BTl ¢xe

businesstimes.com.sg

Wednesday, October 16, 2024 THE BUSINESS TIMES

INSIGHTS FROM CFA SOCIETY SINGAPORE

Book throws light on the
good, the bad and the unknowns

of sustainable investing

A

MARK BHASIN

IN THE Puzzle of Sustainable Invest-
ment, author Lukasz Pomorski, se-
nior vice-president at Acadian As-
set Management and an adjunct
professor at Columbia University,
presents a collection of important
tools for the sustainable investor
to navigate the fiercely contested
subject of environmental, social
and governance (ESG) investing.
He analyses the channels
through  which  sustainability
shapes corporate decisions, and
discusses many practical exam-
ples and case studies that provide
a succinct summary of the indus-
try's key issues. Pomorski adeptly

discusses the good, the bad and
the unknown of sustainable in-
vesting, while acknowledging that
the answer to some of the critical
questions is the dreaded “it de-
pends”.

Based on a simple thought ex-
periment, Pomorski correctly con-
cludes that ESG characteristics are
a source of information; and some
of this information may be helpful
in pursuing financial goals irre-
spective of how investors feel
about ESG investing more broadly.

Therefore, by a simple leap of
logic, the ESG-aware portfolio will
exhibit a higher Sharpe ratio than
the ESG-unaware portfolio. ESG in-
tegration (incorporating ESG con-
siderations into one’s views of risk
and return) is a good thing since it
may help investors build better
portfolios.

Since ESG investors also build
constraints into their investment
process, however, it may lead to
the formation of a “sin premium”
or relatively higher expected re-

turns from holding securities with
poor ESG scores, such as tobacco
or fossil fuel companies. These
higher returns are not a compensa-
tion for risk or for poorer quality of
future cash flows but, rather, a di-
rect consequence of investors’'
tastes and preferences.

Pomorski displays an ESG-effi-
cient frontier of a carbon-aware
portfolio that shows reducing car-
bon to 30 per cent of benchmark
emissions reduces financial attrac-
tiveness by close to 5 per cent. A
reduction to 10 per cent of bench-
mark emissions costs about 15 per
cent. This chart exposes the risk-
return trade-off in reducing carbon
intensity and financial attractive-
ness in a portfolio.

Pomorski references a new pa-
per that analysed thousands of
stocks traded in 48 different coun-
tries, and assessed ESG ratings
from seven different providers.
Based on the principles of market
efficiency, he supports the report’s
conclusion that there is very little
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evidence that ESG ratings are relat-
ed to global stock returns.
Further in the book, he discuss-
es how any outperformance will
likely need to arise from investing
in companies that exhibit im-
provement in financially material
ESG factors. Pomorski supports
the claim, however, that ESG rat-
ings may provide insight about the
risk of the underlying companies.
For example, a portfolio tilted to-
wards stocks with strong ESG rat-
ings will hold relatively safer
stocks than those in an otherwise

similar portfolio that is tilted in-
stead towards poor ESG ratings.

Three case studies — involving
Engine No 1 and ExxonMobil; green
bonds; and building net-zero port-
folios — are discussed to illustrate
positive impact through invest-
ment portfolios.

As a real estate finance practi-
tioner, I found the green bond case
study to be most insightful. Since
ESG-motivated investors are will-
ing to pay a premium for green
bonds, this “greenium” means that
investors are willing to provide the

company with cheaper capital,
provided that the use of proceeds
is for green projects. Green bonds
have impact through the financing
cost channel, whereas in the Ex-
xonMobil example, the impact
comes through the control chan-
nel.

Finally, Pomorski explores how
shorting and commodity futures
can be used as part of the toolkit in
an investor’s ESG integration proc-
ess.

In summary, The Puzzle of Sus-
tainable Investment is a thoughtful
and practical book with rigorous
research backing much of Pomor-
ski's conclusions.

Since Milton Friedman articulat-
ed his shareholder-primacy theory
in 1970, we have observed an evo-
lution in how we think about the
role of business and the corpora-
tion in American society. Although
global sustainable flows turned
negative for the first time on rec-
ord in the fourth quarter of 2023,
the most pessimistic assessments
of sustainable assets indicate that
atleast US$3 trillionis currently in-
vested in sustainable strategies.
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