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About us

Since the launch of
Stewart Investors first
product in 1988,
sustainable investment
has always been an
integral part of our
investment philosophy
and stock-picking
process. At the heart of
this philosophy is the
principle of stewardship.

We believe our job is to entrust our clients’ capital
to good quality companies with strong
management teams and sound long-term growth
prospects.

Each investment is a decision to purchase not a
piece of paper or an electronic Bloomberg ticker,
but part of a real business with all the rights and
responsibilities that go with this ‘share’ of the
ownership of the company. We take these rights
and responsibilities seriously. We also believe the
way we behave as investment professionals and
the role we play in the broader industry are
important for our own sustainability.

All the Stewart Investors’ investment strategies
strive to integrate environmental, social and
governance (ESG) considerations into every
investment decision. Our Sustainable Funds Group
takes this one step further by focusing on long-
term sustainable development as a key driver of
the investment process. We manage investment
strategies for clients through pooled funds, client
mandates and a UK-listed investment trust.

History

Stewart Investors traces its history back to the
Scottish American Investment Trust established in
Edinburgh in 1873. Stewart Ivory was formed in

1985 and the investment process, as it stands today,
was established in 1988. Stewart Ivory became part
of Commonwealth Bank of Australia (CBA) under
First State Investments (FSI) in 2000.

In 2012, the Asia Pacific/Global Emerging Markets
(GEM) team became First State Stewart, a stand-
alone boutique investment management business
within FSL.

In July 2015, the First State Stewart team split to
form two separate investment businesses: First
State Stewart Asia (based in Hong Kong) and
Stewart Investors (based in Edinburgh), both
semi-autonomous businesses within FSI. The
separation recognised the importance of working
as small dynamic investment groups.

On 2 August 2019 ownership of our business
transitioned from CBA to Mitsubishi UFJ Trust and
Banking Corporation, a wholly-owned subsidiary of
Mitsubishi UF] Financial Group, Inc. (MUFG).

On 22 September 2020 First State Investments
re-branded to First Sentier Investments.

At Stewart Investors we like small teams. They
help to cultivate a sense of belonging, collective
ownership and individual responsibility best
suited to our style of investing. We have two
investment teams: St Andrews Partners and the
Sustainable Funds Group. Both teams share the
same investment philosophy, which is based on
long-term investing in good-quality companies,
but each does things slightly differently when it
comes down to the details. This document explains
the investment strategy of the Sustainable Funds
Group.

As a team we have been managing explicit
sustainability portfolios since 2005. A combination
of a passionate interest on our part in sustainable
development, nearly two decades of experience in
Asian markets and a Swedish client who was
looking for funds with a greater sustainability
focus led to the launch of our first dedicated
sustainability strategy, the Stewart Investors Asia
Pacific Sustainability strategy.

15 years on we now manage dedicated
sustainability strategies investing in the Indian
Subcontinent, Global Emerging Markets and since
2012, Worldwide Sustainability strategies which
allow us to invest in companies anywhere in the
world in recognition of the fact that the
geographical distinction between emerging and
developed markets is increasingly blurred.
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Sustainable investment aim and philosophy

Investment aim

To generate long-term, risk-adjusted returns for
our clients by investing in the shares of high
quality companies that are particularly well
positioned to benefit from, and contribute to, the
sustainable development of the countries in
which they operate.

Investment philosophy

We seek to invest only in good quality companies.
We focus on the quality of management, franchise
and financials. By analysing the sustainable
development performance and positioning of
companies we can better measure less tangible
elements of quality and identify less obvious risks.

We are long-term investors. We strive to make
investment decisions with a minimum five-year
time horizon. We have an absolute return mind-set,
defining risk as losing client money, rather than
deviation from any benchmark index. We focus as
much on the potential downside of our investment
decisions as on the anticipated upside. The
identification of long-term sustainable development
risks thus becomes an extremely important way of
managing risk. In addition, our willingness to differ
substantially from index weightings, both country
and company, means we are not obliged to be
invested in any company or country if we have
particular sustainability concerns.

We also recognise there is no such thing as a
perfect company. We are active owners and
stewards of the companies in which we invest.
Although we do no formal negative screening, we
are unlikely to invest in companies operating in
high risk sectors, such as gambling and tobacco,
because of their poor long-term sustainable
development positioning.

Definition of sustainable investment

We invest in those companies we believe are
particularly well positioned to deliver positive
long-term returns in the face of the huge
sustainable development challenges facing all
countries today. Our emphasis is on sustainable
development and not ‘green, ‘clean tech’ or
‘ethical’ investing.

The root causes of the sustainable development
challenges we face are numerous and complex.
They include population pressure, land and water

scarcity and degradation, resource constraints,
income inequality, ethnic and gender inequalities
and extreme levels of poverty. In order to tackle
these challenges, both developed and developing
countries will have to shift from a resource-
intensive, consumption-driven, debt-dependent
model of development and growth towards a
more sustainable one.

Figure 1 illustrates what we mean by sustainable
development. On the x-axis (Human Development
Index (HDI)) is a measure of human development,
made up of inequality-adjusted metrics on income,
health and education. The higher its HDI, the more
‘developed’ a country is, with 0.7 considered the
threshold for high human development. As they
develop, countries improve their incomes, health
and education outcomes and move left to right on
the diagram.

However, in doing so they consume more resources.
This is measured on the y-axis (labelled Ecological
Footprint per capita (global hectares)), which shows
the per capita environmental impact each country
has. The horizontal line at around 1.9 on the chart
shows the globally sustainable level. As countries
get richer, more educated and healthier, they tend to
overshoot this level and consume an unsustainable
volume of natural resources.

The dots representing each country are coloured
according to their geographic region and scaled
relative to their population.

At present, humanity is using up natural
resources at a much faster rate than nature can
regenerate. The challenge for all societies is to
shift their development paths towards the
bottom right quadrant in Figure 1 - that is, high
human development with a sustainable
environmental footprint.

When we say that sustainable development is a
driver of our investment philosophy we mean we
take a bottom-up approach to finding and
investing in good quality companies that are well
positioned to contribute to, and benefit from,
sustainable development in the countries in
which they operate, be they developed or
developing. In doing so, these companies assist
the global move towards the bottom right hand
quadrant. We believe these companies face fewer




risks and are best placed to deliver long-term
growth in earnings and cash flows over time.

We have no proprietary models or ‘black boxes’
for assessing long-term sustainable development
positioning. There are no magic formulae we can
rely on. Instead, we analyse as broad a range of
quantitative and qualitative factors as possible.

Figure 1: Sustainable development

We passionately believe that sustainability is a
driver of returns, not a trade-off and in order to
deliver attractive long-term returns for our clients
we must fully integrate sustainability
opportunities and challenges into our analysis.
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Figure 2: Investment process

There are four key stages in our investment process:

Company classification

Sustainable goods and services, responsible finance or required infrastructure

Quality assessment

Quality of management Quality of franchise

Management * Social efficiency
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Attitude to risk
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Responsible
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* Impact on
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* Stress long-term
cash flows

Invest, monitor and engage

Step 1. Company classification

The first part of our investment process could be
described as starting with a blank sheet of paper
and trying to find high quality companies in
which to invest. Our search for quality companies
is heavily influenced by our thinking on the
sustainable development challenge outlined
above. We are not looking to ‘cover” the 50-odd
thousand listed companies, rather just looking to
find 30-70 attractive long-term investment ideas
for each of our clients” portfolios. We do not have
sector or country analysts; we are all generalists
and we are all charged with identifying good
quality companies to invest in.

We find it useful as a first step to classify potential
investment opportunities into one of the three
following categories:

1. Sustainable goods and services
2. Responsible finance
3. Required infrastructure

These categories are not used as screens; rather
they help us think more clearly about the long-
term sustainable positioning of different types of
businesses. Practically all companies will fall
into one of these categories, and we use them to
help define the critical sustainable development
issues we need to consider as part of our
fundamental analysis.




We seek out companies that:

* Provide food, beverages and consumer staples
that are positive for human health and
hygiene, affordable medicines and life-saving
treatments, and other products, technologies
and services that contribute to economic
development and human welfare and safety;

* Manufacture, sell and deliver products and
services efficiently and in ways that reduce
negative environmental and social impacts; and

e Stand to benefit as environmental and social
externalities are internalised.

Examples of such companies include Marico
(India: healthier foods that reduce the risk of
diabetes), CSL (Australia: vaccines and plasma
protein), Ain Holdings (Japan: pharmacies and
operator of drugstores), Kikkoman (Japan:
naturally fermented soy products, beverages and
seasonings) and Unilever (UK: producer of
consumer staples).

The financial sector has a vital role to play in
economic and social development. As well as
enabling individuals to save, borrow and invest for
the future, the sector provides capital and support
for enterprise. Accurately priced and equitable
insurance is also vital if individuals, families,
businesses and other organisations are to manage
risks and unpredictable events, and secure
property and assets. We look for responsible
finance companies that operate with trust and
understand their licence to operate. Specifically we
look for traditional savings and loans banks that
focus on patiently gathering deposits and
prudently lending them back to customers.

Examples of such companies include Kotak
Mahindra Bank (India), OCBC (Singapore), HDFC
(India) and Jack Henry & Associates (United States).

We seek out companies that provide the basic
building blocks and service infrastructure society
needs to function, develop and thrive. Such
companies may be involved in the provision of
water, energy, waste handling, housing,

transportation and logistics, or in the provision of
technologies that sustain these services within the
limitations of ecosystems. These limitations are
driving growth in lower carbon technologies and
energy efficiency, the provision and management
of fit-for-purpose water and sanitation and the
reduction and re-use of waste. Energy efficiency
and low carbon energy sources provide the same
services and growth-enabling capacity as
traditional suppliers without the same
environmental costs and constraints. Mining,
metals and industrial companies that operate
efficiently and demonstrate that they have earned
their licence to operate from local communities
also fit within this sector.

Examples of such companies include
Energiedienst (Switzerland: Production and
distribution of green electricity plus energy
efficiency services), Taiwan Semiconductor
(Taiwan: semiconductor and integrated circuit
manufacturer), ANSYS (United States:
engineering simulation and optimisation
software provider), Nippon Paint (Japan:
manufacturer of less environmentally hazardous
paint and coatings) and Rational (Germany:
Multifunction commercial cooking appliances).

We do not set out to invest in every clean or
green-themed technology, water or microfinance
company we come across, nor will we invest in a
company simply because it appears to be a leader
in sustainable development.

Step 2. Quality assessment

Perhaps the single most important step in our
investment process is to assess the overall quality
of each company. We aim to identify and invest in
those companies most likely to fulfil their long-
term sustainable development potential and avoid
those companies most likely to fall by the wayside
over time. Many companies that appear to be well
positioned in terms of their sustainable
development positioning can struggle to fulfil
their potential over time because they are
fundamentally poor quality businesses or are run
by poor quality management teams.

We are looking to identify 30-70 good quality
companies to which we can allocate our clients’
capital for the long-term. We assess three aspects
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of quality and analyse both qualitative and
quantitative factors in order to build a
comprehensive picture of a company’s
overall quality:

1. Quality of management
2. Quality of the franchise
3. Quality of the financials

Companies that meet our criteria are included on
our quality list. Typically there are 300 companies
on our quality lists at any point in time, and the
list evolves continually as we refine our views on
companies and build conviction.

We place particular emphasis on the quality of the
management team to whom we are entrusting our
clients’ capital. We spend a great deal of time
focusing on issues such as management integrity
and corporate governance, attitude to
environmental, social and governance (ESG)
issues, and the ability to develop and execute
successful long-term strategies. We also look for
evidence of innovation and the ability to adapt
and evolve businesses.

Long-term alignment between company
management and minority shareholders is very
important to us. We have a preference for simple
remuneration structures, recognising that the
very best managers often perform out of a sense
of purpose, or as our favourite Indian companies
refer to it, dharma.

Many modern management teams appear to have
lost all sense of purpose or dharma in their search
for short-term returns. We look for evidence of
dharma as a key long-term competitive
advantage.

Human capital performance is also critical and
indicators such as employee compensation,
employee turnover rates and safety records can be
particularly revealing.

To analyse the quality of a company’s franchise
we consider factors such as the brand and market
share, pricing power and competitive advantage.

In our sustainable development assessment we
also seek to answer three key questions:

1. Is the franchise socially useful?
2. Is the franchise environmentally efficient?

3. Does the company have responsible business
practices?

We analyse social usefulness because those
companies that have a high percentage of
products or services that are actually needed by
society are more likely to deliver less volatile
performance and will face fewer risks to their
licence to operate over time.

For example, it is possible to argue that consumer
companies whose sales are dominated by
products containing high levels of sugar, salt and
fat have a weaker quality of franchise when
looked at through the lens of social usefulness.
Consumed in excess, such products have negative
externalities for society through increased health
costs. This in theory should dampen demand in
the longer term but more significantly attract
considerable negative attention from regulators,
politicians and concerned stakeholder groups. In
short, such companies are likely to face greater
headwinds, from advertising controls and
regulatory scrutiny to potentially damaging
community campaigns.

On the other hand, consumer companies that
focus on selling healthier foods or necessary
consumer staples such as toothpaste, soap and
shampoos tend to have a stronger quality of
franchise when viewed through this social
usefulness lens.

Social usefulness is important not only for
consumer companies. We also spend a significant
amount of time assessing the social usefulness of
banks. We avoid banks that generate a significant
part of their profits from proprietary trading and
listed stock exchanges that regard their high
frequency trading strategies as a key growth driver.

In many markets greater prudential regulation is
needed to rebalance the financial sector.
Companies that recognise the requirements of




their implicit social contract will not face these
headwinds. The companies most likely to benefit
from tailwinds will be traditional savings and loans
banks that have maintained the trust of depositors,
customers and society. Access to equitable finance
for all in society is critical to escape poverty and
those organisations able to serve the bottom of the
pyramid responsibly are also well placed to
generate long-term shareholder value.

Our assessment of social usefulness is obviously
based on subjective measures and there is often
significant debate within the team about the
social usefulness of the franchises we look at. Our
aim is not to screen out companies offering
particular products or services. Nor is it to be
self-righteous or judgemental, but rather to try
and gain a better understanding of the overall
quality of each company’s franchise.

A company’s quality of franchise is also impacted
by its operational efficiency and the
environmental impacts of its products or services.

We are seeing a slow but steady internalisation of
environmental externalities across sectors and
countries. A company that, all else being equal, can
generate higher economic returns per unit of
‘environmental resource” will be better positioned
than its peers over time. Environmental
performance metrics help us build a more complete
picture of the long-term sustainable development
positioning of each company we analyse. This is
true across a range of sectors, from food and
beverage producers to utilities companies.

Our investment process leads us to seek out
companies whose products are by their nature
environmentally responsible. We simply believe
that companies manufacturing, for instance,
ultra-efficient electric motors and filters for
cleaning air are likely to make lower risk and
higher return investments. Environmental
positioning is partly about opportunity but also
about how risk is considered and managed.

We are wary of the potentially disruptive impact
of new technology on traditional industries like
centralised thermal energy generation and
makers of internal combustion engine vehicles.
These franchises seem vulnerable to us on our

time horizon of ten years, and these companies
are likely to be very risky investments for clients’
capital over this timeframe.

We also seek out companies with defendable
barriers to entry. We have a preference for
balanced franchises and are nervous about
business franchises that appear too strong or
lopsided. Over time, they tend to attract the
attention of competition regulators, politicians,
non-governmental organisations and
speculative capital.

Companies that are too aggressive or pursue
irresponsible business practices with their
suppliers, employees or customers provide easy
pickings for new entrants. As a very quick and
crude check for franchise balance, we ask
ourselves whether all customers, suppliers and
employees are being treated fairly and we look at
metrics such as Days Payable.

We analyse a number of factors to try to build a
full picture of the quality of the financials.

Firstly we want to understand how the
company has performed over the economic
cycle. As long-term investors, we look for
franchises that can stand the test of time. We
place little trust in short-term extrapolations of
current profitability. Instead, we try to look
back as far as we can in time to see how a
company has performed during stormy
economic periods. We pay a lot of attention to
cash flow metrics and statements, which we
think are the least easy financial statements to
manipulate. We have a strong preference for net
cash companies with cautiously structured
balance sheets.

We strive to invest in companies that are capable
of growing their cash flows over the long-term as
they contribute to, and benefit from, a shift
towards a more sustainable economic
development trajectory. However, we have a
strong preference for predictability over speed of
growth. Companies that try to grow too fast tend
to end up falling over or cutting environmental,
social and governance corners. We prefer the
marathon runners to the sprinters.
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Importantly, we also try to ensure we understand
how companies might be impacted if externalities
are internalised into the financial accounts. Most
environmental and social liabilities and costs are
currently omitted from balance sheets and income
statements. Examples include the long-term
environmental liabilities of many chemical
companies or the anticipated legal liabilities facing
tobacco companies with irresponsible marketing
and sales practices in emerging markets.

We spend a lot of time examining working capital
trends and requirements, tax rates and currency
mismatches. However, we also try to look beyond
numbers and form a view on the quality of the
financial statements themselves. This includes
investigating everything from the reputation of
the audit firm, non-audit to audit fees, change in
audit firms, unusual changes in financial year
ends, aggressive accounting and hedging policies.

Step 3. Valuation and portfolio construction

We analyse a broad range of valuation metrics to
come up with a sensible estimate of what a share
is worth over time to us as long-term investors.
ESG issues are factored into our assessment of
overall quality and growth, which in turn drives
our valuation methodology in terms of earnings
forecasts and the price we are prepared to pay for
any given stream of cash flows. We undertake a
range of different valuation techniques based on
earnings, cash flows, book value, replacement cost
and physical metrics.

For many companies there is no price at which we
are prepared to allocate our clients’ capital. No
matter how cheap a company’s stock is, the
downside is always one hundred per cent. For
companies facing stiff sustainable development
headwinds, or specific ESG challenges, earnings
and cash flows can disappear very quickly.

For companies that pass our quality criteria, we
set our own fair market values based on both
qualitative and quantitative analysis. We have no
proprietary valuation methodologies.

Once we purchase a share in a business on behalf
of our clients (which often will include our team
members as they are unit holders of some of the
funds which we manage), we spend a significant

amount of time engaging with the management
team of the company.

The most difficult challenge for us as stock
pickers is not identifying what a share is worth,
but rather making the difficult decision to sell our
favourite companies if they reach our fair market
value. Given the volatility of stock markets, we
face this challenge more often than we would like.

We aim to invest in sensibly priced, high quality
companies that can deliver sustainable earnings
per share growth. We believe selecting companies
that display these features is the most important
factor in producing consistent, attractive long-
term performance for our investors.

As our portfolios are constructed using a bottom-
up approach, we expect the majority of our
performance to come from stock selection. With
the exception of the limitations imposed by our
portfolio construction parameters, our allocations
to countries, currencies and sectors are a residual
of our underlying stock selection process.

We manage conviction-based portfolios, so it is
usual for the top ten investments to account for
30-40% of the portfolio. Our stock allocations
reflect the relative risk/reward of each of our
companies, subject to liquidity and risk control
constraints. And finally our portfolios are
constructed with a long-term investment horizon.

Step 4. Invest, monitor and engage

Every six months our sustainable fund portfolios
are assessed by an external service provider to
ensure that each company we hold meets the
global norms for best business practices. These
are internationally agreed standards for business,
including the UN Human Rights Norms for
Businesses and the UN Global Compact
Principles. Companies are flagged using a traffic
light system - green, amber (monitor/potential
issue) and red (engage/exit).

Given our rigorous investment process with its
emphasis on quality, and the external verification
process described above, we would be extremely
disappointed if more than a very small number of
stocks in our portfolios were ever to be flagged




amber or red. We would not necessarily treat this
as an automatic trigger to sell our holding, but
would consider the particular issue and the extent
to which it undermined the investment case.

While we are long-term in our approach, we
continually monitor the companies we own to
understand any changes to their strategies,
relevant sector or market related changes and
impacts, and movements in their share prices. We
do this by meeting companies, visiting their
offices and doing a periodic Retesting of the
Investment Case Exercise (RICE). When we do a
RICE we analyse the financials, check for changes
in management and governance and ensure there
have been no material changes to the strategy. We
also review our ten year Fair Market Value
estimate and our company engagement.

We also receive regular updates from a
controversy monitoring service. Where issues are
raised by these services, we will always engage
with the company in question, and if need be we
will divest to ensure the portfolio continues to
meet the principles which sit at the heart of our
investment philosophy.

We devote a significant amount of time to
engaging with the management teams of the
companies in which we invest. We set out the key
things we would like to achieve and see change,
and how we intend to try and influence change, in
our company engagement. We engage on a wide
range of issues including strategy, governance,
alignment of interests and reputation.

We engage for two primary reasons. First, we
believe that the purchase of a share in a business
comes with both rights and responsibilities.
Should one of our companies fail to meet
international best practices on the environment,
human rights or social issues, we believe we have
a responsibility, as part owners of the business, to
engage with senior management to persuade
them to address the issue, rather than divest

immediately. Withdrawing capital is a last resort.
Second, we see governance issues as investment
issues. Positive engagement on governance issues
becomes a powerful tool in driving shareholder
value and protecting and enhancing the value of
our portfolios.

Engagement needs to be a two-way process. We
listen to companies and try to understand the
challenges they face, as well as communicating
our expectations as investors. Our engagement
takes many different forms, from face-to-face
meetings to informal emails to formal written
correspondence. We find it much more productive
to engage with management teams with whom
we already have a good relationship. As a result,
perhaps the most important part of our
engagement process is to establish rapport with
management teams ahead of any engagement.
One of the best ways we have found of doing this
is to write thank you letters after our meetings,
reiterating our appreciation for the meeting and
reminding management of our long-term
approach and expectations as shareholders.

Increasingly we manage company relationships
directly rather than allowing intermediaries,
primarily investment banks, to act as gatekeepers
in relationships. We organise many of our own
research trips and encourage companies to
contact us directly for a meeting if they are
organising a road show.

As long-term shareholders, we are active owners
of the companies in which we invest; we aim to
vote on all resolutions at annual and
extraordinary general meetings. Voting decisions
are not outsourced.

The majority of resolutions we vote against relate
to management remuneration, minority
shareholder rights and board directorships. In
principle we prefer to engage companies outside
the AGM season and if our engagement is
effective we should not have to vote against
companies. However, no company is perfect so
from time-to-time we will vote against.
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Investment strategies

We have four broad strategies operating under
the Sustainable Funds Group. Combined, these
strategies represented AUD 20.9 billion in assets
under management as of 30 June 2020.

Asia Pacific Sustainability

December 2005

AUD 1.8 billion

The strategy invests in equities in the Asia Pacific region (excluding Japan, including Australasia).
As it started becoming increasingly clear that Asian countries would no longer be able to follow the
traditional development path of their Western counterparts, we became keen to run an explicit
sustainability strategy which focused on investing in those companies best positioned for this
development shift.

Examples of long-term investments in this strategy include Kotak Mahindra Bank (India) and Taiwan
Semiconductor (TSMC)(Taiwan).

One of India’s leading banking and financial services organisations, Kotak Mahindra Bank, was set up
in the 1980s by Mr Kotak after spotting an opportunity to lend finance at a lower rate than banks and
be profitable. The company’s attitude and approach to responsible finance is evidenced by its ability to
survive various non-performing loan (NPL) cycles and by Mr Kotak’s consistent alignment and loyalty
to the business - he remains the largest shareholder and is essentially lending his own money. The
business is cash rich and focused on sustaining a strong balance sheet growth.

TSMC is the world’s largest dedicated foundry. The company possess the most advanced logic
semiconductor manufacturing technologies and its chips are used in computer, communication,
consumer electronics, automotive, and industrial equipment industries. TSMC is the pioneer of the
dedicated foundry model. They have a long track record of customer satisfaction and trust which has
allowed their market share to steadily increase over the last twenty years and they now hold ¢60% of
the foundry market: a very strong position from which to benefit from the increasing commonality of
semiconductors in everyday life.

Asia Pacific and Japan Sustainability

May 2020*

AUD 919 million

In September 2019, the Asia Pacific strategy was inherited by the Sustainable Funds Group. In May
2020, the strategy transitioned to become an Asia Pacific and Japan Sustainability strategy. This change
means the strategy is able to invest in companies that derive the majority of their economic exposure
from Japan. The ability to invest directly in Japan allows clients to own high quality Japanese
companies far earlier in their Asian growth journeys as well as accessing a greater pool of domestic
companies with attractive growth opportunities.




Examples of investments we have made as part of the strategy include Hoya (Japan) and
Unicharm (Japan).

Founded in 1941 in Tokyo, Hoya is a globally leading med-tech company, manufacturing lenses for
eyeglasses, contact lenses, medical devices as well as key components for semiconductor devices and
other electronic equipment. The business strategy has been to focus on niche industries where they can
be a dominant player, and use the cash flows from the mature IT business to invest further in life care.
Hoya'’s lens business helps improve vision which dramatically improves people’s quality of life as well
as supporting mental well-being and contributing towards advances in socio-economic development
through increased participation and productivity.

Unicharm manufactures home, baby, child and feminine care products, food packaging and related
industrial materials. It is renowned for product innovation and continues to develop its product
offering and expand into new categories that promote hygienic lifestyles and well-being. It has
developed the first technology for extracting high grade recyclable pulp from used disposable diapers
and is working hard on a sanitation product recycling system in Japan. The company has grown
earnings, strengthened its financial position and gained market share domestically and by expanding
into a number of Asian countries, particularly Indonesia and China. Family members are represented
on the Board and own a significant portion of the company’s shares.

*The historic legacy of this strategy is linked to the Stewart Investors Asia Pacific strategy which
launched in 1988.

Asia Pacific Leaders Sustainability

December 2003**

AUD 12.2 billion

In July 2016 the Asia Pacific Leaders strategy was transitioned to the Sustainable Funds Group. The
strategy invests in equities in the Asia Pacific region (excluding Japan, including Australasia). The
strategy invests in shares of large and mid-sized companies which generally have a total stock market
value of at least USD 1 billion. Consideration is given to companies that are positioned to benefit from,
and contribute to, the sustainable development of the countries in which they operate.

Examples of long-term investments in this strategy include CSL (Australia) and Vitasoy (Hong Kong).

CSL develops and manufactures vaccines and plasma protein biotherapies. The company is a quality
global franchise that rose to prominence almost a 100 years ago when it developed an influenza vaccine
during the Spanish Flu pandemic. CSL has a dominant market position in blood plasma derivatives, for
which there are no alternatives. It operates one of the world’s largest plasma collection networks and is
the chosen national plasma fractionator in several Asian countries. It is also one of the largest global
providers of influenza vaccines. It is well placed to capitalise on growth opportunities created by the
growing demand for vaccines and plasma-derived products in emerging markets where access to
treatment is improving. CSL is a highly cash generative company with a reputation for consistently
paying impressive dividends to shareholders. Management is strong, stable and focused on the safety
and security of all CSL products.

Vitasoy is a producer of over 300 healthy plant based products including: soya milk, tea, juice and tofu,
with most of its sales now from mainland China. Founded in 1940, this family owned, professionally
managed company is uniquely well-positioned in the context of changing consumer trends towards
health and well-being. Vitasoy’s plant-based beverages offer sustainable nutrition as a healthy
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alternative to sugar laden carbonated drinks. Soya beans are a rich source of protein, are naturally high
in fibre and are cholesterol free. The company is also well positioned against the increasing water
scarcity in China as growing soy beans is significantly less water intensive than meat production. To
produce one pound of beef requires 1,799 gallons of water whereas producing one pound of soybeans
requires 216 gallons.!

** On 22 September 2020, the Stewart Investors Asia Pacific Leaders Fund was renamed Stewart
Investors Asia Pacific Leaders Sustainability Fund. The name change was to reflect that the fund is
managed by the Sustainable Funds Group within Stewart Investors. There was no change to the team
managing the fund.

Global Emerging Markets Sustainability

February 2009

AUD 1.3 billion

The strategy invests in shares of companies based in or having significant operations in emerging
markets. We started the Global Emerging Markets Sustainability strategy in 2009 because we felt by
then that we had a deep enough understanding of the sustainable development challenges across
emerging markets and could identify a quality list of companies that were contributing towards, and
well positioned to benefit from, sustainable development.

Examples of long-term investments we have made as part of the strategy include Marico (India) and
Tech Mahindra (India).

Marico is a particularly well-managed Indian consumer company. The company’s core product is
Parachute, a coconut oil that can be used for both cooking and as hair oil. Cash flows from this business
have been used to slowly build up a broad-based portfolio of consumer products with a particular
emphasis on health and well-being. Products range from low GI rice and low cholesterol cooking oil to
massala porridge. According to some estimates, India now has the largest number of type-2 diabetics
globally, and obesity has become one of the most important public health challenges facing the country.
Given Marico’s strong emphasis on healthy products, the Company appears well placed to contribute
to, and benefit from, a move to healthier consumer choices.

Tech Mahindra is part of the renowned Mahindra Group. It emerged as a technology outsourcing
business in 1986 following a joint venture with British Telecommunications (later BT Group), and
became known as Tech Mahindra in 2006. In 2009 it bid successfully for the much larger Satyam
Computer Services after it collapsed in one of India’s highest profile corporate accounting scandals. The
company now provides an extensive range of IT and networking solutions, including the integration of
cleaner energy technologies with existing transmission and distribution infrastructure. It has become a
leader in the delivery of smart grid solutions and advanced metering infrastructure in India.

Indian Subcontinent Sustainability

November 2006

AUD 390 million

The strategy formally transitioned to the Sustainable Funds Group in 2008 and changed it’s name in
2019. The strategy invests in shares of companies based in or having significant operations in India,
Pakistan, Sri Lanka or Bangladesh.




Examples of investments we have made as part of the strategy include Dabur (India) and BRAC
Bank (Bangladesh).

Established in 1884 to produce and dispense Ayurvedic medicines, Dabur has evolved into a
professionally run broad-based consumer company with a particular focus on Ayurveda based
products. Their core product is Chyawanprash, a brown, sticky paste containing herbs, spices and
other natural ingredients and based on ancient Ayurvedic recipes. It can be eaten directly or mixed
with water or milk and is believed to have wide-ranging health benefits. The Company has taken cash
flows from this product and built a broad-based, diversified consumer company covering hair care,
skin care, digestives, health care and food. The Ayurvedic heritage of the Company underpins many of
its products and guides their long-term strategy and positioning.

As such, the Company is particularly well positioned for shifting consumer preferences towards
healthier, more environmentally friendly consumer choices. Management are professional and family
members are still present on the board.

BRAC Bank is a Bangladeshi financial institution controlled by the world’s largest non-governmental
organisation (NGO), BRAC. The bank is primarily a lender to small and medium-sized enterprises
(SMEs) with an average loan size of USD10k. It has a clear social mission of inclusivity and to ‘be
impactful by being big’; SMEs in Bangladesh make up 99% of all firms and three quarters cannot access
formal credit. In 2011 the Company developed bKash, a mobile payments system which has proved
wildly successful enabling millions of people in rural areas without access to bank branches to access
simple savings products.

Worldwide Sustainability

November 2012

AUD 3.3 billion

The Worldwide Sustainability strategy is an unconstrained investment strategy that allows us to invest in
companies across the world. We launched the strategy because we believe we needed to understand all
companies in a global context to be good Emerging Markets and Asia Pacific investors, and because we
recognise the limitations of any single region becoming very fully valued at any time.

Examples of long-term investments we have made as part of the strategy include: Fortinet (United States)
and Merck KGaA (Germany).

Fortinet is one of the largest global providers of network cybersecurity hardware and software services,
such as firewalls, anti-virus, intrusion prevention and endpoint security. It was founded in 2000 by two
entrepreneurial brothers Ken and Michael Xie, who have over 30 years of experience in the industry and
still own around 14% of the company. Fortinet play a crucial role in protecting a wide range of customers
including financial services, telecommunication companies, education, healthcare, government and retail.
The company is set to benefit from continued structural growth tailwinds®, including the roll-out of 5G
broadband, increasingly distributed enterprises, and greater volumes of data and transactions. Their focus
on network security combined with consistently high investments in research and development, helps them
maintain a technological advantage.

Founded in 1668, Merck is the world’s oldest operating pharmaceutical and chemical company,
headquartered in Darmstadt, Germany. They are leaders in the innovation and production of top quality
high-tech products in each of their operating sectors: healthcare, life sciences and performance materials.
They make a meaningful contribution to human development and better health outcomes globally by
helping treat multiple sclerosis sufferers in the north and combat schistosomiasis in the south (290 million
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infections worldwide, 200,000 deaths a year, mostly children in Africa)®. The founding family still own a
70% of the business and the KGaA structure (family members are personally liable partners) ensures stable
stewardship, a long term focus and shareholder alignment.

Worldwide Leaders Sustainability

December 2013***

AUD 891 million

In October 2016 the Worldwide Leaders strategy was transitioned to the Sustainable Funds Group. The
Worldwide Leaders strategy allows us to invest in global companies which generally have a stock market
value of at least USD 3 billion. The strategy can invest in both developed and emerging market countries.
Consideration is given to companies that are positioned to benefit from, and contribute to, the sustainable
development of the countries in which they operate.

Examples of long-term investments we have made as part of the strategy include: ANSYS (United
States) and Beiersdorf (Germany) .

ANSYS is a strong franchise with a large customer base spanning diverse industries, and a track record
of conservative and responsible stewardship. ANSYS software enables researchers and engineers to
stimulate and predict how new product designs will perform and behave in real world environments.
By facilitating a shift from hardware to software-based design, innovation and testing, the company is
helping improve efficiency, reduce innovation costs and time, and improve safety and reliability. It is
contributing to the move towards a circular economy by enabling product developers to optimise
product design and performance, gain the maximum value from materials and resources, and
minimise wastage.

Beiersdorf has a rich history, with roots dating back to the 1880s, and a global reputation for quality
products. The consumer division is best known for its affordable Nivea skin and body care products, as
well as Eucerin, La Prairie and Labello brands. The business is also a global leader in sun care, which
has been strengthened by the recent acquisition of Coppertone. The much smaller industrial division
operates independently under the Tesa label and produces tapes and adhesive technologies for the
automotive and electronics industry including, for example, extra thin adhesive “foam” tape that can
be used to adhere parts of mobile phones together and also absorb vibrations. Beiersdorf benefits from
the long-term economic stewardship of the Herz family and professional management. The company
avoids financial engineering and takes a disciplined and patient approach to acquisitions.

*** Previously the Worldwide Leaders strategy was managed by another First State Investment
investment team, it was transitioned to the Stewart Investors investment team in December 2013.

! Source: https://foodtank.com/news/2013/12/why-meat-eats-resources/

2 Source: https://www.who.int/news-room/fact-sheets/detail /schistosomiasis

Source for company information: Stewart Investors investment team. This stock information does not
constitute any offer or inducement to enter into any investment activity nor is it a recommendation to
purchase or sell any security.




Stewart Investors Sustainable Funds Group biographies

The Stewart Investors Sustainable Funds Group
comprises of 12 investment professionals located in
Edinburgh, London, Singapore and Sydney.

Chris McGoldrick

Chris is an Analyst in the Sustainable Funds
Group at Stewart Investors. He joined the team in
September 2013.

Previously, Chris worked for a London-based
investment bank where he was a research sales
specialist for Asian equities. Before that he
worked as an analyst at Baillie Gifford and
Edinburgh Fund Managers.

Chris has an MSc in Finance and a First Class
honours degree from the University of Edinburgh.

David Gait

David is responsible for leading the Stewart
Investors Sustainable Funds Group and generating
investment ideas across all sectors in emerging and
developed markets. He joined the company in 1997.

David is lead manager of the Asia Pacific Leaders
Sustainability and Asia Pacific Sustainability
strategies as well as Pacific Assets Trust.

He holds an MA with honours in Economics
from Cambridge University, and holds a Master
of Science in Investment Analysis from

Stirling University.

Douglas Ledingham

Douglas joined the team in October 2013, having
been an intern with Stewart Investors during
2013, and is responsible for generating investment
ideas for the Stewart Investors Sustainable Funds
Group across all sectors in emerging and
developed markets.

Douglas is lead manager of the Asia Pacific and
Japan Sustainability strategy.

Douglas holds an MA in Business Studies and
Accountancy from the University of Edinburgh.

Jack Nelson

Jack is responsible for generating investment ideas
for the Stewart Investors Sustainable Funds Group
across all sectors in the emerging and developed
markets. He joined the company in September
2011 upon graduation from university.

Jack is the lead manager of the Global
Emerging Markets Sustainability All-Cap and
Leaders strategies.

He holds a first class BA (Hons) in Politics,
Philosophy and Economics from Queen’s
College, Oxford.

Lorna Logan

Lorna is responsible for generating investment
ideas for the Stewart Investors Sustainable Funds
Group across all sectors in emerging and
developed markets. Lorna joined the company in
July 2017 and has over 10 years of professional
experience, spanning management consulting
and investment management. Prior to joining the
team, Lorna worked in various strategy and
project roles at Colonial First State Global Asset
Management and most recently worked in the
Responsible Investment team.

Lorna holds a Masters in Sustainability
Leadership from the University of Cambridge and
a BA (Hons) in Business and Psychology from
Strathclyde University.

Mohan Gundu

Mohan joined the team in December 2016 and is
responsible for generating investment ideas for
the Stewart Investors Sustainable Funds Group
across all sectors in emerging and developed
markets. He brings with him over twenty years of
industry experience having worked in various
brokerage firms including Jefferies and CLSA.

Mohan holds an MBA from the Indian Institute of
Management in Bangalore as well as a Bachelor of
Technology in Civil Engineering from the Indian
Institute of Technology in Mumbai.
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Nick Edgerton

Nick is responsible for generating investment
ideas for the Stewart Investors Sustainable Funds
Group across all sectors in emerging and
developed markets. He joined the team in April
2012 following two years in the First State
Investments group.

Nick is lead manager of the Worldwide
Sustainability strategy.

He previously worked as an analyst with the
Sustainability funds at AMP Capital Investors, and
has experience as a consultant, public servant, and
academic in sustainability and economics.

Nick holds a Bachelor of Economics from
Macquarie University, and a Master of Science
with Distinction in Ecological Economics from the
University of Edinburgh.

Oliver Campbell

Oliver is responsible for generating investment
ideas for the Stewart Investors Sustainable Funds
Group across all sectors in emerging and
developed markets. He joined the team in May
2014 following seven years at CLSA as an analyst
and has experience as a journalist.

Oliver holds a BA (Hons) in Chinese and
Management Studies from the University of
Durham and a Diploma in Chinese language and
literature from Renmin University of China.

Pablo Berrutti
Pablo Berrutti joined the Sustainable Funds Group
in July 2019 as an investment specialist.

Previously Pablo was Head of Responsible
Investment Asia Pacific at First Sentier Investors
for seven years. In this role, he was responsible for
supporting investment teams across the group to
incorporate sustainability into their investing.

Pablo is the founder of a not-for-profit library and
resource centre dedicated to supporting a
sustainable financial system. He is also the former
Chair and current Deputy Chair of the
Responsible Investment Association of
Australasia and is on the management committee

of the Investor Group on Climate Change.

Robert Harley

Rob joined the team in October 2015 and is
responsible for generating investment ideas for the
Stewart Investors Sustainable Funds Group across
all sectors in emerging and developed markets.

Prior to joining the team, Rob worked in various
investment management roles for ten years and in
the not-for-profit sustainable development sector
for eight years.

Rob holds an MSc in International Strategy &
Economics (distinction) from the University of St
Andrews as well as a BA (Hons) in Political Science
from the University of Natal, South Africa.

Sashi Reddy

Sashi Reddy joined the team in August 2007 and
is responsible for generating ideas across the
Stewart Investors Sustainable Funds Group.

Sashi is lead manager of the Worldwide Leaders
strategy and the Indian Subcontinent strategy.

Before joining the company, Sashi worked at
Irevna Research, an Indian equities research
house from 2005 to 2007. Sashi brings with him 13
years of experience, ten years of which were in the
financial services industry.

Sashi has an engineering degree from the
National Institute of Technology, Trichy and an
MBA from the Schulich School of Business, York
University in Toronto.

Sujaya Desai

Sujaya is responsible for generating investment
ideas for the Sustainable Funds Group across all
sectors in emerging and developed markets.
Sujaya joined the company in October 2016 upon
graduation from university.

Sujaya holds an MPhil in Development Studies
from the University of Cambridge and a BA
(Hons) in International Relations and
Anthropology from Brown University.




Questions and answers

1. Why is the Stewart Investors team
interested in sustainable investing?

To us, sustainability factors are investment issues
and we identify them and their materiality
through a bottom-up approach. We passionately
believe that sustainability is a driver of returns,
not a trade-off, and we believe that in order to
deliver attractive long-term returns for our clients
we must fully integrate sustainability into our
investment decision making process.

2. What do you mean by sustainable investing?

In order to tackle the challenge of sustainable
development, both developed and developing
countries will have to shift from a resource-
intensive, consumption-driven, debt-dependant
model of development and growth towards a
more sustainable one. This means using natural
and financial resources wisely and in a way that
promotes long-term economic, social and personal
well-being.

When we say that sustainable development is a
driver of our investment philosophy, we mean we
take a bottom-up approach to finding and
investing in good quality companies that are well
positioned to contribute to, and benefit from,
sustainable development in the countries in which
they operate, be they developed or developing.

We have a strong conviction that such companies
face fewer risks and are better placed to deliver
positive long-term, risk-adjusted returns to
shareholders.

3.  The first sustainability product was
launched in 2005. What was the reason
behind this?

Stewart Investors” oldest product dates back to 1988.

In the early years we took the decision to focus on
evolving the sustainable investment features of all
our ‘mainstream’ strategies.

As sustainable development trends started to
accelerate, and we saw more evidence of the
impact these trends were having at a stock level,
we decided to launch a dedicated sustainable
development strategy. At the same time, an
existing client indicated their interest in a focused

product, so we took the opportunity to seed the
new strategy.

4. Isthe Stewart Investors team restricting its
investment universe which will lead to
lower returns?

We would view it the other way around. Our
investment philosophy, focusing on management
quality, strong franchises and sound financials,
and long-term sustainable development
positioning, allows us to invest in the part of the
investment universe which we think will deliver
superior returns over time.

5. How do sustainable funds differ from
other funds managed by Stewart Investors?

All Stewart Investors funds are guided by the
same investment philosophy. At the heart of this
philosophy is the principle of stewardship. Our
Sustainable Funds Group applies this philosophy
with an added emphasis on sustainable
development considerations.

There is a considerable overlap between the
companies held by the Sustainable Funds Group
and those held across other portfolios at Stewart
Investors. The main difference is that the
Sustainable Funds Group takes the consideration
of ESG risks and opportunities a step further by
focusing on long-term sustainable development as
a key driver of long-term investment
performance. We aim to dig deeper and pull out
from our list of favourite companies those with
the very best long-term sustainability positioning.

We have been running the sustainable
strategies for over 15 years and believe the
approach to be a way to enhance a rigorous
proven investment philosophy.

6. Does that mean Stewart Investors’ other
investment strategies and funds are
not sustainable?

No. The opposite is true. It is only because we
already have a strong sustainability bent within
our existing investment philosophy that we are
able to extend this approach to a dedicated
strategy focusing in on particularly well
positioned companies.
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7.  Are the sustainable funds the same as
ethical investment funds?

No, not in the traditional sense. We do not look to
screen out particular companies or sectors on
moral or ethical grounds. However, we are not
afraid of the word ethics. We think the finance
sector as a whole does not spend enough time
talking about ethics. We spend much time as a
team reflecting on our role as stewards and have a
team Financial Hippocratic Oath which each

member of the Stewart Investors investment team

has signed.

The oath includes the commitment that we will
not pursue risk adjusted returns to the extent that
our actions will knowingly harm others. An
output of our bottom-up investment process is
that we do not invest in companies with material
exposure to harmful products including weapons,
tobacco, alcohol, gambling and fossil fuels. Nor,
with our focus on absolute returns and a potential
universe of tens of thousands of companies, do
we believe we need to invest in such companies to
deliver the long-term, sustainable returns our
clients expect.

8.  Are the sustainable funds the same as clean
tech or green funds?

No. The remit is much broader. They are
‘sustainable development” funds.

9. Why did the Stewart Investors team launch
Worldwide Sustainability strategies?

For two related investment reasons. First, it is
becoming increasingly clear that both developing
and developed countries face significant
sustainable development challenges that are
creating new risks and new opportunities for
companies wherever they are based. By
expanding our investment universe, we are able
to invest in a wider range of companies which are
well positioned to benefit from, and contribute to,
long-term sustainable development.

In addition, we are able to benefit from
valuation differentials that open up from time
to time between developed and emerging
markets companies offering similar risk-
adjusted return characteristics.

Second, we are convinced that by improving our
knowledge and understanding of developed
market companies we will become better emerging
markets investors. The geographic distinction
between emerging and developed companies is
becoming increasingly blurred. Many developed
market companies now have significant economic
activities in developing countries.

The reverse is also true. As a result, for some time
now we have felt compelled to analyse the
developed market competitors of our favourite
emerging market companies in order to gain a
better understanding of the long-term prospects
of those companies. For example, to understand
the long-term positioning of Indian software
consultancy companies such as Tata Consultancy
Services and Tech Mahindra, we need to spend
time understanding US-based competitors such
as Accenture and IBM. Likewise, to analyse
Dabur and Marico, Indian consumer staples
companies, we also need to understand the
long-term strategies of global FMCG (fast moving
consumer goods) companies such as Procter &
Gamble, Colgate-Palmolive and Unilever.
Increasing numbers of global multinationals are
deriving a majority of their revenues from
emerging markets and therefore competing
head-on with many local companies in which we
might invest.

Not only do developed and emerging markets
companies compete globally in terms of
customers but also in terms of recruiting and
retaining management teams and directors. For
example, one of our favourite Indian technology
companies shares a Director with a high quality
Californian medical devices company that we
have invested in. Similarly, there are a growing
number of developed country managers and
directors sitting on boards of emerging markets
companies. In summary, it is becoming
increasingly difficult to tell whether a company is
a developed or an emerging markets one.

10. Where does the Stewart Investors team get
the ESG input from? Does the team use
external experts?

The emphasis is very much on our own team of
analysts to identify and analyse companies, and



https://www.stewartinvestors.com/en-gb/stewardship/hippocratic-oath/

sustainable development and investment issues.
The primary source of sustainable development
related information is one-on-one meetings
with senior management. We undertake
approximately 1500 such meetings each year
across Stewart Investors. We are particularly
interested in companies which embrace the
underlying spirit of sustainable development,
rather than simply taking a compliance driven,
box-ticking approach. Assessing the attitude of
senior management is therefore crucial.

We augment internal research with the use of
external research. Since 2015, we have taken a
tendering approach to research, moving away
from the bundled ‘buffet’ model, paid for with
commissions. We pay for research through our
own resources.

A major benefit of opening up our outsourced
research in this way is that we are able to
commission bespoke research that is more
relevant to our needs because we can define the
focus, scope and timing of research projects. We
are also able to select and establish
relationships with a wide range of research
partners with different experiences,
perspectives and insights. These include
academics, independent research institutes and
consultancies, non-governmental organisations
and private individuals, as well as the research
teams of more traditional brokerage groups and
investment banks.

Some themes that we have tendered include:
* Diversity in corporate Asia;

* Sales practices of Asian pharmaceuticals;
* GEM leaders in packaging solutions;

e USremuneration practices;

* ESG leaders in mining; and

e Fossil fuel dependent capital equipment
companies.

We use our research tender process to keep
abreast of sustainability topics and
considerations for our future engagement
with companies.

For proxy voting we use a third party who
provides proxy research and voting administration
solutions in a centralised online platform.

We also strive to identify key ESG contacts in our
markets, including company, government and
NGO representatives. For example, as part of our
India research trips, we make a point of visiting
the Centre for Science and the Environment in
Delhi. This visionary organisation is able to
provide us with a local perspective on key ESG
trends and how Indian companies are reacting to
these changes. We often invite outside,
independent experts (NGOs, industry
consultants, government officials and academics)
to come and speak to us.

Our most important source of training is the
companies themselves. Many of the management
teams we meet have spent decades in their chosen
industry and are uniquely placed to explain the
key ESG issues.

11. When a company fails to address ESG
issues, why not just sell it?

The purchase of a share comes with both rights
and responsibilities. Should one of our companies
fail to meet international best practices on the
environment, human rights or social issues, we
believe we have a responsibility, as part owners of
the business, to engage with senior management
to persuade them to address the issue, rather than
to immediately walk away from the problem. We
are active rather than activist investors and our
role is to communicate to management that they
have the space to address key issues with the
support of long-term shareholders.

12. What do you mean by engagement with
companies?

Based on the fact that there is no such thing as a
perfect company, a long-term investment must
surely involve an engagement process which
takes place against a backdrop of an ongoing and
open dialogue with our companies. While we
always try to identify individual managers and
owners who themselves act as diligent, long-term
stewards, we believe our engagement process
provides an additional layer of governance.
Ongoing checks and balances should ensure that

Investment Strategy 2020 Sustainable Funds Group

21



22

long-term returns are maximised as investment
risks are minimised.

When we look at long-term ownership of
companies and consider the associated risks, we
start to analyse where problems could emerge in
the future. When a material issue is identified, i.e.
something that could harm one of the three
pillars of the investment case (quality of
management, franchise or financials), then we try
to engage with the company to see what can be
done. We do not have an outsourced engagement
team so it becomes the responsibility of all
investment team members to track, monitor and
engage our investments.

This ensures that the whole investment team is
continually pulling at threads and questioning
the investment case, providing many different
eyes on the progress of our investments and also
that engagement is always tied directly to the
investment case, rather than being relegated to a
box-ticking exercise.

While we will never be able to calculate the exact
investment contribution engagement makes, we
are convinced that without it, our long-term
return would be lower and more volatile and as a
result company engagement is a critical part of
our investment process.

Our engagement takes many different forms, from
face-to-face meetings to informal emails to formal
written correspondence; it is good that companies
are reminded that someone is paying attention.

13. What about voting?

We have a comprehensive proxy voting policy,
which is available here: https://www.
stewartinvestors.com/en-AU/company-policies/

Voting decisions are not outsourced. All
resolutions are reviewed with recommendations
made by the relevant investment analyst. Each
portfolio manager has ultimate discretion on
voting decisions for their portfolios with
controversial issues discussed at regular

team meetings.

In principle we prefer to engage companies
outside the annual general meeting (AGM) season

and if our engagement is effective we should not
have to vote against companies. However, no
company is perfect so from time-to-time we will
vote against. The types of things we find
ourselves voting against most frequently include:

*  Executive remuneration packages where there is
alack of alignment or the incentives are too
short-term.

e Directors’ elections when we do not think
the candidate has the right character or
skills for the board, or they have not been
turning up to Board meetings!

* Resolutions that give the Board totally
unfettered rights.

While we may vote against specific resolutions at
company meetings, we are particularly active in
terms of positive engagement with company
management teams. For us, ESG issues are
investment issues. Positive engagement on such
issues therefore becomes a powerful tool in
driving shareholder value and protecting and
enhancing the value of our portfolios.
Engagement primarily takes place during
company meetings. However, we also enter into
correspondence with companies where necessary.

14. What about industry collaboration?

We are always happy to collaborate with other
investors and particularly welcome effective
initiatives such as the Access to Medicine
Foundation and the United Nations-supported
Principles for Responsible Investment (UNPRI).

15. What was the rationale for splitting the
First State Stewart business in July 2015 to
form Stewart Investors and First State
Stewart Asia?

The First State Stewart business had been
contending with the burden of scale. Funds were
closed to new investments to prevent capacity
issues impacting performance so that the interests
of investors were protected.

As a business we had previously benefited from
being a relatively small and dynamic investment
team, but the growth in funds necessitated
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growth in the team, making investment debates
and discussions increasingly difficult. Splitting
the team into two allowed each to develop as
smaller dynamic investment groups, recognising
that this has been critical to our success.

The splitting of the First State Stewart business
should be viewed as part of the team’s continued
evolution and succession planning.

16. What capacity does the Stewart Investors
team have?

We regard all our sustainable investment
strategies as a journey - without end! Our focus is
not on gathering assets, but rather on making
sure we evolve, adapt and continually strengthen
our investment process to ensure we can deliver
attractive, long-term, risk-adjusted returns for
investors. As such, we are looking to identify
like-minded investors who are prepared to
embark on this journey with us.

We will approach capacity in the same way as all
our other team strategies. We are not able to
provide an open-ended commitment. At the same
time, it is very difficult for us to provide absolute
figures and the rate of growth is likely to be a key
driver in any capacity decisions.

17. How are you incentivised?

There are three elements to the compensation of
each member of the investment team, comprising
a salary paid in line with industry peer group
average, an investment bonus paid in cash and
calculated on the three and five year performance
of a composite of funds managed by the team,
and most significantly participation in a long-term
profit share scheme.

Under this scheme, a percentage of the team’s
profits each year is allocated to individual team
members and then reinvested back into the funds
we run for a further three years. While we believe
this scheme is well designed in terms of
alignment, we believe that it is a combination of
our team culture, sense of purpose and long-term
investment approach which is key to attracting,
motivating and retaining team members.

18. How do you manage and measure risk?

We invest with an absolute return mindset. That
is, we define risk as losing money for our clients,
rather than in terms of deviation from any
benchmark index. We focus as much on the
potential downside of our investment decisions as
on the anticipated upside. The identification of
long-term sustainable development risks thus
becomes an extremely important way of
managing risk. In addition, our willingness to
differ substantially from index weightings, both
country and company, means we are not obliged
to be invested anywhere where we have
particular sustainable development concerns.

We are often asked about tracking error. We
measure tracking error but do not deliberately
seek to limit it. We consider the benchmark index
to be a poor representation of the investment
opportunities available. We are aware of the
country, sector and major company weightings in
the benchmark index. However, we use this
knowledge to challenge - rather than dictate -
how our portfolios are constructed. Therefore, we
do not have a targeted tracking error. The
annualised ex-post tracking error over a rolling
three year period tends to range between 4% and
9%.3 While we do not ‘target” a predetermined
tracking error, we do monitor it to ensure that we
fully understand the risk/return characteristics
exhibited by our portfolios.

Individual portfolio managers have the
responsibility for ensuring that portfolios under
their control adhere to the relevant portfolio
construction parameters. Every portfolio has an
assigned portfolio manager which ensures that
responsibility for adhering to parameters is
clearly defined. The Investment Compliance team
maintains a final check from outside the
investment team to ensure compliance with all
parameters, whether they are imposed by
regulation, client agreements, or ourselves. They
monitor the issues raised by the front office
system on a daily basis and alert the Investment
Operations Team of any action required.

Investment Strategy 2020 Sustainable Funds Group

23



24

19. What market conditions are most likely to
result in out-performance/under-
performance?

Given our emphasis on fundamental company
research, we tend to outperform in market
conditions where due recognition is given to
companies with quality management teams, good
long-term growth prospects and sound balance
sheets. The downside in falling markets should
also be limited by our risk-aware approach in
matters such as valuation criteria.

Our investment style is inherently conservative,
focusing on capital preservation as well as capital
growth. Companies that we invest in typically
exhibit lower levels of gearing (debt), stronger cash
flows and lower earnings volatility than the peer
group. There are times when solid fundamental
analysis does not equate to performance, such as
during momentum-led markets. While our prudent
style may lag in very strong liquidity-driven or
momentum-led markets, we believe this approach
produces consistent long-term outperformance.

As a result of our prudent investment style and
emphasis on investment risk (i.e. we focus as
much on the downside risk as the upside potential
of every investment decision), we have
experienced (and will continue to experience)
periods of relative underperformance in strong
liquidity-driven or momentum-led markets.

Given the benchmark agnostic nature of our
investment approach there will be periods of time
when performance may differ significantly from
that of the index. Whilst we appreciate that this
might cause investors to spend more time
questioning our approach, the greater risk, on
which we believe investors should focus, is if we
were to deviate from our long held approach and
the resulting return profile deviated from
expectations, either by outperforming in rapidly
rising markets or by failing to preserve capital
during prolonged corrections in markets.

3 Source: Stewart Investors.




Glossary

Absolute return: a return provided by a share or portfolio which is not measured relative to another
share or benchmark index.

Access to Medicine Foundation: an independent non-profit organisation that analyses how the world’s
largest pharmaceutical companies are addressing access to medicine for low- and middle-income countries.

Active investors: take a hands-on approach, typically making portfolio decisions based on their own
analysis as opposed to passive investors who buy shares based on index constituents and weightings.

Activist engagement: typically shorter-term and use of more aggressive offensive tactics to enforce
company changes rather than a collaborative long-term partnership.

Annualised ex-post tracking error: the amount of variation over a 12 month period of the funds
monthly performance.

Bottom-up approach: primarily assessing individual companies rather than an industry or country
when making an investment decision.

Capital preservation: focus on not losing money within the fund, we do not guarantee capital protection.

Conviction-based portfolios: every company is hand selected to be in the portfolio, no reference or
measure to a benchmark or index is made when purchasing or selling companies for the portfolio.

Days payable: by which we mean looking at the average number of days a company takes to pay its
suppliers.

Dharma: the Sanskrit word often translated as ‘purpose’.

Externalities are internalised into the financial accounts: by which we mean pricing and regulatory
interventions taking place, e.g. a business or industry that is perceived to cause pollution might be
charged fines or taxes for causing such pollution or have new operating standards imposed on them
adding to their operating costs.

Fair Market Value estimate: the price we would be willing to pay for a share in a company on a ten
year view.

Financial Hippocratic Oath: a commitment made by team members to uphold specific ethical
standards when investing clients” money.

FUM: Funds Under Management: also sometimes referred to as AUM (Assets Under Management).

Gearing: gearing represents a company’s leverage or debt, meaning how much of the business funding
comes from borrowed methods (lenders) versus company owners (shareholders).

Headwinds: conditions which slow growth or progress.

Human Development Index (HDI): tracks a country’s achievements in longevity, access to education,
and income.

Internalisation of environmental externalities: by which we mean pricing and regulatory
interventions taking place, e.g. a business or industry that is perceived to cause pollution might be
charged fines or taxes for causing such pollution or have new operating standards imposed on them
adding to their operating costs.
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Liquidity-driven: rising market driven by positive sentiment, with plentiful cash and credit.

Momentum-led markets: rising market driven by positive sentiment with investors continuing to buy
outperforming companies and sectors.

Negative screening: excluding companies that do not comply with specific, pre-set social or
environmental criteria.

Non-performing loan (NPL) cycles: an NPL is the sum of borrowed money by an individual or
company that has not made their scheduled payments for at least 90 days. Once a loan is non-
performing, the odds that it will be repaid in full are considered to be substantially lower creating
numerous financial implications for the lender, including its profit and loss statement and tax situation.

Portfolio construction parameters: framework of limits/boundaries that make-up the portfolio such
as countries, sectors, size and number of holdings, the amount of unspent cash, use of derivatives, use
of borrowing etc. They can be linked to regulatory rules and/or used as internal guidelines to ensure
the investment process is being followed.

Risk-adjusted returns: an investment’s return taking into account how much risk, as defined as the
possibility of losing money, is involved in producing that return.

Tailwinds: conditions favourable to a growth or progress.

Tracking error: a measure of how closely a portfolio follows the index to which it is benchmarked.




Important information

This information has been prepared and issued by First Sentier Investors (Australia) IM Limited (ABN 89 114 194
311, AFSL 289017) (FSI AIM). Stewart Investors is a trading name of FSI AIM. FSI AIM forms part of First Sentier
Investors, which is ultimately owned by Mitsubishi UFJ Financial Group, Inc. (MUFG), a global financial group.

It is directed at persons who are professional, sophisticated or wholesale clients and has not been prepared for and
is not intended for persons who are retail clients. A copy of the Financial Services Guide for FSI AIM is available
from First Sentier Investors on its website. This material contains general information only. It is not intended to
provide you with financial product advice and does not take into account your objectives, financial situation or
needs. Before making an investment decision, you should consider, with a financial adviser, whether this
information is appropriate in light of your investment needs, objectives and financial situation.

MUFG and its subsidiaries do not guarantee the performance of any financial products mentioned or the
repayment of capital in relation to any financial products mentioned. Investments in any investment-type financial
products mentioned are not deposits or other liabilities of MUFG or its subsidiaries, and investment-type products
are subject to investment risk including loss of income and capital invested.

To the extent permitted by law, no liability is accepted by FSI AIM, MUFG or any affiliates thereof for any loss or
damage as a result of any reliance on this information. This information is, or is based upon, information that we
believe to be accurate and reliable, however neither FSI AIM, MUFG nor any affiliates thereof offer any warranty
that it contains no factual errors. No part of this material may be reproduced or transmitted in any form or by any
means without the prior written consent of FSI AIM.

Some of the information within has been compiled using data from a representative account. This information
relates to an existing Stewart Investors strategy and has been provided to illustrate Stewart Investors’ expertise in
the strategy. This material is provided for information purposes only and does not constitute a recommendation, a
solicitation, an offer, an advice or an invitation to purchase or sell any fund and should in no case be interpreted as
such.
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