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FEEL-GOOD
FUNDS HOLD
THEIR OWN
Investment Environmental, social and corporate
governance fund management strategies are more
than a marketing tool, writes William McInnes.

Clockwise from top: Matt Nacard and
Nathan Parkin believe ESG doesn’t
mean sacrificing returns; Tom Culver
says people using ESG need to make
sure they’re doing it for the right
reasons; Christopher Cuesta says his
strong returns have been largely due
in part to ESG considerations.
PHOTOS: NIC WALKER, CHRISTOPHER
PEARCE, JAMES BRICKWOOD
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I
t’s the ultimate feel-good invest-
ment, a fund that eschews
tobacco, coal, alcohol, gambling,
firearms and big pharma.
Supporters say these funds are
making the world a better place
but critics believe that ESG (envir-
onmental, social and corporate

governance) is littlemorethanthelatestsoph-
isticated money-making marketing tool.

‘‘To us it’s about buying everyday compan-
ies that do things well,’’ says Ethical Partners
Funds Management chief executive Matt
Nacard. ‘‘Most companies have the oppor-
tunity to improve things in terms of sustain-
ability, supply-chain knowledge, and how
they conduct their business. If they do that
well, we think they can perform well too.’’

The data appears to support a view of out-
performance for ESG-focused funds. A
study in February of Morningstar’s 56
unique ESG-screened indexes found that
73 per cent (41 of 56) have outperformed
non-ESG equivalents since inception.

‘‘Morningstar’s ESG-screened indexes
have generally outperformed their main-
stream counterparts,’’ study author Dan
Lefkovitz said. ‘‘They also exhibit superior
exposure to measures of quality, financial
health, and volatility – factors linked to a
positive long-term investor experience.’’

The study’s results were consistent with a
range of other studies from previous years
that found sustainable investing didn’t hurt
returns and that the filters tended to find
companies with increased quality. ‘‘I think
long term it just makes sense,’’ says Hamil-
ton Wealth Management managing partner
Will Hamilton. ‘‘If those boxes are ticked
you should be able to get superior returns.’’

THB Asset Management chief executive
Christopher Cuesta says his strong returns
have been largely due in part to ESG consid-
erations. ‘‘Do ESG considerations add value

to investment returns? It will take many
years of scrubbing numbers to calculate an
exact figure, and even then I assume the data
will stillbe ambiguous,’’he says. ‘‘I personally
believe that consideration of ESG factors
does add value to investment returns.

‘‘At THB, we believe there is a very high
correlation between high-quality compan-
ies, good corporate citizenship and long-
term shareholder value creation.’’

The money flowing into ESG-focused and
sustainable funds in the past few years has
been rising. Even last year, as the market
fell, a record amount of capital was injected
into sustainable funds, according to a report
by Morningstar. ‘‘It is investor-led and the
fund managers are having to respond to the
demand on the ground,’’ Hamilton says.

‘‘The problem domestically is we’re really
lagging. When I was in the UK talking to
fund managers, it is so topical over there.
We’re lagging but just wait for it because
we’ll get a similar wave [of demand].’’

The wave of demand has also created
sceptics, however – some investors believe

investment firms aren’t necessarily riding
the ESG wave for all the right reasons.

Speaking at the Portfolio Construction
Forum market summit in February,
London-based LGM Investments chief
investment officer Thomas Vester said
many fund managers were just taking
advantage. ‘‘Wall Street, City of London,
we’re all talking ESG and it’s not because
we’ve become saved overnight and want to
save the world,’’ he said.

‘‘It’s because it’s where the assets are flow-
ing in, it’s where you can increase your mar-
gin a bit and it’s because maybe there are a
lot of managers with bad track records that
see a chance to get a new one.’’

He said that, while ESG was a positive, he
believed clients needed to ensure managers
were using it properly. ‘‘Don’t get me wrong,
I’m all for it, but I think that with ESG it will
have to be much more about allocating in
the right way,’’ he says. ‘‘I think it’s wonder-
ful that it’s here but let’s raise the bar.’’

Goodments chief executive Tom Culver
echoed Vester’s thoughts on the approach
of some funds to ESG investing.

‘‘I do think a lot of companies are looking
more at the bottom line,’’ he says. ‘‘People
are recognising there’s a generational shift,
but are these players getting involved for the
right reasons?’’

ESG can be used as more than a market-

ing tool, however, with many pointing to its
value in weeding out dodgy companies.

‘‘We think ESG generally is a good risk fil-
ter. Not many people are thinking about it
that way but we do,’’ says Ethical Partners
investment director Nathan Parkin.

‘‘We’re a bottom-up stock picker so we’re
interested in how companies are running
their business.’’

Yarra Capital Management’s head of Aus-
tralian equities research, Katie Hudson, says
looking at a company’s ESG can help avoid
betting on the ‘‘blow-ups’’.

‘‘For fund managers focused on the long
term and prepared to research these poten-
tial risks, the rewards are apparent over
time,’’ she says. ‘‘Not only can this process
add significant value to portfolios – by high-
lighting likely winners – it also helps to
identify risks that might not become appar-
ent until disaster strikes. Avoiding blow-ups
becomes much more likely.’’

Ethical Partners’ Parkin says he is always
trying to find companies that satisfied eth-
ical filters. ‘‘Companies that are thoughtful
about how they do business should have
enduring franchises,’’ he says.

‘‘Companies like Orora are particularly
strong across all the areas. Dulux are like-
wise very strong and ahead of the curve in
terms of reporting and standards and also
Bega Cheese.’’ SI
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Portfolio

Giselle Roux

Colourful storylines
on stocks are highly
digestible but
should not be the
basis on which to
allocate investment
assets. ILLUSTRATION:
KARL HILZINGER

The investment world is replete with great
stories. Fund managers, brokers and online
channels all have nicely worded and often
convincing tales on the merits or otherwise
of individual companies.

Inevitablythereisanagendabehindthe
presentation.Thatis, thewriterrepresents
theirviewbasedonwhytheyareholding,or
notholding,asecurity.Bydefault, it israrely
anunemotive, independent,assessment
thoughonedoesnotdoubttheinherentbelief.

Whenhearingcounterarguments, itgets
moreuseful.Thecurrentinvestmentopinion
appearstobeincreasinglydividedonthe
broaderoutlook.

Astartingbaseisglobaleconomicgrowth.
Whilethemeasuredcorrelationofgross
domesticproductgrowthandequitymarket
momentumislow,corporateearnings
inevitablyhavevaryingdegreesofattachment
toeconomiccycles.

Evenifafundmanagersuggestsitselects
stockswithnoreferencetothiscycle, the
holdingswillusuallypaintenoughofa

picturetojudgetheirattitudeonexpected
conditions.Anticipate, therefore, thatany
stockstoryisframedwithaparticularoutlook
inmind.

Thesecondfactoristhevaluationofoverall
regionsorsectorsoftheglobalequitymarket.

ThemantraforsomeyearshasbeentheUS
isexpensivewithrespecttohistoryand
relativetootherregions.Thathasdonelittle
foranymanagerskewedawayfromtheUS
giventhepersistentoutperformanceofthe
S&P500.

Theargumentrestsonthedeterminantsof
thisUSequitycycle–ajuicycombinationof
‘‘disruptor’’companies,corporatetaxcuts,
buybacksandcreditgrowth.Expectthose
overweighttheUStostickwiththisbackdrop
andhardlylikelytomakeacaseforother
regions.

Similarly,sectorssuchasfinancialsor
energytendtogetashortshiftbasedonan
entrenchedviewoninterestrates,policyand
variableoilprices.Diggingupacountercase
tothesepositionscanraiseissuesthat
otherwisedon’tseethelightofday.

Astheplotunfolds, theglobalconditions
andregionalvaluationsareexpressedinstock
examples,andthemost interestingonessiton
theextremesofopinion.

Onecategoryboundtoattractattentionare

theveryhighpricetoearningsequities,some
withapatchytrackrecordofanaccounting
profitandnegativecashflow.Inthisbucket
arecompaniessuchasNetflixorTesla,along
withahostoflesserknownnames.

Inthesecases, itcantrulybethestorythat
hastosupporttheattitudetothisinvestment,
giventhereis littlebywayofhistoricaldataor
thecurrentfinancialstounderpinthecase.It
mightstartwithsizinguptheaddressable
market.

Forexample, isthegroupaimingatalocal
orglobalfootprint?Whichcurrentserviceor
productis itdisruptingandarethose
participantsneglectingtoadapttheir
businessmodel?

Eachrequiresastabataforecastthat
inevitablyisasetof ‘‘whatif?’’assumptions.
Thenimaginehowtheywillchargeforthese
servicesandwhatcostswillbeincurred.

Thetalehasnotcometoanend–what
capitalwillberequiredtoachievethe
company’sambitions?Howwill it fundits
expansion?Will that includedilutiveequityat
somestage?

Ratherobviously, therearemanypotential
scenariosthatcouldemerge,withtheinvestor
focusingontheiropinionofthemostlikely
outcome.Itgoeswithoutsayingthata
crediblescenariocanbeconstruedonboth

thebuyandsellsideforthesecompanies.
Anothercategoryisalessexciting,but

apparentlypredictable,group.Staid
consumerbrandsmaybeslowgrowth,and
detractorswillprognosticateontheirlong-
termdemisegivenchangestoconsumption
patterns.

Thathasnotyetproventobeauniversal
causeforconcern,assomehavebeenadeptat
refreshingbrandsandreducingcosts.
RecentlyKraft-Heinzmuddiedthewaterwith
anunexpectedhitfromaccounting
irregularities,flatrevenues,goodwill
impairmentandacutinthedividend.Noless
aninvestmentguruasWarrenBuffettwas
caughtonthewrongsideofthistrade.

High-profilefundmanagerscanbegivena
statusthatencouragesinvestorstobelieve
theyareinfallible.Everyinvestment
philosophyhaslimitationsandblindspots.

Confirmationbias,whereoneonlylistens
tosupportiveopiniononalreadyentrenched
views, isoneoftheinherentdangersin
investmentmarkets.

Colourfulstorylinesonstocksarehighly
digestiblebutshouldnotbethebasison
whichtoallocateinvestmentassets. SI
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