FEATURE

A Perspective on
Responsible Investment

JOE MOTTLEY
ﬁ DIRECTOR
VERUS ADVISORY LIMITED

ESG Investment
Performance

ESG investment products are often
promoted with the suggestion that
they will enhance risk-adjusted returns
relative to non-ESG approaches. |
believe the evidence to support this
is tenuous and trustees who choose to
embrace ESG should not incorporate
this assumption in the rationale for
their choice.

Considering first the question of
higher returns, it seems clear that
most ESG funds enjoyed a burst of
outperformance over a number of
years up to 2020, and especially in
2020 itself. Fund promoters were not
shy in publicising this outperformance.
In fact, most of the superior returns
can be attributed to the sector
biases inherent in many ESG funds -
underweighting or exclusion of areas

such as energy, materials and other
‘dirty’ capital-intensive industries,
with corresponding overweighting of
technology and other ‘growth’ sectors.
Undoubtedly, there was some bidding-
up of higher-rated sectors as ESG
alignment gained popularity, but the
greatest driver of performance was
that the ESG approach found itself in
tune with broader market trends.

That phenomenon suffered a sharp
reversal in 2021 and 2022 to date,
as the previously unpopular sectors
experienced a strong recovery on
the back of energy shortages and
rising commodity prices. Meanwhile,
technology and other growth sectors
fell sharply. So, it is not a foregone
conclusion that biasing a portfolio
towards activities that appear to
support climate and other sustainable
development goals will lead to
outperformance. In fact, following
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a prolonged period of ‘good’ stocks
being in fashion, it is easy to see how
they could become overvalued and
subsequently provide inferior returns.

On the question of reduced risk, there
may be a stronger case for believing
that sustainable investments will
be better placed to withstand the
upheavals which will come with
climate change and climate change
adaptation. More generally, it seems
reasonable to believe that companies
that are well-behaved with regard to
governance, environmental and social
factors should be less vulnerable to the
negative shocks which can sometimes
arise from those issues.

However, we would expect a good
active manager to always look
to significant long-term risks in
constructing their portfolios, whether
or not they are formally aligned with an
ESG mandate. If the pre-ESG forward-
looking risk assessment framework
was properly comprehensive and long-
term, why would the overlay of an ESG
process cause it to change?

Put another way, if the ‘perfect’ active
manager is one that always chooses
the optimal portfolio from the available
opportunity set, then constraining the
opportunity set (through adopting an
ESG process) cannot lead to a superior
optimisation.
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With regard to passive investment,
the basis for ‘true’ passive investment
(i.e. the tracking of broad market-cap
weighted indices) is the belief that
markets have already priced in all
available information on the risk and
return prospects of each security. If
that is so, why would we expect the
imposition of an ESG tilt on the index
to improve its risk-weighted returns?

Trustees’ Responsibilities
IORP Il requires pension trustees
to take account of ESG factors in
performing their risk assessment and
formulating investment policy. They
must also disclose information on
this to their members. The regulation
does not oblige trustees to adopt ESG
investment but it is likely that they will
tend to move in that direction anyway.
| suggest, if sustainable investment can
be characterised as ‘doing well and
doing good’, trustees should be careful
in their deliberations to distinguish
between those two objectives. In
particular, as | argued above, they
should resist the assumption that
‘doing good’ can be relied upon to
enhance the ‘doing well’ outcome.

It is perfectly reasonable for an
investment policy to incorporate
a wish to ‘do good’ but fiduciaries
should be very clear-headed in their
motives and expectations in making
such a choice. While the IORP Directive
requires trustees to take account of
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ESG factors, it first stipulates that “the
assets shall be invested in the best
long-term interests of members and
beneficiaries...”. It would be unwise
for trustees to make any investment
decision which they believe might not
be consistent with securing the best

risk-adjusted returns for members.

In DC schemes, the adoption of ESG
principles is likely to be reflected in
the inclusion of some ESG-compliant
funds in the offering to members, and
trustees should seek to take account
of members’ wishes in this area. In DB
schemes, the trustees have a freer rein
in deciding how to implement ESG. But
in either case, they should consider
carefully how well the approach taken
will advance the ‘doing good’ objective.

ESG “Doing Good”—The
Theory and Reality

| question whether some ESG
approaches have any effect on real-
world results. That applies in particular
to the central issue of climate change.
It has become very popular for asset
managers to measure the weighted
average carbon footprint of their
portfolios, and to pursue metrics
which are lower than average and
reduce further over time. But portfolio
decarbonisation must be distinguished
from real-world decarbonisation. Does
focusing investment on low-emission
companies prompt them to further

reduce their emissions, and how
much scope for further reduction
do they have anyway? Conversely,
does underweighting or excluding
high-emission sectors such as fossil
fuels actually have an impact on their
behaviour, especially if they are mature
cash-generative businesses that have
no need to raise fresh equity? Perhaps
investing in high-emission companies
and engaging with them to encourage
them along the path of emissions
reduction would be a more effective
way to ‘do good’?

Trustees should be aware that there
is a large diversity of ESG investment
approaches and that choosing among
them requires careful consideration.
They need to look beyond the
simple Article 8 or Article 9 SFDR
designations, and examine more
closely what process is applied by the
fund managers.

Most ESG investment approaches
employ some combination of exclusion,
tilting and engagement. | believe a good
ESG process should use exclusion to a
very limited extent, if at all. Applying
too broad a range of exclusions is likely
to harm portfolio diversification and
could potentially raise portfolio risk to
an unacceptable degree. Moreover,
there is a logical inconsistency at
the heart of many exclusion policies.
Excluding a sector from consideration
is tantamount to stating ‘This business
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should not exist; the world would be
a better place without it’. That may
be uncontroversial for certain limited
examples such as Tobacco, but how
can the statement be defended in the
case, for example, of fossil fuels when,
at least for the time being, the world
is critically dependent on its products
and most of us pursue lifestyles which
require their abundant consumption?

Policies to exclude or underweight
the ‘dirty’ sectors may indeed prove
counterproductive. The more the
shares are shunned by responsible
investors, the more likely that control
passes to less scrupulous owners - who
are happy to exploit their depressed
valuations without any heed of ESG
matters.

Tilting - overweighting companies with
high ESG ratings and underweighting
their low-scoring counterparts - is
now the preferred central plank of
most ESG funds’ approaches. But, as
far as ‘doing good’ is concerned, its
efficacy depends on the rating process
used, and many of those processes are
flawed. The scoring systems applied by
the various leading agencies are highly
complex, as they look to assess up to
maybe 50 factors and apply arbitrary
weightings to arrive at a combined
score. It is not surprising that we
observe wide disparities among rival
agencies’ results. To give one example,
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Walmart is ESG-ranked in the top
decile of large-cap US companies by
one agency, while another puts it close
to the bottom quartile. So how do we
really know whether Walmart is a clean
or a dirty company?

Returning to the question of portfolio
decarbonisation versus real world
decarbonisation, a comparison of
Microsoft and Arcelor Mittal is a good
illustration. Microsoft is a good citizen
with regard to greenhouse gases; it
currently reports CO2 emissions at
12m tonnes per annum, and has a plan
to bring that to zero by 2030. Arcelor
Mittal, one of the world’s largest steel
companies, has much higher emissions
due to the nature of its business. It
currently emits 179m tonnes, but has
a well-articulated and credible plan to
bring that to 134m tonnes by 2030 - a
reduction of 45m tonnes. In the MSCI
World ESG Enhanced Index, Microsoft
is ‘upweighted’ relative to the base
MSCI index by a factor of 1.12, whereas
Arcelor Mittal’'s weighting is reduced by
nearly three quarters. While there may
be some other factors at play here, do
those tilts fairly reflect which company
will be making the greater contribution
to real world decarbonisation?

Conclusion

| believe there is scant evidence to
support the assumptions that: (i)
ESG alignment will support better
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investment outcomes and D)
ESG alignment will help to fight
climate change. More generally, if
climate change is to be arrested, the
ever-greater focus on responsible
investment should not distract us from
the harder work to be done on other
fronts. Success will depend critically
on the individual choices we make in
our lifestyles and at the ballot box, and
far less on how we invest our pension
funds.
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