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Abstract

This paper considers the extent, and resolution, of agency conflicts in applying the
Environment, Social and Governance (ESG) criteria and associated gatekeeping
expectations to mutual funds. Drawing on the agency theory, the paper demonstrates
that the manifestation of principal-agent and principal-principal-agent conflicts can
erode mutual funds’ gatekeeping role encapsulated in ESG. Agency conflicts can be
resolved by clear definitions of ESG in investment objectives, chief sustainability
officer roles, investment diversification and categorisation, credible assurance ser-
vices and investor education.
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1. Introduction

This paper proposes solutions to agency conflicts in applying Environment, Social
and Governance (ESG) criteria to mutual funds which, in contrast to hedge funds,!
are less likely to engage with investee companies on ESG issues.? As a broad term
for investment strategies underlining the governance structures of businesses and
environmental and social impacts of their products or practices,’ ESG refers to ‘impact
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investing, sustainability investing and community investing, among other nomencla-
tures, [that] support the environmental issues, human rights, fair labour practices,
sustainable consumption and community involvement’.* In striving to align financial
interests with non-financial and ethical considerations, ESG reflects the investor per-
spective of corporate social responsibility (CSR),> a broader umbrella term.® Like
CSR, ESG embeds gatekeeper responsibility of ‘private parties who are able to dis-
rupt misconduct by withholding their cooperation from wrongdoers’.” The leverage-
based gatekeeper responsibility ‘arises from an organisation’s ability to influence the
actions of other actors through its relationships, regardless of whether the impacts
of those other actors’ actions can be traced to the organization’. 8As institutional
investors, mutual funds are not disconnected from CSR expectations whether they
are “sustainable funds” or “conventional funds” in Nofsinger and Varma’s
classification.’

Nonetheless, pluralistic ownership, governance and operational structures involv-
ing complexities of stakeholder relationships and expectations (see Figure 1) are
particularly challenging to mutual funds’ integration of ESG. As a common pool of
money for investment by professional management,'® mutual funds are susceptible
to varying stakeholder interests and potential agency conflicts. Conflicts may arise
between investors” ESG interests and mutual funds’ value maximization goals.!!

Regulation-related agency conflicts are not farfetched. Since linkages exist between
regulatory backgrounds and the agency problem, the growing, uncoordinated, regula-
tory attention on ESG can create or aggravate conflicts.!? In the UK, for example,
ESG-related provisions for mutual funds in the Companies Act 2006, Stewardship
Code, Principles for Responsible Investment and Corporate Governance Code can be
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more polarising than clear. Similarly, specific directions in the ‘Guiding Principles
on design, delivery and disclosure of ESG and sustainable investment funds’ apply
alongside the Principles for Businesses, Open-Ended Investment Company Regula-
tions, Collective Investment Schemes Sourcebook and Senior Management Arrange-
ments, Systems and Controls.!?

EU regulations are another example of ESG-related agency conflicts as shown by
the Sustainability-Related Disclosure Regulation (SFDR) 2019, Taxonomy Regula-
tion 2020 and, more specifically, Undertakings for Collective Investment in Transfer-
able Securities (UCITS) Commission Delegated Directive 2021 drafted in
collaboration with European Securities and Markets Authority. While identifying
conflicts of interests is a goal of UCITS Commission Directive 2010/43 as amended
by the UCITS Commission Delegated Directive 2021, neither instrument provides
satisfactory solutions to the agency problem in integrating ESG in mutual funds’
investment processes. In going further than the SFDR’s disclosure approach by requir-
ing fund managers to incorporate principal adverse impacts in due diligence pro-
cesses, the Delegated Directive!* raises questions about how this interacts with asset
managers’ duty to act in clients’ best interest. Given their fiduciary duties, fund

13 FCA, Guiding Principles on Design, Delivery and Disclosure of ESG and Sustainable Investment
Funds (2021), https://www.fca.org.uk/news/news-stories/guiding-principles-on-design-delivery-
disclosure-esg-sustainable-investment-funds.
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EU as regards the sustainability risks and sustainability factors to be taken into account for Undertakings
for Collective Investment in Transferable Securities (UCITS) [2021] OIL L 277/141 (Delegated
Directive 2021) Art. 5a (7).
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managers need to invest assets in ways they believe will achieve the investment objec-
tives but if sustainability or ESG criteria are not specified in investment policies, best
interests may be associated with financial best interest.

While these regulatory developments are welcome, potential agency problems in
integrating ESG have not been addressed. There is also the question of clarity of the
meanings and contents of ESG factors since the mutual funds’ capability to effectively
undertake ESG-related gatekeeping roles may depend on their stakeholders’ under-
standing and expectations which may, in turn, be influenced by those stakeholders’
pluralist institutional environments and values. For example, investors’ avoidance of
managers with ‘foreign-sounding names’'* can be due to deliberate or unconscious
attribution and differentiation of values. Are primary investors’ “social preferences”
easily followed by mutual funds?'® Is the exclusion of certain sectors and insistence
on certain norms agreeable to all investors? If ESG-orientated activist investors are
“governance intermediaries”!” and “sustainable capitalists”'® and, as Figure 1 shows,
mutual funds are confronted by variegated layers of stakeholders (principals) in mul-
tiple jurisdictions who adhere to diverse values, their understanding of ESG-related
gatekeeping roles may be laboured. As indicated in the paragraph below, answers to
questions surrounding mutual funds’ understanding of ESG may depend on view-
points shaped by their stakeholders’ legal, cultural and institutional environment and
agency conflicts may ensue.

Given that “E” in ESG refers to impacts on, and interaction with, the natural envi-
ronment, what are the standards for classifying economic activities as environmentally
sustainable? Must activities, for instance, contribute to climate change mitigation or
pollution prevention and control? Are businesses expected to address physical risks
such as biodiversity loss and extreme weather events and does their responsibility
include risks linked to transitioning to a low-carbon economy such as shifting to new
technologies that reduce renewable energy prices and demand for fossil fuels?'® Fur-
thermore, as “S” in ESG indicates social factors such as risks to society from eco-
nomic activities and contributions of economic actors, from whose perspective is the
relevant “society” determined? If “S-related risks” include, for example, violations
of stakeholders’ human rights, gender or ethnicity-based discrimination in recruiting
or promoting employees or failing to monitor payment of living wages by suppliers
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MUTUAL FUNDS, ESG AND GATEKEEPER RESPONSIBILITY [2025] EBLR 79

and contractors,”® on what basis can businesses assess the existence of applicable
standards? Would contributions to society’s objectives include investments on tack-
ling inequality and fostering social cohesion, social integration and labour relations?*!
Finally, if “G” in ESG concerns investments in businesses with sound management
structures, tax compliance, staff remuneration and employee relations, are good cor-
porate governance practices easy to determine knowing, for example, that such struc-
tures and stakeholder viewpoints may be context-specific.??

While these questions are arguably not peculiar and may apply, for example, to
transnational businesses across sectors, the interplay of stakeholder relationships and
governance and operational structures in mutual funds presents unique difficulties.
The UK Supreme Court’s description of ESG-based investment (“ethical investment”)
as ‘an investment made not, or not entirely, for commercial reasons but in the belief
that social, environmental, political or moral considerations make it, or also make
it, appropriate’® for example, defined neither the holder of the “belief” nor the
grounds for and “appropriateness” of non-commercial “considerations”. Moreover,
is “investment” the first level investment in mutual funds or subsequent investments
by those funds in other businesses? To what extent should mutual fund managers have
regard to the first-level investors’ beliefs and non-commercial considerations or the
managers’ own values system? These are budding foundations of agency conflicts.

The lack of a universally inclusive and investor sensitive definition of ESG and its
principles is particularly problematic in profit-maximising mutual funds with multiple
principals and a set of agents interfacing between the corporate entity and investors.
In the circumstances, agency conflicts triggered by pluralism can arise firstly from
the perspective of institutional investors as corporate entities furthering CSR through
ESG.* Institutional investors are meant to deliver profits to their own investors and,
in doing so, may need to diversify investments across sectors and jurisdictions with
potentially multiple values systems and interpretations of ESG criteria. Retail inves-
tors in mutual funds and other institutional investors may have their own personal
values underpinned by cultural, religious and other orientations in their jurisdictions
of residence or origin which, in relation to integration of ESG, suggest that retail
investors can constitute heterogenous principals with divergent interests.

This paper’s distinct contributions to scholarship therefore include conceptual
clarifications to strengthen ESG as a theoretical construct with practical conse-
quences. We consider how “resonance dilemma” described in human rights literature
as ‘ideas and practice need to resonate with existing value systems in order to be
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accepted’ exists in transposition of ESG to mutual funds.?> Methodologically, we
draw on the agency theory to link ESG to the principal-agent (PAP) and principal-
principal-agent (PPAP) conflicts and thereby extend the traditional financial interest
focused analysis. While research has been undertaken on PPAP between shareholders
and debenture holders, dominant and minority shareholders, and insurance compa-
nies’ shareholders and policyholders and banks’ dual role as creditors and
shareholders,?® we are unaware of works on ESG-related agency problems in mutual
funds. Expanding on existing solutions for addressing the agency problem internally
including through boards of directors and monitoring by large shareholders and exter-
nally including by facilitating market competition in products and services, we show
that fiduciary duties and chief sustainability officers (CSOs) are relevant internal
corporate governance mechanisms in mutual funds while external assurance services
can bridge information asymmetries between fund managers as agents and investors
as principals.?’

This paper continues by tracing the origin of ESG and demonstrating how it pre-
sents a resonance dilemma. It utilizes the agency theory for conceptualising chal-
lenges arising from mutual funds’ ownership and operational structures and primacy
of financial returns in investment objectives. It shows that traditional PAP is presented
in the integration of ESG in mutual funds’ investment processes, their engagement
with investee companies and operationalization of their managers’ fiduciary duties
while PPAP is particularly possible in ESG-related investor activism. Before conclud-
ing, the paper demonstrates that agency conflicts can be resolved by providing clear
definitions of ESG in investment objectives, creating CSO roles, diversifying and
categorising investments, and improving assurance services and investor education.

2. ESG, Resonance Dilemma and Agency Problem

Financial interest is a motivation for investment in mutual funds. Reflecting a mutual
relationship between investors and professionally managed financial institutions,
“mutual fund” enables small investors to participate in the recent rapid growth of
capital markets.?® The basis is pooling money from large numbers of investors to be
managed and invested according to the investment objectives by an external
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2019).

26 Rafael La Porta et al, Agency Problems and Dividend Policies Around the World 55 Journal of
Finance, 1, 6 (2000).

27 Michael Young et al, Corporate Governance in Emerging Economies: A Review of The Principal-
Principal Perspective 45 Journal of Management Studies, 196, 200 (2008).

28 Mohammed K Alshaleel, Regulation and Governance of Mutual Funds: United Kingdom and
United States of America Perspectives on Investor Protection, 18 (Routledge, 2022).
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professional management with the expertise, resources and experience.? Managers
invest the fund’s assets according to its objectives, which the investors accept upon
buying shares/units.

Diversification, which mitigates investment risks by spreading them over several
investments and across markets, demonstrates the preeminent role of financial con-
siderations in mutual funds’ establishment and attractiveness to investors. To diver-
sify portfolios, mutual funds generally invest in equities, bonds, derivatives, deposits
and near-cash assets, short-term money market instruments, or a mix of these invest-
ments.’! Diversified portfolios limit risks for investors by ensuring that sudden
changes in any sector do not substantially alter the fund’s financial security and
worth.?? Mutual funds offer liquidity, by standing ready to redeem their shares at net
asset value and are usually subject to extensive regulations due to the mostly retail
investor profile.>* Mutual funds distinctively combine these benefits in one vehicle
for investors in comparison to financial institutions such as hedge funds and pension
funds.

While some funds aim to increase the value of invested amounts (growth funds),
others provide investors with regular income through dividends (fixed-income
funds).* Investors consider how their personal goals are matched by the fundamental
aims in the funds’ investment objectives which indicate the type of assets forming
the main part of the investment portfolio.*® For instance, money market funds manag-
ers invest in short-term debt securities such as commercial paper and treasury bills
and cannot purchase long-term maturity instruments in breach of the objectives.*

As both a pool of funds by (primary) investors and (second-level) investors in their
own right in other businesses, mutual funds are a type of institutional investors that
are increasingly expected to integrate ESG although not originally targeted by the
notion.’” The emergence of ESG can be traced to the conceptualisation of socially
responsible investment (SRI) which in turn originated from “ethical investment”
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although all three are used interchangeably.’® SRI, rebranded as ESG when corporate
governance factors were added in the late 1990s and early 2000s, reflects investors’
intention to conciliate personal ethics and investment against the backdrop of a range
of social, environmental and economic issues.*® Its definitions commonly emphasise
on integrating investors’ financial needs with social responsibilities. Globally, SRI
gained prominence through the Principles for Responsible Investment formulated by
the UN Environment Programme and UN Global Compact. Although initially
designed for institutional investors and asset management companies, other entities,
including mutual funds, can commit to the principles.

Nonetheless, ESG factors and financial returns are not necessarily in alignment
thereby potentially triggering conflicts between market participants. Like human
rights which need to be ‘translated, redefined and adapted to the new circumstances’*
in a ‘process [that] may lead to a departure from the original intended meaning’,*
the integration of ESG in mutual funds is far from clear and causes a resonance
dilemma. As shown above, mutual funds’ stakeholders include their primary indi-
vidual and institutional investors, fund managers and second-level investee busi-
nesses, potentially creating mutually exclusive tripartite levels of interaction that are
not easily ignored. Even within each stakeholder class, particularly primary investors
and investee businesses, disparities may exist in understanding of the meaning and
content of ESG factors. What options are then available to mutual funds as gatekeep-
ers? How can ESG enable financial goals for which mutual funds are primarily estab-
lished? Do investors signal interest in ESG by investing, and continuing to invest, in
mutual funds? Is ESG consistent with the fund managers’ fiduciary duties? Are the
managers competent to integrate ESG considerations in investment decisions?

Foie gras® illustrates the pertinence of these questions as a meat production and
consumption issue in the wider sustainability discourse that includes ESG.* While
foie gras is an ESG issue for some investors* other market participants, including
fund managers, may have different views even when animal welfare*’ concerns exist.
Consumption alongside the associated food systems is increasingly being linked to
climate change and environmental sustainability with debates around necessities and
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luxuries captured as ‘objective needs versus subjective desires’.* In this context, foie
gras is challenging since ‘[m]eat has gained vast cultural, ideological, and emotional
significance over time’ and ‘has satisfied needs well beyond nutrition across cul-
tures..., to perform activities valuable to oneself (e.g., cooking meals containing meat
for the family); and ... to be part of a community, (e.g., involving social food tradi-
tions or social eating where meat plays a central role)’*’ Foie gras is therefore a
particularly emotive issue that cannot be separated from its consumption’s sociocul-
tural context.*

This presents a resonance dilemma, perhaps captured below by Vivek Ramas-
wamy, Strive Asset Management’s executive chairman:

If you’re an owner of capital and you want, with your money, to tell companies
to pursue environmental agendas or social agendas, it is a free country and you
are certainly free to invest your money accordingly. But the problem that I see
is a different one. Where large asset managers... are using the money of every-
day citizens to vote their shares and advocate for policies in corporate... board-
rooms that most of those owners of capital did not want to advance with their
money.*

This statement hints at an “agency problem” in integrating ESG in mutual funds’
investment processes due to the separation of “ownership” and “management”.
Broadly, an agency problem arises when the wellbeing of a party (“principal”)
depends on the actions of another (“agent™).*® The classical agency theory — developed
by Jensen and Meckling — argues that the agent’s decisions are expected to further
the principal’s interests. PAP lies in encouraging the agent to act in the principal’s
interest rather than in the agent’s own interest. As PAP is a feature of corporate enti-
ties with diversified ownership and independent management, its relevance to mutual
funds and implications for integrating ESG are undeniable.’!

Generally, the main organizational structures are the corporate form, where mutual
funds are separate entities, and the contractual form or trust structure, where they are

46 Alan Mathios et al, Journal of Consumer Policy’s 40th Anniversary Conference: A Forward
Looking Consumer Policy Research Agenda 43 Journal of Consumer Policy, 1, 3 (2020); Doris Fuchs
et al, 4 Corridors And Power-Oriented Perspective On Energy-Service Demand And Needs Satisfaction
17 Sustainability: Science, Practice and Policy 162, 167 (2021).
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619, 622 (2022).
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established as trusts managed by trustees for investors’ benefit.>? In the UK, mutual
funds are typically open-ended vehicles either as Unit Trust of the trust form or Open-
Ended Investment Company (OEIC) of the corporate form. While these vehicles are
collective investment schemes, a wider term that also includes investment trusts, they
are regarded as mutual funds (Figure 2).%* In Unit Trusts, unitholders are the owners
of the deposited property>* and the manager and trustee are fiduciaries. Due to their
separate legal personality, OEICs’ sharcholders are not the owners of the property
forming the fund’s subject matter. Constituted under instruments of incorporation,
OEICs are operated by an authorized corporate director (ACD), or board of directors,
that makes investment decisions and a depositary in a similar role to unit trust trustee
(supervision of fund manager). In USA,* where mutual funds are structured as cor-
porate entities with boards of directors that supervise their operations and review
contracts of investment advisers and other service providers. Like UK funds, US
mutual funds do not employ managers, directors and other workers, alongside exter-
nal service providers.’’ Rather, they are externally managed by investment advisers
contracted to operate their investments. Mutual funds’ organizational structures can
therefore trigger agency conflicts and, for ESG, these are twofold: PAP and PPAP.

2.1. PAP

The separation of ownership and management/control existing in unit trusts and OEIC
schemes can create conflicts of interest between the management and investors. As
Figure 2 shows, the manager/ACD and the trustee/depositary must be separate cor-
porate bodies from the fund and from each other.’® Consequently, mutual funds use
only external service providers as fund managers. The managers owe duties to the
fund and to their own corporate entity and may seek to acquire the highest possible
earnings for the latter.”® How does this work in the integration of ESG?

2.1.1. ESG Integration

ESG can be a factor for mutual funds at the point of initial investment and as a con-
tinuing concern throughout the life of that and subsequent investments in investee
companies. Integration is the systematic and explicit inclusion of ESG opportunities
and risks in investment analysis and decisions. It is the recognition in investment

2 Anna Sergeeva, Collective Investment Schemes Regulations 1 3a Scientific journal NRU ITMO
1, 3 (2009).

3 Ibid.

3% Charles v. Federal Commission of Taxation (1954) 90 C.L.R. 598 at 609.

3 Tom Cornick, UK Introduces Open-Ended Investment Companies 29 Int’l Fin. L. Rev 29,
31(1997).

¢ Investment Company Act of 1940, s.7 (a) and s.10 (a).

37 Mohammed K Alshaleel, Undertakings for the Collective Investment in Transferable Securities
Directive V: Increased Protection for Investors 13 European Company Law 14, 16 (2016).

% UK Financial Services and Markets Act 2000, sections 243 (4), (5)(a), (b) and (7)).

% Haslem, 43 supra. n. 31.
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Figure 2. Mutual Funds’ Structure and Operation

policies that ESG factors may impact portfolio performance since mutual funds,
alongside pension funds,* insurance companies, hedge funds and other large business
organizations, are institutional investors constituted of primary investors. In contrast
to retail investors and other investors, institutional investors” domination of the equity
market suggests a crucial role in influencing investee companies’ decisions and dem-
onstrating CSR commitments through ESG.%!

The ESG integration process includes pre-investment (due diligence) and invest-
ment decision phases.®* In the pre-investment phase, fund managers undertake ESG
analyses of target investee companies alongside conventional financial due diligence
by, for instance, issuing questionnaires to identify or confirm material ESG-related
issues. Although fund managers can freely select target companies irrespective of
ESG due diligence results, the information gathered facilitates investment decisions
in the second phase.

A continuing commitment to ESG by mutual funds and other institutional investors
through activism and investments screening is facilitated by three distinctive features.
First, since institutional investors typically manage large pools of assets, they can
influence changes in investee companies in which they tend to hold substantial equity

% CFA Institute, Environmental, Social, and Governance Issues in Investing: A Guide for Investment
Professionals (2015) https://www.cfainstitute.org/-/media/documents/article/position-paper/esg-issues-
in-investing-a-guide-for-investment-professionals.ashx.

o1 Scott Hirst, Social Responsibility Resolutions 43 Journal of Corporation Law 1 (2017).

%2 OECD, ESG Investing: Practices, Progress and Challenges (OECD Paris, 2020) https://www.
oecd.org/finance/ESG-Investing-Practices-Progress-Challenges.pdf.
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stakes.® Second, they can command regulators’ attention or undertake political lob-
bying for market reforms. Third, institutional investors invest on others’ behalf and
discharging their legal or fiduciary duty to invest in those investors’ best interests
may require them to be active.** Following concerns about the financial impact of
fund managers’ unwillingness to actively engage with investee companies on issues
such as strategy and corporate and personnel performance, Myners Report (2001)
notably encouraged attempts at promoting institutional investors’ shareholder activ-
ism.® A surge in such activism is partly due to the Institutional Shareholders’ Com-
mittee Code, a voluntary statement of principles Myners Report recommended.®

Given their growing stock ownership, mutual funds can exert influence on inves-
tee companies’ consideration of ESG factors. As discussed below, there are — never-
theless — questions surrounding fund managers’ engagement with investee companies,
their fiduciary duties and existence of multiple principals when ESG factors are being
considered.

2.1.2.  ESG Engagement with Investee Companies

Engagement involves mutual funds exercising their power as shareholders to influ-
ence investee companies’ performance of some ESG criteria and includes voting,
one-on-one interactions and filing shareholder proposals.®” Mutual funds may have a
vested interest in seeing investee companies proactively address material ESG issues
affecting short and long-term value since ESG performance can be linked to risk
mitigation and returns maximisation.®® For example, since mutual funds’ concern with
liquidity is due to the investors’ right to redeem shares at net asset value upon demand,
investee companies’ poor performances can depress share prices and funds may then
encounter liquidity problems in selling their shareholdings.

Although engagement with investee companies is crucial for protecting the primary
investors’ interest, mutual funds’ willingness to act as active owners may depend on
their objectives. Growth funds and other funds with long-term investment objectives
may engage more with investee companies than money market funds and others with
short-term investment goals. While voting rights are a powerful tool for influencing
investee companies, mutual funds are not well-known active voters as revealed by a
voting behaviour study of 212,620 decisions of 1,794 funds in 1,047 shareholder

% Devon Reynolds & David Ciplet, Transforming Socially Responsible Investment: Lessons from
Environmental Justice 183 Journal of Business Ethics 53, 55 (2023).

% Andrew Johnston & Paige Morrow, Fiduciary Duties of European Institutional Investors Legal
Analysis and Policy Recommendations, University of Oslo Faculty of Law Research Paper No. 2016-04
(2016) https://ssrn.com/abstract=2783346.

% Myners Report, Institutional Investment in the United Kingdom: A Review (2001), https://
webarchive.nationalarchives.gov.uk/ukgwa/+/http:/www.hm-treasury.gov.uk/media/1/6/31.pdf.

% Brian Cheffins, The Stewardship Code’s Achilles’ Heel 73 Modern Law Review 1004, 1006
(2010).

7 Hirst, supra. n. 61.

 Gunnar Friede et al, ESG and Financial Performance: Aggregated Evidence from More than 2000
Empirical Studies 5 Journal of Sustainable Finance & Investment 210, 213 (2015).
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proposals. The study found that mutual funds are less likely than other shareholders
to vote for shareholder proposals and would prefer supporting wealth-increasing
shareholder proposals to other proposals.®” Mutual funds’ unwillingness to vote or
engage with investee companies can be contrasted with the more active approach of
hedge funds that commonly take up concentrated shareholdings in struggling com-
panies and use their voting powers to influence changes in investee companies.”

Arguably, an activist shareholder approach to investee companies by mutual funds
is confronted by three barriers. First, their investments in individual companies are
inevitably relatively small due to regulations favouring diversification and discourag-
ing concentrated ownership. The diversified nature of their investments provides
little room for mutual funds to be large shareholders and utilize monitoring as a tool
for addressing PAP.”' Second, unlike mutual fund managers, hedge fund managers
typically receive specific percentages, usually 20 to 25 percent, of portfolio growth
they generate and therefore are incentivised to increase their shareholdings’ value.”
As mutual fund managers’ management fees are usually significantly lower, they
benefit from good performance only by increasing fund assets and are less likely to
engage with investee companies.”

Voting process costs in time, resources and expertise is the third impediment to
mutual funds’ engagement with investee companies. The costs of researching each
voting agenda item may be substantial, especially for small and mid-sized mutual
funds, and explain why some use proxy firms’ services, such as Institutional Share-
holder Services, to vote at investee companies’ shareholder meetings.” In addition
to the gatekeeping concerns this raises, the manner voting rights are exercised can
have a bearing on fiduciary duties.

2.1.3.  Fiduciary Duties

Arguably, the extent mutual fund managers are permitted or required to consider ESG
factors while discharging their duties is equally demonstrative of the agency problem
in the relationship between the managers and primary investors. As suggested by
studies on CSR activities as manifestations of the agency problem, the relevance of
ESG in investment decisions presents an agency problem due to wealth deterioration
as a potential outcome.” The studies, including Friedman who asserted that managers

% Morgan et al, supra. n. 2.
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50 Journal of Financial Intermediation, 1, 9 (2022).
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should run businesses in accordance with shareholders’ desire for wealth maximisa-
tion, have been heavily influenced by traditional interpretations of managers’ fiduci-
ary duties.”

Traditionally, managers owe fiduciary, contractual and regulatory duties to their
mutual funds and investors. An important interplay is that the underlying principles
of fiduciary duties largely influenced the regulatory framework for mutual funds that
have also helped to define the scope of common law duties.”” In USA, the 1940 Invest-
ment Company Act creates both general and specific fiduciary duties for mutual fund
investment managers and directors.” For example, section 36(b) imposes fiduciary
duties on the managers in relation to management fees. In England, unit trust manag-
ers and trustees have fiduciary duties and the stipulation in the Collective Investment
Schemes Sourcebook that unit trust managers’ duties and powers:

Are in addition to the powers and duties under the general law’implicitly refer-
ences fiduciary duties. Similarly, Regulation 35(2) of Open-Ended Investment
Companies Regulations 2001 confirm that OIECs scheme directors’ duty owed
“to the company (and the company alone)” as a separate legal person and not
to shareholders or investors ‘is enforceable in the same way as any other fidu-
ciary duty owed to a company by its directors.”

Mutual fund managers’ fiduciary obligations to act in the investors’ best interests
originated from an ethical or legal relationship of trust and confidence in which the
fiduciary acts in good faith for the principal’s benefit.** An English court®! confirmed
this backdrop in the specific case of investment management as being that fiduciaries
must always act solely in the beneficiaries’ best interests. In Pilmer, the court there-
fore held:

The fiduciary is under an obligation, without informed consent, not to promote
the personal interests of the fiduciary by making or pursuing a gain in circum-
stances in which there is ‘a conflict or a real or substantial possibility of a con-
flict’ between personal interests of the fiduciary and those to whom the duty is
owed.®

76 Milton Friedman, The Social Responsibility of Business Is to Increase Its Profits (New York
Time Magazine, 1970), 32, 35.
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ciary Duties of Directors 31 Review of Banking & Financial Law 265, 267 (2011).
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MUTUAL FUNDS, ESG AND GATEKEEPER RESPONSIBILITY [2025] EBLR 89

Since mutual fund managers are required to act in the primary investors’ (beneficia-
ries) best interests, this raises questions relating to the definition criteria for those
interests. Traditionally, investors’ “best interests” normally equate to their “best
financial interests”.®3 Although an English court® held that ethical factors could be a
tiebreaker in trustees’ duty to maximize financial returns, it may be difficult for fund
managers to determine whether ESG considerations are consistent with investors’
best financial interests.

The main implication of a “narrow” interpretation of investors’ best financial
interests is that fund managers, as fiduciaries, should not consider ESG factors in
investment decision-making because such non-commercial factors can put financial
returns at risk. Nonetheless, the incorporation of ESG in investment decisions as part
of fiduciary duties may be justified on two grounds. First, a growing body of empir-
ical research shows that ESG factors can have material impacts on the financial per-
formance of financial institutions and companies.®® These studies underline
substantial changes in the investment landscape in recent years and, to this extent,
leading to the widely accepted view that ESG factors are significant drivers of invest-
ment value. Bank of America Merrill Lynch concluded that ESG qualities provide
better signals of future earnings volatility than other measures. Managers’ failure to
consider ESG factors can also undermine confidence in mutual funds.

Second, as exemplified by the EU’s Shareholder Rights Directive II, Taxonomy
Regulation and SFDR and the UK Roadmap to Sustainable Investing, policy and
regulatory frameworks in some jurisdictions are adapting to integration of ESG. Bear-
ing in mind that the duty to exercise care and skill expected of reasonably competent
advisers ordinarily includes compliance with regulations,*’ the omission of ESG fac-
tors in investment decisions may suggest that fund managers have not discharged
their fiduciary duties.

A narrow interpretation of fiduciary duty, which constitutes a barrier to integration
of ESG factors, appears to have given way to an emerging view of ESG considerations
as not being inconsistent with fund managers’ fiduciary duties. While its original
formulation may have ethically targeted stakeholder effects rather than investment
returns, ESG investing can provide benefits in addressing risks and enhancing finan-
cial returns. Fund managers may, however, be unclear as to what is expected since
fiduciary duty is an evolving notion. This suggests that, while fiduciary duty itself
may not present an obstacle to integrating ESG factors in investment decisions by
fund managers, a lack of clarity can.

The consideration of ESG in investment decisions as part of fund managers’ fidu-
ciary duties is also applicable to the exercise of their voting rights as shareholders of
investee companies. Fiduciary duties require fund managers to vote in the primary

8 Cowan v Scargill [1985] Ch 270.

8 Harries v The Church Commissioners for England [1992] 1 WLR 1241.
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8 Van Ho & Alshaleel, supra. n. 35.
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investors’ best interests even if the managers have no incentives to encourage voting,
and influence investee companies’ decisions, on ESG matters. Whether fund manag-
ers should follow investors’ preferences when voting on ESG issues is, however, open
to debate. If fund managers are in a better position than investors to determine what
is in the latter’s best financial interests, investors’ preferences may be irrelevant. If
investors believe that certain actions can maximize the value of the fund’s portfolio
assets or reduce investment risks, arguably, fund managers should consider those
actions.®® Even then, there is the question of identifying investors’ preferences. Would
it be, for instance, the views of the majority or of a more vocal minority very much
interested in gatekeeping via ESG? This arguably raises another level of the agency
problem where an agent is confronted by potentially disparate views of multiple prin-
cipals with varying degrees of ESG-related activism (Figure 3), an issue which is
addressed next.

2.2. PPAP

In emphasising the need for contextual analysis, the organisational “open system”
approach shows that other forms of the agency problem exist in addition to the tradi-
tional PAP.¥ Unlike PAP, the principal-principal agent problem (PPAP) or “Agency
Problem II” occurs in corporate structures with concentrated ownership.’® PPAP arises
from self-serving and opportunistic behaviour of dominant or controlling principals
against the corporate entity’s interests or to the detriment of less powerful or minor-
ity principals.®! The possibility of “adversarial relationships” of this nature has been
examined mostly in jurisdictions with weak shareholder protection where family
businesses and other concentrated ownership structures operate with dominant share-
holders.”

2.2.1.  Activism and Multiple Investors

Notwithstanding a reasonable level of clarity of justifications for integrating ESG in
investment decisions, the primary investors’ role in urging or influencing fund man-
agers in that regard is less clearcut. Due to impreciseness of the wishes of investors
as principals resulting from inadequate activism or lack of coordination of voice, the
PPAP exists within mutual funds. Arguably, mutual fund investors may have similar

8 Hirst, supra. n. 61.

8 Ruth Aguilera Et Al, An Organizational Approach to Comparative Corporate Governance: Costs,
Contingencies and Complementarities 19 Organization Science 475, 477 (2008).
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tools for activism like retail investors. US shareholders,” for example, appeared to
have had an impact on some funds’ management while the UK does not have reported
instances of successful investor opposition to management decisions that require
investors’ approval.

As a conglomeration of actions by shareholders using equity stake to apply pres-
sure on boards of directors with the explicit intention of influencing corporate deci-
sions and practices,” sharcholder activism requires ‘proactive efforts to change firm
behaviour or governance rules’.*® To achieve goals ranging from short—term financial
returns to changes in corporate behaviour, activist shareholders utilize tools such as

% E.g., Navellier v. Sletten, 262 F.3d 923 (9th Cir. 2001.

% Maria Goranova & Lori Ryan, Shareholder Activism: A Multidisciplinary Review 40 Journal of
Management 1230, 1233 (2014).

% Bernard Black, Shareholder Activism and Corporate Governance in the United States in Peter
Newman (eds), The New Palgrave Dictionary of Economics and the Law (Springer, 1998).
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voting at annual general meetings, engaging in quiet diplomacy with investee com-
panies’ management by writing letters, lobbying other shareholders, undertaking press
campaigns, adopting focus lists and submitting shareholder proposals.*®

The exercise of voting rights is an important tool for shareholders’ voices to be
heard by directors and to protect their economic interests as investors.”” It is a useful
mechanism to stimulate corporate changes by providing opportunities for sharechold-
ers to weigh in on issues of wider concern. While companies may not always respond
to shareholder votes, research suggests that directors usually pay attention to voting
results and may even reflect those results in future decisions.”®

Shareholders can draw attention to ESG issues through shareholder proposals,
which is crucial for placing such issues on the schedule of companies. Filing share-
holder ESG proposals enables shareholders to formally submit recommendations for
action. For example, shareholder proposals, which gained prominence during the
largely successful anti-apartheid divestment movement of 1970s and 1980s, provided
a viable mechanism for initiating corporate actions, as opposed to only reacting to
management actions.” Undoubtedly, shareholder activism can pressurise the manage-
ment to integrate ESG in investment decisions, leading to a substantial increase in
shareholder proposals as an engagement instrument. Shareholder proposals filed
between 1999 and 2013 doubled to a total of 2,665.' Since shareholder proposals
can be withdrawn if companies undertake to act on issues raised, they can create a
sense of urgency in timelines for companies to respond and educate the sharcholder
community on emerging ESG issues. Interestingly, the Sustainable Investments Insti-
tute reported that a large proportion of ESG-related sharcholder proposals filed
between 2010 and 2018 were withdrawn, including 45 percent of proposed resolutions
in2018.1

Nonetheless, a likely impediment to ESG-related shareholder proposals is legal
pluralism arising from jurisdiction variable filing rules. For example, the provision
of some essential tools for shareholder intervention makes the UK a relatively more
institutionally supportive setting for shareholder activism than USA.'? One of the

% Hoffman Institute, Shareholder Activism: Standing up for Sustainability?(2018), https://luchoffmann
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factors for the considerable increase in shareholder activism in the UK in the last
decade is the Companies Act 2006, which aims at promoting effective shareholder
engagement and improving long-term performance and its Part 13 provisions for
proxy rules define the procedures for proposing resolutions for shareholder vote at
annual general meetings. The binding nature of votes on UK shareholder proposals
also makes them a more powerful tool for shareholders than the USA version. The
USA’s more restrictive Securities and Exchange Commission’s Rule 14A-8 suggests
a standardized approach to filing shareholder proposals by requiring that companies
must include shareholder proposals of no more than 500 words in proxy materials for
voting at shareholder meetings if shareholders own at least one percent (or $2,000 in
market value) of the voting shares for at least a year and the proposals are within one
of the 13 substantive bases for exclusion.!” While shareholders can submit single
proposals for inclusion in proxy materials at the company’s expense, the result of the
shareholder vote is usually non-binding.

Other factors suggest that, unlike in conventional businesses, investor engagement
with mutual fund managers may not be effective. While investors often choose funds
to lessen the burden of managing investments, their “right to exit”, which is unavail-
able to ordinary company shareholders, raises questions about the effectiveness of
investors’ voting rights and activism in making fund managers to integrate ESG in
investment decisions. As a key characteristic of mutual funds, the right to exit allows
investors to redeem their shares/units for cash on a net asset value basis without fac-
ing significant financial consequences.'®

An illustrative case is Yacktman, a claim by an investment adviser of two epony-
mous funds — Yacktman Fund (YF) and Yacktman Focused Fund — against YF’s board
of directors.'” Following disputed changes in investment preferences between Yack-
tman and the board, the independent directors declined the investment adviser’s
demand for their voluntary resignation. The board dismissed the investment adviser
and cancelled a special shareholders’ meeting the adviser called to remove and replace
the independent directors. While the claimant investment adviser and the independent
directors accused each other of impropriety in separate letters to sharcholders, most
of the shareholders opted to redeem their shares. YF’s assets valued at US$1.2 billion
in 1997 before the dispute had by 1999 declined to US$280 million.'* In effect,
around 64 percent of the sharecholders chose to redeem their investments rather than
engage with the disputed issues.

In addition to demonstrating that mutual fund investors may not exert influence
and prefer exit over activism, Yacktman suggests that retail investors may avoid inter-
action with the fund management and, as such, are more likely not to attend meetings

103 Securities and Exchange Commission, Procedural Requirements and Resubmission Thresholds
under Exchange Act Rule 14a-8: A Small Entity Compliance Guide (2020) https://www.sec.gov/corpfin/
procedural-requirements-resubmission-thresholds-guide.

104 Michael Brandl, Money, Banking, Financial Markets and Institutions, 470 (Cengage Learning,
2016).
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106 Alshaleel, supra n.28, 177.
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and exercise their voting rights. Although institutional investors can invest in mutual
funds, retail investors are often in the majority. In Europe, for example, around 75
percent of investments in UCITS are by retail investors.'’” By contrast, ordinary com-
pany shareholders may hold large blocks of shares enabling them to exercise voting
rights in a manner that affects corporate decisions, including on ESG. Since mutual
funds pool their assets from many investors, their shares/units are normally dispersed
widely, and individual investors may not hold large or sufficient shares/units to be
capable of influencing the fund’s investment and management decisions. In other
words, when many investors are entitled to vote, a single investor may not have
enough votes to influence voting results.

Despite the limited likelihood of investor activism, the business case for integrat-
ing ESG in mutual funds’ financial analyses and management decisions may suggest
possible investor interest in ESG factors and their impact on the funds’ financial
performance. A factor for investors’ effectiveness as drivers of ESG in mutual funds
—however — is what can be regarded as their social pluralism. Investors are confronted
by different social realities, including varying religious and cultural values which can
underpin ESG understandings and orientations. How can one define “social” in the
ESG for numerous dispersed retail investors? Can it reflect, for instance, each indi-
vidual investor’s perspective or the fund management’s viewpoint?

The debate around foie gras discussed above is illustrative. Another example is the
role of religious groups such as the Quakers and Methodists in establishing specific
ethical investment standards.'® In the 18" Century, John Wesley — the Methodist
Church founder — called on his followers to avoid harming one’s neighbours, self or
workers by profiting from businesses, such as alcohol, tobacco, dangerous chemicals
and gambling, which were considered immoral products and services.'” Originally
labelled “ethical investment”, the religious groups’ approach to investment, later
evolved to include a broader range of social, environmental and human rights issues
termed, as discussed above, “socially responsible investment”. Are religious values
not possible causes of agency conflicts?

3. Resolving Agency Problems for ESG

As originally conceptualized, the agency problem is associated with two kinds of
costs to ensure the agents’ actions are aligned with the principals’ interests. These
costs embedded in corporate governance mechanisms are the principals’ monitoring
costs of the agents’ behaviour and bonding costs agents incur to be assured of

107 European Commission, Greater Protection for Retail Investors: Commission Welcomes European

Parliament Adoption of Strengthened European Rules On UCITS, 2 (2014), http://europa.eu/rapid/press-
release STATEMENT-14-121 en.htm.
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Expectations 18 Business Ethics: A European Review 308, 310 (2009).
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and Ownership Structure 3 Financial Econ 305, 307(1976).
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promoting the principals’ interests. As long acknowledged, agency problems require
corporate governance mechanisms suitable for the business size and sector and, given
information asymmetries, limited investor engagement with fund managers and other
agency problems in integrating ESG, we offer suggestions (see Figure 4) for enhanc-
ing the visibility and integration of ESG in mutual funds.!® Our fivefold proposals
are reframing mutual funds’ investment objectives with explicit references to ESG
criteria and principles, CSO role, linking investment diversification to ESG integra-
tion, data assurance, and investor education to facilitate understanding and activism.

(a)  Investment Objectives

Commitments to ESG investing should be defined in mutual funds’ investment objec-
tives alongside the underlying factors. Since investment objectives prescribe what
fund managers can do and matters that must be considered,!!! there is limited flexibil-
ity to act outside the objectives or to consider extraneous factors.!'? A case-by-case
approach through investment objectives seems more helpful than relying on regulatory

1 Eugene Fama & Michael Jensen, Separation of Ownership and Control 26 Journal of Law and
Economics 301, 305 (1983).

1 Collective Investment Schemes Sourcebook (2021), COLL 6.2.16 (6).

12 Tbid, COLL 4.2.5.
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instruments which are unlikely to contain provisions that are precisely worded to
guarantee clarity of ESG commitments and applicable to all funds. This is useful for
addressing information asymmetry in principal-agent relationships, including between
mutual fund investors and managers, by frontloading precise meanings of ESG cri-
teria for them.

An example of a generally worded instrument that raises information asymmetry
concerns is the EU Sustainability-Related Disclosure Regulation 2019 (SFDR) Arti-
cle 11 which provides rules on how financial market participants, such as UCITS
management companies and financial advisors, should integrate ESG risks and oppor-
tunities as part of the duty to act in their clients’ best interests and, with varying dis-
closure requirements, categorizes products as mainstream, ‘promoting environmental
or social characteristics’ and promoting “sustainable investments”.!'> Article 6
requires products without specific ESG or sustainability-related objectives to make
sustainability risks disclosures. In investment advice or decision-making, Article 4
requires market participants and advisers to identify and publish information on how
they account for “sustainability risks” defined by Article 2(2) as ESG events or con-
ditions that have, or could have, impacted negatively on the investment value. The
integration of ESG in the mutual funds’ governance and processes is therefore not
well defined in SFDR.

Of similar effects are the UK Guiding Principles on Design, Delivery and Disclo-
sure of ESG and Sustainable Investment Funds which contain an overarching prin-
ciple and three supporting principles focusing on ESG design, delivery and disclosure.''*
Unlike SFDR which requires both entity and product-level disclosures, the Guiding
Principles operate at the product level targeting only mutual funds that make specific
ESG-related claims or integrate ESG considerations in mainstream investment pro-
cesses. Like SFDR, the Guiding Principles do not have definitive ESG provisions
with a sufficient degree of preciseness to tackle information asymmetries between
funds and investors.

Clarity of investment objectives is therefore necessary to ensure that fund manag-
ers are guided by ESG commitments defined for the fund as a corporate entity. To
provide transparency for both investors and managers, investment objectives should
outline how managers can apply ESG considerations and the data and sources for
evaluating ESG materiality. Otherwise, managers may be constrained in their con-
sideration of ESG factors and even deem it acceptable to buy and hold securities
regardless of their ESG impact and identifying the wishes of investors or a majority
of them will not be necessary. Even activist investors cannot complain of the direc-
tion of mutual funds if investment objectives spell out the rules of ESG engagement
in advance of investments.

113 Regulation (EU) 2019/2088 of the European Parliament and of The Council of 27 November
2019 on sustainability-related disclosures in the financial services sector [2019] OJL L 317/1 (Regulation
2019).
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() CSOs

Our second suggestion for resolving the agency problem and information asymmetry
issues associated with integrating ESG is the creation of chief sustainability officer
(CSO) roles in mutual funds’ governance and management structures for reconfigur-
ing strategies for delivering on ESG commitments. Due to divergence in nature and
methodology, the integration of ESG factors in normal financial risk management
processes may be challenging and require different sets of expertise. Since ‘/iJow a
governance structure will function depends in part on who populates its roles,” CSO
roles will create room for specialized assistance to fund managers in integrating ESG
principles and enhancing overall financial profile.!'> Fund managers, who usually
undertake financial risk management, utilising information from a range of sources
in assessing potential risks and establishing risk avoidance and mitigation policies,
as indicated by the Collective Investment Schemes Sourcebook and section 64(b) of
the 1940 Investment Company Act, for example, may need CSOs’ assistance.!'® CSOs
can contribute to identifying, quantifying, managing and responding to latent and
emerging ESG risks and integrating them in investment and business risk frameworks.!!?

In addition to facilitating effective integration of ESG in mutual funds, CSOs can
assist in addressing the PPAP. While representation of minority shareholders on
boards of directors is regarded as one of the solutions to PPAP and may seem analo-
gous to having representatives of minority investors in the mutual funds’ manage-
ment, this solution is inapplicable to such funds which are managed by professional
managers without the oversight of shareholder appointed boards of directors.!'® More-
over, as minority principals may, just like dominant principals, be driven by their own
self-centred interests, conflicts of interests in the composition of the board of directors
(or equivalent body) can weaken its effectiveness.'® Arguably, CSOs can represent
the interests of ESG conscious investors without being nominated by those investors.
Just like the expectations on independent directors on corporate boards in addressing
PPAP, the need for CSOs to protect their reputation is an incentive.!?

Furthermore, specialist CSO roles may be useful for keeping up with the speed of
changes in regulatory, stakeholder and business expectations. The ESG activities of
international standard-setting bodies, national legislators and industry-specific

15 Lewis A Kornhauser, Law as An Achievement of Governance 47 Journal of Legal Philosophy,
1, 5(2022).

116 Collective Investment Schemes Sourcebook (2021), COLL 5.6.16; Investment Company Act of
1940, s 64 (b).

7 Kathleen Miller Perkins & George Serafeim, Chief Sustainability Officers: Who Are They
and What Do They Do? in Michael Tushman, Ranjay Gulati & Rebecca Henderson (eds), Leading
Sustainable Change: An Organizational Perspective (Oxford University Press, 2016).

18 Anzhela Knyazeva, Diana Knyazeva & Ronald Masulis, The Supply of Corporate Directors and
Board Independence 26 Review of Financial Studies 1561, 1565 (2013).

119 Filippo Belloc, Law, Finance and Innovation: The Dark Side of Shareholder Protection 37 Cam-
bridge Journal of Economics 863, 866 (2013).

120 Sally Wheeler, Independent Directors and Corporate Governance 27 Australian Journal of
Corporate Law 168, 171 (2012).
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regulators reflect a dynamic external reality for mutual funds that CSOs can assist in
being abreast of changes. Since the need to adapt increases with the degree, pace,
volume and complexity of change, the explicit designation of qualified persons as
CSOs to champion the integration of ESG factors and assessment of related risks in
investment decisions is vital. Like ‘the ‘Chief Translation Officer’, [in] simplifying
complex ideas and communicating the correlation between risk, trust, growth and
cost’, CSOs can help to ensure compliance with the evolving and complex ESG
regulatory and stakeholder landscape and validate data for consistent application in
investment decision-making processes.'?!

Since compulsory legal requirements may be disproportionate, particularly for
small mutual funds, we suggest that funds should determine the creation of CSO roles
a self-regulatory basis taking into account their individual circumstances, including
organizational demography. A level of flexibility in regulatory expectation may mean
that mutual funds can decide to establish single person roles as CSOs or appoint an
ESG committee from their staff. Staff can be trained to acquire the necessary knowl-
edge, skills and expertise for assessing and managing ESG risks and establishing,
implementing and maintaining adequate internal control mechanisms acting indepen-
dently or as teams.

(c¢)  Diversification, Data Assurance and Categorisation

Diversification can also help in resolving agency problems associated with integrat-
ing ESG in mutual funds. Although fund managers may be required to spread invest-
ments across assets and sectors, ESG investing is largely concentrated in equities.
While the number and innovativeness of ESG-related products and services, such as
green bonds and sustainability-linked loans, have expanded in recent years, mutual
funds may not be inclined to widen their investment portfolios across asset classes. '
For example, about 68 percent of European ESG funds were directed to equities in
the last quarter of 2020 and US equities attracted about 90 percent of sustainable funds
flows.!2*

Other constraints include lack of standardized approaches and reliable investment
data for measuring ESG risks, including in terms of comparability.'** This may be
traced to the relatively undeveloped market for ESG data with a growing, but largely
unregulated, number of firms offering access to what was described as “largely

121 Andrew Lowe et al, The Rise of The Chief Sustainability Officer 8 Korn Ferry (2022), https://
www.kornferry.com/insights/featured-topics/people-planet-profit/the-rise-of-the-chief-sustainability-
officer.

122 Mascia Bedendo, Giacomo Nocera & Linus Siming, Greening the Financial Sector: Evidence
from Bank Green Bonds 188 Journal of Business Ethics, 259, 270 (2023).

123 Index Industry Association, Measurable Impact: Asset Managers on the Challenges and
Opportunities of ESG Investment (2021). http://www.indexindustry.org/wp-content/uploads/2021/07/
ITA_ESG-Main-Report-July-2021-vFINAL.pdf.

124 Nofsinger & Varma, supra. n. 9.
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worthless” data.'”> Moreover, are ratings systems clear in showing, for example, the
relative values of corporate responsibility and financial risks in ESG rankings of
products and businesses? The objectives of the ESG assurance system should be clear
to investors with an understanding that ‘/c/orporate responsibility and financial risk,
however, are not the same thing [and] [i]ndeed, they can be diametrically opposed.’.'*

Arguably, the classifications and data sources introduced by the EU Taxonomy
Regulation 2020, '?7 which supplements the SFDR requirements in requiring pre-
contractual and periodical transparency obligations, can assist fund managers in
understanding the ESG impact of investments and ameliorate associated agency
problems. In Article 7, the Regulation’s definition of “financial product”, which
embeds the SFDR provisions, distinguishes between financial products with environ-
mentally “sustainable investment” objective and those that promote environmental
characteristics. 8 For the third category of “other financial products”, information in
pre-contractual disclosures and periodic reports is accompanied by a statement that
‘[T]he investments underlying this financial product do not take into account the EU
criteria for environmentally sustainable investments’.'* The disclosure requirements
for the environmentally sustainable economic activities criteria may enable investors
to understand the proportion of investments in underlying financial products and the
degree of environmental sustainability.

Nonetheless, the Taxonomy Regulation has limited potential in resolving agency
problems in integrating ESG in mutual funds. In addition to its obvious geographical
limitation, the Regulation focuses on the environmental aspects of ESG and estab-
lishes a harmonized classification system for defining environmentally sustainable
economic activities with six objectives, including climate change mitigation and
climate change adaptation. To be designated as environmentally sustainable under
Article 9, economic activities must positively make a “substantial contribution” to at
least one of those objectives and not cause any significant harm to any of the others.'*
The Regulation is, however, unlikely to cover a broad range of potential issues, such
as foie gras, within the social and governance criteria of ESG.

Moreover, how does one identify “substantial contribution” or harm, who makes
the determination, from whose perspective should determinations be made, and what
are the consequences for inaccurate or improper classifications? While these are per-
tinent questions in the disclosure of ESG-related standards and activities, the EU
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Certifier Are Worthless, Analysis Shows (Guardian, 18 Jan 2023), https://www.theguardian.com/
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29 Sep 2022), https://www.nytimes.com/2022/09/29/opinion/esg-investing-responsibility.html.
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2019/2088 [2020] ojL L 198/13 (Regulation 2020).
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Commission noted that the Regulation is only to ‘guide market participants in their
investment decisions’ and ‘[t/here is no obligation for companies to be Taxonomy-
aligned and investors are free to choose what to invest in’."*' Considering that James
Hardie'?? and other cases of false and misleading ESG-related statements underline
the need for a framework for ensuring credibility and reliability, the Regulation does
not go far in addressing agency problems in integrating ESG in mutual funds’ invest-
ment processes. Clearer benchmarks for determining what, how and who to disclose
and consequences for disclosure are useful for investment processes and providing a
good picture for investors and other market actors. As we discuss next, effective dis-
closure can also be linked to investors’ financial education.

(d)  Investor Education

Financial education arguably plays a role in addressing some of agency problems in
integrating ESG in mutual funds’ investment processes. Although not mutual funds
or ESG specific, an apposite definition of financial education is:

The process by which financial consumers/investors improve their understand-
ing of financial products, concepts and risks and, through information, instruc-
tion and/or objective advice, develop the skills and confidence to become more
aware of financial risks and opportunities, to make informed choices, to know
where to go for help, and to take other effective actions to improve their finan-
cial well-being. 1**

In the first instance, as discussed above, retail investors, who are predominant in
mutual funds, may not have relevant financial and legal knowledge. Financial educa-
tion will assist retail investors to understand the nature and scope of the ESG criteria
and the potential operational and financial risks and impact. It can lead to greater
investor awareness of their latent role in influencing ESG considerations in invest-
ment decisions and facilitating a change from a simple “do good” mentality to utilis-
ing ESG for longer-term risk-adjusted returns. While cognitive biases and behavioural
inconsistency can create discrepancies between what investors say and do,'** financial
education helps by providing a picture of ESG criteria and what they entail for inves-
tors and society. Mutual fund investors largely “rely on simple signals” and, if “edu-
cated”, may understand diverse investment strategies, wide range of sustainable

B Questions and Answers: Taxonomy Climate Delegated Act and Amendments to Delegated Acts on
Fiduciary Duties, Investment and Insurance Advice (2021), https://ec.europa.eu/commission/presscorner/
detail/en/qanda_21 1805.

132 Australian Securities & Investments Commission v Hellicar & Ors [2012] HCA17; Shafron v
Australian Securities & Investments Commission [2012] HCA 18.

133 QOrganisation for Economic Co-operation and Development, Recommendation on Principles and
Good Practices for Financial Education and Awareness (2005), https://www.oecd.org/finance/financial-
education/35108560.pdf.

134 Richard Thaler, From Homo Economicus to Homo Sapiens 14 J. Econ. Perspect 133, 136 (2000).
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finance products and how they work, the need for ESG risk integration in investment
decisions, and financial decisions’ relevance and impact. Investors will be in a better
position to make informed choices.'*

Then, the questions are who should provide ESG-related financial education for
mutual fund investors, what does it involve, and how should it be undertaken? Regard-
ing “who” and “what”, mutual funds and their managers may be required to disclose
“certain matters” to investors to facilitate financial education by, among others,
explaining the meanings of ESG criteria and impact, providing information on invest-
ment standards and enabling comparative analysis of different funds, products and
sectors. The linkages between financial education and disclosure can be strengthened
by requiring filing obligations with regulatory and supervisory bodies to accompany
certain disclosures and attaching consequences for inaccurate or misleading ones.'*

The role of ESG rating agencies in financial education also needs to be considered.
Given the characteristics of mutual fund investors, streamlining rating systems can
assist investors in understanding the applicability of ESG criteria to certain funds and
enable them to engage effectively in comparative suitability analysis, for example, in
undertaking investment or adopting activist approaches. It can also protect investors
by tackling “greenwashing” by aligning reliable disclosure with credible rating stand-
ards, an important point with the growing demand for sustainability-related financial
products.'?

In relation to “how”, financial education can be promoted by requiring ESG dis-
closure, for example, in prospectuses, on websites and at regular intervals, and by
using technology to improve investor engagement. Mutual funds can be encouraged
to use online tools to enhance and tailor information to investors to enrich their expe-
rience in understanding ESG investing. Since investors are, for instance, increasingly
reliant on smartphone applications for obtaining financial data and managing invest-
ments, such applications can be used in providing ESG information. Electronic tools
such as infographics, pop-up information and interactive apps can enhance investors’
understanding of ESG materials and facilitate awareness of proxy voting and other
procedures and processes.

4. Conclusions

Despite the growing popularity of ESG investing, mutual funds seem to offer little in
terms of engagement and promotion within and outside the funds. While investors
and other market participants may be interested, ESG is not inextricably linked to the
primary goal of value maximisation in mutual fund investments. This paper applies

135 Ttzhak Ben-David et al, What do Mutual Fund Investors Really Care About? 35 The Review of
Financial Studies, 1723, 1760 (2022).

136 See the facts of Australian Securities & Investments Commission v Hellicar & Ors [2012] HCA
17 and Shafron v Australian Securities & Investments Commission [2012] HCA 18.
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the agency theory to conceptualize the existence of a resonance dilemma in the trans-
position of ESG to the ownership, governance and operational structures of profit-
orientated mutual funds. On the one hand, fund managers may at best perceive ESG
strategically due to the inherent profit elements in establishing and contributing to a
pool of funds for investment. On the other hand, some investors and even managers
may desire to promote ESG even if it requires the consideration of non-commercial
factors. The possibility of conflicts in the circumstances is not farfetched and, perhaps,
explains the relatively slow uptake of ESG by mutual funds.

This paper demonstrates that both the classic principal-agent-problem and princi-
pal-principal-agent conflicts can manifest in attempts to align mutual funds’ invest-
ment policies and processes to ESG. Notwithstanding challenges including the funds’
investment objectives, their undertaking of gatekeeping engagement with investee
companies, insufficient clarity regarding the scope of their managers’ fiduciary duties
and lack of steer for responding to ESG-related investor activism, existing regulations
display gaps in resolving potential agency conflicts. UK and EU instruments as illus-
trations show that uncoordinated regulatory interventions have not given sufficient
attention to agency problems in integrating ESG and may even cause agency conflicts.

This paper’s original suggestions for addressing agency conflicts in integrating
ESG in mutual funds include definitional clarity in investment objectives, diversify-
ing and categorising investments, provisions for CSOs in corporate governance struc-
tures, improved standards and credibility of assurance services, and investor education.
Given that the diversity of standards globally is both a source of complexity and a
constraint for mutual funds, a more coordinated international approach is useful in
providing greater clarity to the ESG criteria’s meaning and scope and robustness of
rating standards. The goal is to accelerate an enabling framework for mutual funds
to undertake social responsibilities through the instrumentality of ESG.



