ESG
Basic Facts
Everywhere I turn in investment marketing and media
today I am being hit by ESG (environmental, social and
governance). My challenge as the CEO of a quantitative
investing boutique is that there is no agreed upon
standards for ESG, and that this investment theme has
not been around long enough to statistically validate
if ESG investments represent a fad or a sustainable
strategy that will continue to generate superior returns.
Worst of all, in certain cases it feels like “The Man” is
taking advantage of our inherent values alignment to
the promises of ESG to sell products that might not
generate great returns over the long run. Similar to our
behavioural bias to chase performance, we can make
poor investment decisions based on the hopes and
dreams of a better future.
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our mission “to educate and empower investors with
factor investing”. Until recently only the ultra-rich or
institutional investor was able to access sophisticated
quantitative investing strategies and we are bringing
it to the average Canadian through low cost publicly
listed ETF’s.
“Investors last year ploughed a record $21bn into
socially-responsible investment funds in the US, almost
quadrupling the rate of inflows in 2018, according to
Morningstar… Companies with the top ESG rankings
now trade at a 30 per cent premium to the poorest
performers as measured by their forward price-toearnings ratios” said Savita Subramanian, head of US
equity strategy at Bank of America.

Buckstein states, and I concur, that; “In the coming
decade, we can expect to see more companies directing
some of their resources and skills to helping solve
social problems. And as the idea of having a “social
purpose” becomes mainstream, the organizations that
get it right will enjoy a competitive advantage over
those that choose to ignore the trend or fail to employ
it properly”.

At SmartBe we believe in quantitative investing using
rules-based systems that are transparent and vetted
through academic peer review. The premise is that
certain financial information published in the financial
statements of corporations have a causal relationship
to stock price performance. The problem for us right
now is that ESG investing is so new that there is not
enough history of performance data to determine if
the strong ESG measures cause better performing
stock prices. This is compounded by the fact that
unlike accounting there are no universal standards for
ESG reporting. So rather that throw our quantitative
arms in the air, I wanted to provide a summary of
the state of ESG and how we think that a number
of ESG factors are inherent to quantitative investing
methodologies.

In the article, Buckstein interviews Faith Goodman the
CEO of Goodman Sustainability Group, who states
“Defining and owning your social purpose is the most
critical competitive advantage of our time”. Since
SmartBe’s inception, our founding team and advisors
have stressed the importance of a social purpose in

Let me start by saying I have a personal bias. I place
a high value on a clean planet today and for the
future children and their children. Graduating from
geophysics engineering I landed my first corporate as
an environmental consultant. My job was to identify
environmental liabilities and clean up contaminated

I got the urge to write this piece after reading the
latest publication of the Director Journal, a publication
of the Institute of Corporate Directors. The article
was written by Jeff Buckstein and was titled “Social
Purpose” contemplating corporations move beyond
the setting of ESG goals to redefining their mission in
the context of a broader social purpose.
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sites. And, I sometimes felt a great deal of conflict
as a young idealist, that my expertise was used to
enable industry to pollute to the maximum acceptable
standards, many of which, at that time were less than
clean. I also learned that there are a lot of very nasty
substances in today industrial complex that destroy
ecosystems, kill life and cause irreparable harm. I must
admit, I find our current obsession with CO2 misplaced
and would much rather we focus on deleterious
substances, but that rant is for another blog. I do think
ESG is important and I want to share my perspective
on how quantitative investing strategies are impacted
by this right-minded movement.
I think it makes sense to frame the discussion of ESG
with some definitions and frameworks. The following
is taken from the CFA institute website and states
that “Investors are increasingly applying non-financial
ESG factors as part of their analysis process to

identify material risks and growth opportunities. ESG
metrics are not commonly part of mandatory financial
reporting, though companies are increasingly making
disclosures in their annual report or in a standalone
sustainability report. Numerous institutions, such as
the Sustainable Accounting Standards Board (SASB),
the Global Reporting Initiative (GRI) and CDP are
working to form standards and define materiality
to facilitate incorporation of the factors into the
investment process.
There is no one exhaustive list of ESG examples. ESG
examples are often interlinked, and it can be challenging
to classify an ESG issue as only an environmental,
social, or governance issue, as the table below shows.”
These ESG examples can often be measured (e.g., what
the employee turnover for a company is), but it can be
difficult to assign them a monetary value (e.g., what the
cost of employee turnover for a company is).”

Environmental

Social

Governance

Conservation of the natural
world

Consideration of people &
relationships

Standards for running a
company

Climate change and carbon emissions

Customer satisfaction

Board composition

Air and water pollution

Data protection and privacy

Audit committee structure

Biodiversity

Gender and diversity

Bribery and corruption

Deforestation

Employee engagement

Executive compensation

Energy efficiency

Community relations

Lobbying

Waste management

Human rights

Political contributions

Water scarcity

Labor standards

Whistleblower schemes
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The United Nations has developed a set of 17 Sustainable Development Goals (SDG’s) with 169 targets that link to
the goals. The following is a screen shot from the UN website that describes the 17 SDG’s and provides a broad
context in which ESG exists.

Most of the framework is self-explanatory but I thought I would clarify two of the goals:
1.

The Industry, Innovation and Infrastructure goal is to build resilient infrastructure, promote inclusive and
sustainable industrialization and foster innovation.

2.

The Partnerships for the Goals goal is to strengthen the means of implementation and revitalize the global
partnership for sustainable development.

In addition to the SDG’s the UN Global Compact is a voluntary initiative based on CEO commitments to implement
universal sustainability principles and to take steps to support the UN SDG’s. The UN Global Compact 10 principles
for businesses, as stated on the UN Global Compact’s website, are the following:
Principle 1: Support and respect the protection of internationally proclaimed human rights.
Principle 2: Ensure that business practices are not complicit in human rights abuses.
Principle 3: Uphold the freedom (...) of the right to collective bargaining.
Principle 4: Eliminate all forms of forced and compulsory labor.
Principle 5: Abolish child labor.
Principle 6: Eliminate discrimination in employment and occupation.
Principle 7: Adopt a precautionary approach to environmental challenges.
Principle 8: Conduct environmentally responsible activities.
Principle 9: Encourage the development and diffusion of environmentally friendly technologies.
Principle 10: Fight corruption in all its forms including extortion and bribery.
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Sustainable Accounting Standards Board (SASB)
Moving on from the UN initiatives the Sustainable
Accounting Standards Board (SASB) “mission is
to help businesses around the world to identify,
manage and report on the sustainability topics
that matter most to investors. SASB standards
are developed based on extensive feedback
from companies, investors and other market
participants as part of a transparent, publicly
documented process. SASB standards differ by
industry, enabling investors and companies to
compare performance from company to company
within an industry”. SASB uses the framework
to the right for defining sustainability issues.
SASB website

Global Reporting Initiative (GRI)
The SASB has created 77 industry specific
standards for companies to evaluate and report
on their sustainability issues. Now to GRI. The
following is taken from the GRI website. “GRI is
an independent international organization that
has pioneered sustainability reporting since 1997.
GRI helps businesses and governments worldwide
understand and communicate their impact on
critical sustainability issues such as climate change,
human rights, governance and social well-being. This
enables real action to create social, environmental
and economic benefits for everyone. The GRI
Sustainability Reporting Standards are developed
with true multi-stakeholder contributions and
rooted in the public interest.

CDP Disclosure Insight Action
Finally, CDP is a global not for profit organization
that has developed a self-reporting standard for
sustainable development. Their framework for
climate change, forests and water security can be
seen below. They have detailed questionnaires
in each of the three categories, similar to what is
found in a corporate financial audit methodology,
that corporations cities and governments can fill
out to be entered into their global ranking of the
best companies. CDP Website

GRI reports that, “93% of the world’s largest 250 corporations
report on their sustainability performance.”
For more information: GRI website

This cursory review of ESG standards validates
a few important things. First and foremost, ESG
and sustainable development reporting is well into
the mainstream of corporations. The number of
organizations offering reporting, the variability in
reporting standards and the number of companies
that self-report without reference to a standard
indicates that there is more work to be done to
objectify and quantify how the various standards
are implemented. Furthermore, as referenced in the
opening, ESG is top of mind and has captured the
hearts of many as it relates to the corporations they
want to own and support.
The challenges in developing quantitative investment
strategies around ESG are two fold. ESG factors are
emerging so there is not a long history of data for
statistical analysis and there is no universal standard
for measurement and reporting. Both of these facts
mean that as of yet, ESG factors do not pass the normal
tests of repeatability, robustness and reliability enough
to develop an investment thesis around. Intuitively it
makes sense that if commercial and retail buyers
are directing more and more of their spend towards
companies with strong ESG track records that their
future earnings should outperform. But the science of
quantitative investing is not in the business of trying
to predict the future. Rather mathematical models are
used to try to take advantage of what has been shown
to work best in the past.
Dr. Tommi Johnsen, an advisor to SmartBe, recently
posted a blog commenting on a recent academic paper
on ESG. One of the conclusions of the paper that was
published in the Journal of Portfolio Management
was that ESG momentum (the change in ESG score
for a company over the past 12 months) has a positive
impact on cumulative return. Check out the blog .

I thought it would be informative to examine how
quantitative rules-based stock selection process might
interplay with an ESG investment thesis. SmartBe’s
ETF chooses stocks by following an index that has
been created by our index provider, Alpha Architect.
The index is computer generated using dozens of rules
that sort through the digitized financial statements of
publicly traded companies from around the world.
The first steps in selecting companies for the index is
through robust methodologies that screen financial
statements for signs of poor governance.
There are numerous mathematical models that test
for poor governance that have been peer reviewed
and published in the top academic journals. The
models are developed using forensic accounting.
Computers sift through the financial statements of
companies known to have lied, have gone bankrupt
or are unscrupulous in their financial reporting (e.g.
Enron) to develop rules to spot concerns and test if
there is any statistical significance. The governance
tests range from assessing for earnings manipulation
and fraud, financial distress, economic franchise
(superior financial strength) and financial health (the
ability to withstand shocks). SmartBe believes that the
screening algorithms identifies those companies of the
highest quality that are playing by the rules which imply
good governance. And we also think companies with
financial statements that indicate good governance
have leadership that is driving the companies toward
an ever-stronger social purpose.
Once the governance screens have kicked out
the bad apples, stock selection is then based on
companies that are cheap compared to their financial
performance (the value factor) and companies whose
share price has increased the most in the last 12
months (the momentum factor). Screening for value

and momentum have no bias towards ESG. However,
it makes sense that if the current investment trend is
creating a demand for companies shares with strong
ESG factors, some of those stocks are likely to have
strong price momentum over the past 12 months.
Similarly, the value factor screens choose cheap
companies. It makes sense that companies with poor
ESG scores will be out of social favour and cheap such
as oil and gas or mining. The vocal environmental
activist lobby would have us treat all non-renewable
resources as low ESG scoring. However, many of these
companies are leaders in the transition and investing
substantial R&D dollars to create a sustainable energy
economy, which should indicate strong ESG scores.
Another example of an ESG paradox would be mining
companies that extract non-renewable resources
causing the release of toxic substances into tailings
ponds or the atmosphere. How should ESG score a
lithium mining company with a large toxic footprint
(low ESG) that is paving the way for a future with
electrical vehicles (high ESG)? The answers are not as
simple as the fund flows and media would suggest.
So, while SmartBe’s quantitative investment philosophy
has not yet found a way to directly participate in the
ESG movement, our index providers have established

a number of stock selection rules that are impacted
by some of the fundamental aspects of ESG. First and
foremost SmartBe wants investors to succeed in their
investment journey. There is a lot of hype about ESG in
the marketplace today. Do your research, understand
if you’re making a bet on the future or if you are basing
your investments on strong evidence from the history
of markets. Unfortunately today, we see too much
marketing hype that takes advantage of our natural
human bias. At SmartBe we believe in ESG for the
future, we just haven’t yet been convinced that there
is enough evidence to base an investment strategy on.
Caveat emptor.
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