy
influence

H

H

H

H

M

M

M

H

Wider economic
impacts

M

L

H

H

H

L

H

H

Investors goals drive our carbon risk investor engagement

Maximise
risk-adjusted
return of
investments

Maximise
risk-adjusted
value of
investments

Ensure best
conditions for
long-term returns

Operational cost
competitiveness
Strategic demand
shifts
Physical impacts
Corporate governance
of climate change
Public policy
influence
Wider economic
impacts
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We differentiate our engagement objectives by company and
sector, so that these are SMART – Specific, Measurable, Attainable,
Relevant, Time-based. Even within the fossil fuel sectors, what we
expect of a coal-focused company is not the same as for an oil
and gas company.
This results in a rich set of conversations. We inquire about
operational efficiency – is the company managing its emissions
as best it can? What are its supply chain vulnerabilities? For some
companies, addressing carbon risk is a central strategic question
about the long-term future of the company. For example for utilities,
what will be their mix of renewables, fossil fuel power and nuclear
and will they seek to split these into separate businesses? Or in the
automotive industry, is the company investing heavily in either pure
electric or hybrid technology, or focusing on more efficient internal
combustion engines? We also ask what innovative research and
development a company is supporting to tackle climate change
and what new technologies they are deploying. We ask what a
company’s lobbying positions on various issues are. If companies
are trying to undermine regulators by arguing against certain
regulations, we say to them: “Investors are supportive of policies
to limit climate change to 2°C and so it is counterproductive for
you to spend shareholder money to promote the opposite view”.
Partly as a result of investor engagement the policy position has
shifted at many companies across a range of sectors. For example,
several US oil and gas majors now recognise the risks posed by
climate change and are beginning to explain their approach to
manage such risks. A number of other oil and gas majors have
gone further and collectively pledged to support the goal of limiting
climate change to 2°C and to collaborate on a range of low carbon
initiatives. And now some diversified mining companies are also
publicly supporting the 2°C goal. They are analysing and, in at least
one case, publishing the impact of low carbon scenarios on their
business. In infrastructure, direct engagement in assets is also
important and, given the larger proportion of shares held,
the ability to influence strategic risk management is greater.

“Many of our portfolio companies are
actively responding to the challenge
posed by climate change”.
Peter Hofbauer
Hermes Head of Infrastructure
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We seek to ensure
that a company’s public
policy position is aligned to
the investor base and that it
uses its ability to influence
the wider economy
similarly.

“Many of our portfolio companies are actively responding to
the challenge posed by climate change,” says Peter Hofbauer,
Hermes Head of Infrastructure. For example, regulated water
utilities incorporate the management of risks associated with
extreme weather in long-term ‘resilience’ planning. They produce
water resource management plans that set out forecasts of supply
and demand over a 25-year horizon and how they intend to meet
customer demand while protecting the environment, complying with
environmental standards (including, for example, around quality of
rivers, beaches and bathing water) and making assets more resilient
as the risk of extreme events increases. A similar approach is taken by
port owners, particularly in relation to the potential impact of flooding.
Other portfolio companies, such as Eurostar, actively monitor, compare
and set clear targets regarding CO2 emissions, as well as engaging with
stakeholders to promote sustainable travel initiatives, partly in
response to regulatory intervention but also to manage and control
costs and to reflect the expectations of customers. Hermes Infrastructure
engages on these issues with the companies in which clients are
invested, as well as with industry bodies and regulators.

Our approach to managing carbon risk in investment portfolios

Hermes Real Estate has contributed to sector engagement to support
market transformation by developing and disseminating relevant tools
and best practice. This has helped us improve transparency and
comparability across the market, enabling asset owners to better
engage with us and assess us on our carbon risk management. This has
translated in recent years into a growing interest from clients, who are
assessing sustainability and carbon risk management early during the
portfolio manager selection process. Hermes GPE, our private equity
deal team, works alongside other expert investors in the sustainable
growth sector to support industrial and technology leaders driving
the transition from the ‘old’ economy to the sustainable economy.

4. Advocating to
promote market
transformation

We believe a similar approach should be taken to better understand
the risks arising from climate change and carbon-related regulations.
We have joined the Portfolio Decarbonisation Coalition (PDC) as we
see the coalition as an effective way to exchange best practice in
supporting the reduction of carbon emissions. We are committed
to helping the wider investment industry to more effectively manage
carbon risks today for a better future.

At Hermes, we are keen for the market to
increasingly integrate factors that cover a
time period of 20-30 years into the investment
decision-making processes.
Where new challenges arise, we believe in advocacy and sharing
best practice with fellow investors or other key stakeholders. As such,
over the years, we have been actively engaged in sector organisations
such as the PRI and UNEP-FI promoting a better understanding of
responsible investment and how to integrate ESG into investment
management. Our engagement has focused on helping to shape
capital markets for the benefit of all stakeholders. To enable us
to better manage carbon, water and pollution risk we engage
with public policymakers to encourage transparent disclosure
of resource use and carbon emissions, best practice approaches
and methodologies as well as carbon-pricing mechanisms.

“We believe in advocacy and sector
engagement to promote innovative
thinking. We also hold that rather than relying on
individual efforts, the investment industry working
together and constructively with other key
stakeholders will have a greater chance
of achieving the shared two degree goal.”
Tatiana Bosteels
Head of Responsible Property Investment
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Tackling carbon risk
from here onwards
Carbon risk is real, it is here now and it can
make a significant difference to the fortunes
of companies, investors and ultimately,
people’s pensions.
For too long, investors have been taking a shortterm approach that fails to take into account the
interests of the ultimate asset owners – today’s
and tomorrow’s pensioners. The failure to
consider carbon risk is an example of this.
Carbon risks to the companies we invest in will manifest themselves
both in the form of the physical effects of climate change and an
increase in the regulations to tackle climate change – from the UN
climate agreement due to be signed in Paris to national, regional and
local emissions reduction efforts.
Unfortunately, we don’t know the exact nature and timing of
the challenges we will face so we need the businesses we invest
in to be as robust and prepared as possible.
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Our approach to managing carbon risk in investment portfolios

In the same as we expect the companies whose
shares and assets we buy on behalf of our clients
to be prepared for carbon, we must be as well.
That means that we have to see the bigger picture.
Investment is not some academic exercise that
exists on a different level to the companies we
invest in or the people for whom we are investing.
We need to have as much information as possible on the world in
which we are investing and the world in which those investments will
have to perform in future, as well as on individual companies or assets
themselves. This goes far beyond the financial data on which many
investors have relied for so long. We want to know about the ESG
issues that are involved as well.
We have developed a range of tools to help inform our investment
decisions such as our ESG Dashboard and ESG Portfolio Monitor, as
well as research carried out by individual departments and outside
providers. As the quality and quantity of carbon data improve, it
becomes easier to work out which issues are important to particular
companies, sectors, geographies and asset classes.
Despite the uncertainties, there are some things that we can
be more certain about. Companies dependent on fossil fuels for their
profitability are very likely to find it increasingly difficult to do business
and those that are less dependent will be better placed. In addition,
those companies that provide low-carbon goods and services will
be at a long-term advantage.

There will be opportunities both in companies that are disrupting
the fossil fuel economy to provide low-carbon solutions and also
in “old economy” companies that are cheap because they are
laggards but which have the ability to change their ways with
the right encouragement.

We consider it our right and responsibility
as investors to advise companies on how they
can make themselves more robust to ensure their
future returns. That is why we don’t favour the
blanket divestment out of certain sectors that
some investors have adopted. If you sell, you lose
the opportunity to effect change at a company.
Instead, we are passionate advocates of engaging with the companies
we invest in, as well as with regulators, policymakers, civil society and
other stakeholders. Integrating and engaging on issues such as carbon
risk improves returns to shareholders and helps to make the companies
we invest in more robust for the long-term.
Carbon risk is here and it is not going away any time soon. As investors,
we have a responsibility to tackle it effectively.
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Excellence. Responsibility. Innovation.

Hermes Investment Management
Hermes Investment Management is focused on delivering superior,
sustainable, risk-adjusted returns – responsibly.
Hermes aims to deliver long-term outperformance through active
management. Our investment professionals manage equity, fixed
income, real estate and alternative portfolios on behalf of a global
clientele of institutions and wholesale investors. We are also one of
the market leaders in responsible investment advisory services.

Our investment solutions include:
Private markets
International real estate, pooled funds, segregated mandates,
UK commercial real estate, UK commercial real estate debt, UK private
rental sector real estate, infrastructure and private equity
High active share equities
Asia, global emerging markets, Europe, global, and small and mid cap
Specialist fixed income
Absolute return credit, global high yield bonds, multi strategy credit,
UK government bonds, and UK and global inflation-linked bonds
Multi asset
Multi asset inflation
Responsible Investment Services
Corporate engagement, intelligent voting and public policy
engagement

Offices
London | New York | Singapore

Contact information
Business Development
United Kingdom

+44 (0)20 7680 2121

Africa

+44 (0)20 7680 2205

Asia Pacific

+65 6808 5858

Australia
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Canada

+44 (0)20 7680 2136

Europe

+44 (0)20 7680 2121

Middle East

+44 (0)20 7680 2205

United States

+44 (0)20 7680 2136

Enquiries marketing@hermes-investment.com
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