
ESG: FROM NICHE TO MAINSTREAM

Environmental, sustainability, and governance factors – 
better known as ESG – are shaping the investment world. 

Just ask the executives and boards of Rio Tinto, QBE, 
AMP, and Cleanaway. 

Whereas once companies were judged almost solely on 
financial factors, institutional investors are increasingly 
assessing their social license to operate. 

Rio Tinto’s boss is now on the way out after overseeing 
the destruction of the 46,000-year-old Juukan Gorge 
rock shelters. QBE’s CEO is set to depart after a complaint 
from a female employee. Similar issues at AMP led to 
the chairman and a director resigning. Cleanaway’s 
CEO may be next after leading a culture of bullying  
and harassment.

That list includes companies that were strongly and 
poorly performing based on financial measures. So how 
should retail investors interpret this new landscape as 
they come under increasing pressure to generate the 
investment returns needed to reach their goals?

DIFFERENT LENSES, DIFFERENT 
PRIORITIES
While there’s a growing consensus that ESG matters, no 
two investors interpret ESG in quite the same way.

For example, Aware Super (formerly First State Super) 
is currently shifting its investment portfolio to achieve 
net zero carbon emissions by 2050. However, it’s safe 
to assume that Mine Super – whose members include 
significant numbers of coal miners – has a more 
nuanced approach to tackling climate change.

The negative impact of climate change on the world 
can’t be denied. But its impact on investment returns 
is hard to predict on anything other than longer-term 
time horizons compared to say, making buildings 
in a property portfolio more energy efficient, which 
will quickly lead to better investment returns. Both 
approaches form part of the “E” in ESG.

While we have reason to suspect that fossil fuel usage 
is leading to catastrophic climate change, there is 
no simple quick answer to mitigating this risk. Much 
depends on the priorities of the investor making  
the assessment.
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Even putting aside differences in outlook on one issue 
such as climate change, each investor puts a different 
emphasis on each ESG component. The environment 
has attracted plenty of publicity for some years, but 
governance is also now rising in importance with 
shareholder votes against remuneration reports 
becoming commonplace.

Even massive index managers such as BlackRock 
are no longer passive investors, with the firm recently 
announcing a record number of interactions with 
companies over sustainability and other issues.

While considering ESG aspects when investing is 
generally a positive, the evidence for whether an ESG-
led approach to investing leads to clear outperformance 
is unclear and depends on many factors including 
definitions and time horizon. 

THE INNOVA APPROACH TO ESG
We accept that there are many different approaches to 
ESG depending on the values of investors, so we view our 
investments largely through the sustainability prism.

Sustainability is a business practice – broader than 
environmental considerations – that can be performed 
into the foreseeable future. Unfortunately, many 
businesses fail this broad test, whether it be negatively 
impacting the planet, their staff or stakeholders.

For example, the risks taken on by some US bank 
proprietary trading desks before the GFC generated 
impressive short-term profits but were unsustainable. 
Other unsustainable (and illegal) business practices 
are also coming to the fore such as modern slavery 

hidden in supply chains. The upcoming Modern Slavery  
Act requires organisations to investigate and disclose 
any breaches. 

We expect the fund managers we invest with to assess 
these factors, just like they assess traditional metrics of 
corporate success such as earnings growth. They must 
walk the walk, not just talk the talk.

There may be more than 2200 fund managers signed up 
to the UN’s Principles for Responsible Investment (PRI), 
but its six principles are non-prescriptive and badges 
can be more about marketing than substance.

We were once considering investing with a manager 
which invested in quality and sustainable businesses 
focussed on organic growth. However, they held one 
company in their portfolio that was notorious for its 
heavy capex investment which was destroying its 
bottom line. 

When we asked how that company would deal with 
competition, the fund manager said they would just 
spend more to create more – the opposite of their 
supposed sustainable organic growth philosophy. We 
didn’t invest with the manager.

On another occasion, we vetoed an emerging markets 
manager with a strong value focus because their 
portfolio was highly skewed towards cheap Chinese 
state-owned enterprises, which we thought posed an 
unacceptable governance risk.

Sustainability remains a key part of investment 
success and, while some ESG factors may be open to 
interpretation, they will increasingly shape businesses.

https://www.blackrock.com/corporate/literature/publication/blk-annual-stewardship-report-2020.pdf
https://www.homeaffairs.gov.au/criminal-justice/Pages/modern-slavery.aspx
https://www.homeaffairs.gov.au/criminal-justice/Pages/modern-slavery.aspx

