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Background
This statement sets out the policies of Vanguard Asset 
Management, Ltd. (VAM), Vanguard Investments 
UK Ltd. (VIUK), Vanguard Group (Ireland) Limited 
(VGIL), and Vanguard Group Europe GmbH (VGEG), 
the Vanguard European legal entities, (together, 
“Vanguard Europe”), on the integration of sustainability 
risks in our investment decision-making and portfolio 
monitoring processes. 

European Sustainability Risk  
Policy Summary
Vanguard Europe’s sustainability risk policy documents 
how material sustainability risks are integrated into 
Vanguard Europe’s business and processes to maximise 
shareholder value, strengthen protection of end 
investors and provide appropriate disclosures to them.

As an investment services provider, Vanguard Europe 
has an obligation to maximise long-term investor 
returns. Vanguard Europe fulfils this duty by being 
judicious in the funds it offers, managing those funds 
with rigour and assessing material risks on long-term 
financial performance. Importantly, Vanguard Europe 
believes that material sustainability risks can impact 
long-term value creation in portfolio companies.

Vanguard Europe’s approach to sustainability 
considerations is multi-faceted. 

	y Vanguard Europe supports investors’ evolving 
sustainability preferences with products grounded in 
Vanguard Europe’s investment philosophy. Vanguard 
Europe’s goal is to deliver funds that maximise long-
term value while also giving investors the ability 
to express their sustainability preferences without 
sacrificing quality. 

	y Vanguard Europe also considers environmental, 
social, and governance matters through the 
integration of sustainability risks in its investment 
processes or through investment stewardship 
activities, including company engagements 
and voting. 

Vanguard Europe’s Sustainability Risk Policy applies 
in respect of all portfolio management services, 
investment advisory services and UCITS management 
services carried on by Vanguard Europe. The policy is 
designed to meet applicable obligations of VGIL and 
VGEG under sustainability regulations including the 
Sustainable Finance Disclosure Regulation (SFDR).

“Sustainability risk” means an environmental, social or 
governance (“ESG”) event or condition that, if it occurs, 
could cause an actual or a potential material negative 
impact on the value of an investment. For the purposes 
of this policy, the terms “sustainability risk” and “ESG 
risk” are used interchangeably. 

This policy therefore approaches sustainability risk from 
the perspective of the risk that ESG events might cause 
a material negative impact on the value of Vanguard 
Europe’s clients’ investments. 

Vanguard Europe recognises that the world faces a 
variety of ESG-related risks. A key part of Vanguard 
Europe’s role as a fiduciary is to act in the best interests 
of its clients, and this includes appropriately taking 
account of how material ESG risks could impact the 
value of our clients’ investments. This policy therefore 
establishes Vanguard Europe’s framework to identify, 
measure, manage and monitor material ESG risks to 
its clients. 
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Note that as a financial market participant subject 
to the EU Sustainable Finance Disclosure Regulation 
(“EU SFDR”) VGIL and VGEG are required to 
disclosure information about its policies on the 
integration of sustainability risks in its investment 
decision making process. VAM and VIUK are not 
subject to the EU SFDR but the approach to 
integration of sustainability risks applies to the 
investment decision-making process across all four 
Vanguard entities identified above. Please note 
that in the rest of this document the term “funds” is 
referring to both the Irish Funds and UK Funds.
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Sustainability risk integration
As part of Vanguard Europe’s broader investment 
decision-making and portfolio monitoring processes, 
Vanguard Europe identifies, measures, manages 
and monitors sustainability risks. Sustainability risks 
are integrated differently across investment styles, 
primarily (i) active (equity sub-advised, fixed income, 
ESG equity and multi-asset), (ii) index (equity, fixed 
income, and ESG and Socially Responsible Investment 
(“SRI”)) and (iii) model-portfolio strategies, and are 
detailed below.

Vanguard Europe’s approach to sustainability risk 
management is based on (amongst other things) the 
time horizon for its investments, the types of assets in 
which it invests, the sectors / geographies in which it 
invests and the investment strategies it manages. 

While portfolio managers and analysts are provided 
with information on sustainability risks and are 
encouraged to take relevant material sustainability 
risks into account when making an investment decision, 
except as described below for index funds, sustainability 
risk would not by itself prevent Vanguard Europe from 
making any investment. Instead, sustainability risk 
forms part of the overall risk management processes, 
and is one of many risks which may, depending on 
the specific investment opportunity, be relevant to 
a determination of risk. However, Vanguard Europe 
does not apply any absolute risk limits or risk appetite 
thresholds which relate exclusively to sustainability risk 
as a separate category of risk. 

Vanguard Europe uses inputs from third-party data 
providers, where available, to help inform its decisions 
around different types of ESG factors. 

(i) Active funds

Sub-advised active equity funds (no ESG objectives)
Vanguard Europe’s active equity funds are managed 
by either external firms or Vanguard’s Quantitative 
Equity Group (QEG). Vanguard’s approach to manager 
selection centres on what it believes to be the key 
drivers of success—firm, people, philosophy and 
process—and the resulting outcomes of portfolio and 
performance. This approach provides a diversity of 
thought and broader access to top talent. Relevant 
processes, including ESG-risk integration, are assessed 
as a sub-driver of an external manager’s process 
analysis. 

Recognising how ESG risks, like other risks, have 
the potential to erode shareholder value over time, 
Vanguard regularly engages with current and 
prospective internal and external fund managers to 
assess their ESG practices and understand how ESG 
issues and opportunities inform their investment 
processes. As part of our wider due diligence 
programme for internal and external managers, the 
Portfolio Review Department’s global Oversight 
& Manager Search (O&MS) team examines how 
managers identify, manage and incorporate financially 

material ESG risks into their security selection process. 
Further details about the oversight process are 
described under the heading “Vanguard’s Oversight & 
Manager Search”.

Sub-advised active equity and multi-asset ESG funds
For Vanguard Europe’s active equity and multi-asset 
ESG strategies, external managers seek to generate 
excess return by allocating capital toward companies 
whose business activities are consistent with the fund’s 
ESG mandate. This may include companies assessed 
as demonstrating leading ESG practices, showcasing 
improvements on ESG dimensions, or delivering a 
positive social and/or environmental impact. In addition, 
these products may also embed an exclusions policy, 
consistent with the manager’s approach to sustainable 
investment. While the investment methodology may 
vary by product and manager, for these portfolios, 
assessing ESG risks is part of the mandated investment 
strategy. 

For sub-advised ESG and non-ESG active funds 
managed by an external manager, company 
engagement and proxy voting are delegated to the 
external manager. Vanguard has a comprehensive 
oversight programme in place to ensure the external 
advisers are fulfilling their fiduciary responsibility 
with respect to proxy voting. Integral to the oversight 
programme is the expectation that external advisers 
assess all proxy voting proposals, provide rationale 
for each vote that is consistent with their investment 
process, and maintain proxy voting policies that are 
reviewed annually. 

Active fixed income funds 
Vanguard’s Fixed Income Group (“FIG”) has an ESG 
integration process which is designed to identify 
and incorporate ESG risk factors into investment 
decisions, both for internally managed active fixed 
income funds and fixed income index funds. FIG 
believes that ESG risks are enduring and that societal 
and market expectations of issuers will, over time, 
have an increasing impact on their financial and 
investment performance. FIG has integrated ESG into 
its investment process by systematically assessing the 
financial materiality of an ESG risk factor alongside and 
in the context of other investment risks to complement 
standard credit assessment.

Ultimately, the ESG credit risk assessment is based on 
the analyst’s determination of ESG risk factors that 
could affect the financial materiality of the issuer. ESG 
risks are present across all issuers, including corporate, 
sovereign and municipal issuers, though certain ESG 
risks may be of greater or lesser materiality to a given 
issuer, and the quality and availability of ESG data may 
vary between asset classes and issuers. FIG’s current 
framework incorporates the probability of an ESG 
event and the magnitude of its impact on an issuer’s 
financial profile. FIG’s credit analysts then combine 
the overall credit risk assessment, which incorporates 
ESG risk factors, where available, with a risk-adjusted 
relative value opinion to arrive at a recommendation 
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of whether to buy or sell a particular security. While 
portfolio managers are not necessarily prevented 
from buying riskier ESG-rated companies, they must 
ensure they understand and can clearly articulate the 
risks. This integration into FIG’s processes informs its 
investment teams’ decisions, enabling them to allocate 
capital to companies with a wider lens on the risks each 
issuer faces. 

Vanguard’s fixed income credit research analysts 
regularly meet with issuers to discuss key credit risk 
topics, and where applicable, raise relevant ESG risk 
concerns. 

(ii) Index funds

Equity index funds (no ESG objectives)
Vanguard Europe’s equity index products offer investors 
broad exposure to the publicly traded investment 
universe. These products have a primary investment 
objective to track the performance of their stated 
index and do not consider any explicit sustainability 
characteristics (including sustainability risks) in the 
selection of portfolio holdings. The index in this case 
is intended to provide a broad representation of 
investment securities that make up the target market 
or sector. In seeking to provide broad representation, 
the index contains members/constituents on a market-
capitalisation weighted basis and is not screened or 
adjusted to take account of ESG criteria.

ESG and SRI index funds (equity and fixed income)
For Vanguard Europe’s ESG and SRI index funds, the 
funds seek to avoid or reduce exposure to certain ESG 
risks and/or companies that conflict with investor 
values by limiting exposure to certain industries or 
business activities. The ESG index funds track broadly 
diversified indexes constructed by an index provider 
which uses published and publicly available information 
to exclude companies from the index involved in 
controversial business activities, such as firearms, 
tobacco, or fossil fuels, while seeking to achieve a 
market-like return. The SRI index funds track broadly 
diversified indexes, but Vanguard Europe will apply the 
exclusions to the SRI index funds based on an exclusion 
list provided by the index provider. The exclusion list is 
created using published, publicly available information.

Vanguard’s Investment Stewardship team stewards 
the global equity holdings of Vanguard Europe’s 
internally managed funds including non-ESG and 
ESG index funds. Vanguard’s Investment Stewardship 
is further detailed under the heading “Vanguard’s 
Investment Stewardship”.

Fixed income index funds (no ESG objectives)
For fixed income index funds, these products have a 
primary investment objective to track the performance 
of their stated index. However, as noted in “Active fixed 
income funds” above, FIG has an integration process to 
regularly identify and incorporate risk factors, including 
ESG risks, into investment decisions for most internally 
managed active and index funds. The group assesses 

the financial materiality of an ESG risk factor alongside 
and in the context of other investment risks (i.e., 
duration, credit, etc.), to complement standard issuer 
(i.e., corporate and sovereign bonds) assessments. As 
part of the index sampling approach that our fixed 
index funds use, the recommendations of the credit 
research process, including the valuations affected by 
ESG factors, are used to optimise security selection, 
and can therefore affect investment decisions. 

(iii) Model portfolios

Vanguard Europe offers model portfolios, which are 
constructed using a mix of equity and fixed income 
index products, designed to meet an investor’s 
investment goals. The model portfolio allocations are 
generated using internal capital markets and asset 
allocation models and implemented through the 
thoughtful selection of Vanguard Europe’s equity and 
fixed income index products. The model portfolios are 
monitored and updated regularly, or after significant 
market events. 

While the model portfolios do not take into 
consideration sustainability risks as part of the product 
selection or asset allocation processes, the underlying 
funds, from which the model portfolios are constructed, 
do integrate sustainability risks as described in the 
sections above.

Sustainability risk 
integration oversight
Vanguard’s Oversight & Manager Search
The O&MS team within the Portfolio Review 
Department (PRD) is responsible for overseeing the 
performance of both internal investment management 
teams and Vanguard Europe’s actively managed 
investment products which are sub-advised by external 
managers. Each internal and external manager 
is assessed on a regular basis against six primary 
criteria: firm, people, philosophy, process, portfolio and 
performance. A manager’s sustainability and ESG risk 
policies and outcomes are evaluated as one of the sub-
drivers of each manager’s “process”.

In assessing this sub-driver, O&MS focuses on three 
components in evaluating a manager’s ESG integration 
practices: resources – the utilisation and quality of 
ESG research and resources; process integration - the 
incorporation of material ESG factors in portfolio 
decision-making; and active ownership – the use of 
shareholder rights to influence company behaviour. 
Managers are rated across a spectrum of great, good, 
average, subpar and poor. Managers with “great” ESG 
integration ratings demonstrate high awareness of 
financially material ESG factors and a track record 
of engaging companies on ESG related issues, while 
teams with a “poor” rating demonstrate little to no 
ESG integration. As ESG integration is one of many 
factors that managers are assessed, a poor rating for 
ESG integration alone would not warrant termination. 
Instead, O&MS would engage with the managers to 
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monitor progress and it is possible we would continue 
to retain a manager even if its rating remains poor. 
Where an impact to fund performance was a result of 
a consistent underappreciation of ESG risk, then the 
engagement with the manager may be escalated. 

ESG index fund rebalance oversight
Rebalancing activity in ESG index funds is reviewed 
and overseen by several ‘lines of defence’, including our 
portfolio management, risk management, investment 
data and product teams. Inputs from third-party data 
providers, consistent with the index provider’s own 
ESG data, are used to analyse index constituents as 
part of this review process. This helps mitigate the 
risk of our funds holding index constituents that are 
inconsistent with the specified ESG screening criteria. 
For our ESG fixed income funds, further monitoring is in 
place surrounding new issues which may be eligible for 
inclusion in our funds between rebalances. Furthermore, 
Vanguard’s Risk Management Group ("RMG") provides 
an additional layer of control over the monitoring of the 
index fund management.

Investment risk management of sustainability 
risk integration
RMG undertakes independent oversight of the 
investment management processes and systems. As 
part of this oversight, the investment and operational 
risks associated with all internally managed products, 
including ESG and SRI investment strategies, are 
considered. RMG oversees ESG risk as part of 
our general investment risk and operational risk 
monitoring activities. 

Operational Risk includes trade compliance controls, 
that will check whether new instruments bought 
are benchmark constituents as well as checking for 
any fund holdings that may no longer be part of the 
benchmark. These checks aim to confirm that out of 
benchmark holdings are not added and are removed in 
a timely fashion. Investment Risk will monitor tracking 
error (difference between portfolio and benchmark) on 
a daily basis and follow up on any significant deviations 
with the Investment Management teams. 

Remuneration policy and practices
Vanguard Europe's remuneration policy promotes 
sound and effective risk management, taking into 
account the risk profile of the Vanguard Europe, the 
long-term interests and strategy of the business and 
the risks presented to it, including, sustainability risks. 
As set out within the remuneration policy, Vanguard 

Europe’s remuneration practices do not encourage risk-
taking (including excessive risk-taking with respect to 
sustainability risks) that exceeds the Vanguard Europe’s 
levels of tolerated risk. 

Please see the following for further information:

https://www.vanguard.co.uk/adviser/adv/investment-
information .

Vanguard’s Investment Stewardship
As part of the ongoing risk monitoring for internally 
managed equity assets, Investment Stewardship serves 
our investors by promoting long-term value creation at 
the companies in which our global internally managed 
equity funds invest through engagement, voting 
and public advocacy for good corporate governance 
practices. As a steward of our clients’ assets, Vanguard 
has a process to monitor material risks that can impact 
investor value over the long term. 

Vanguard’s Investment Stewardship Team assesses 
material risks by region and sector. Vanguard believes 
there are fundamental, corporate governance principles 
with which all companies should consider in the context 
of their regulatory and listing requirements. Vanguard’s 
investment stewardship approach is framed by four 
pillars of good governance: board composition and 
effectiveness, executive compensation, oversight of 
strategy and risk and shareholder rights. Investment 
Stewardship believes good management of each 
of these pillars drives sustainable, long-term value 
creation. Investment Stewardship holds year-round 
engagements with boards of directors and company 
executives to encourage boards to effectively oversee 
material risks, including material environmental and 
social risks. Investment Stewardship expects companies 
to disclose material risks to investors, explain why 
those risks are considered material to their business 
and their approach to and progress on risk oversight 
and mitigation. This enables investors to understand 
and appropriately price companies. In determining 
how to engage with companies and exercise voting 
rights, Investment Stewardship rely on its own internal 
analysis and assessment consistent with its published 
voting guidelines and engagement policy. Investment 
Stewardship’s analysis is supported by proprietary data 
sets as well as data and research from a variety of 
third-party providers. 

https://www.vanguard.co.uk/adviser/adv/investment-information
https://www.vanguard.co.uk/adviser/adv/investment-information

