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Editorial
Hello and welcome to Beyond Beta – the one and only magazine
dedicated to smart beta and quantitative ETFs. Environmental, social
and governance (ESG) investing has exploded in recent years amid
increasing regulatory pressure and a more socially-conscious investor set.
Highlighting this, sustainable investments have surged 34% since 2016
to over $30trn, according to the Global Sustainable Investment Alliance
(GSIA), while ESG ETFs and ETPs account for $47bn assets under
management (AUM), up from $23bn at the start of the year.
Despite this sharp rise, issues for the green industry remain. As our
contributors point out, the lack of standardisation between the different
ESG data providers is proving to be a headache for investors with
MSCI and Sustainalytics, the two most widely used providers, having a
correlation of just 0.5 on their ESG scores. Meanwhile, the idea investors
can do good while not giving up their returns is certainly not a done deal
despite what some parts of the asset management industry claim.
This issue begins with a market overview, looking at the best performing
and newly listed smart beta ETFs from around the world. It then moves to
a series of interviews and essays with top experts, looking for proven ESG
ideas that investors can use. Highlights include research from Truvalue
Labs’ Thomas Kuh, who examines the potential link between systemically
generated ESG signals and alpha generation and FactorResearch’s Nicolas
Rabener, who goes against a popular view by claiming pension funds and
millennials should, in fact, look to avoid ESG.
As always, a quick note from us on definitions. We define smart beta
as non-market-weighted rules-based ETFs. For us, smart beta ETFs do
not have to be index-tracking. What matters is that they meaningfully
deviate from the market weighted portfolio, while trading according to
a set of rules. (Where those rules, preferably, have some basis in peerreviewed literature).
This means, for example, that actively managed ETFs with portfolio
managers making ad hoc trades are not smart beta for us. While index
tracking ESG ETFs that make consistent far-reaching exclusions can
qualify as smart beta. Quantitatively, we would expect smart beta ETFs
to have a correlation coefficient less than 0.95 with their broad market
benchmarks. Smart beta ETFs that demonstrate a correlation higher than
this, for us, count as “closet trackers”.
Tom Eckett, senior writer, ETF Stream
ETFSTREAM.COM
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SMART BETA UPDATE
PERFORMANCE

TOP ETF PERFORMERS
DATA AND COMMENTARY

The best performing smart
beta ETFs in Q3 2019
Top performers UK
It’s all about Japan and yield

The past three months has provided two useful reminders:
that Japanese stocks provide good value, and that dividends
are crucial. Some quants, SocGen’s Andrew Lapthorne and
The Big Short’s Michael Burry first among them, have argued
for some time that Japanese stocks represent good value.
They’ve claimed that the bubble years are decades in the
past and Japanese small caps in particular are trading on
attractive valuations. If this quarters’ numbers are anything to
go by, they may well be right.
Dividends are crucial: investors know this. But in
practice the investors that seem to most readily act
on this are older investors, who need an income. This
quarter, the best performing ETFs in the UK were
dividend focussed international ETFs. This is partly
because of timing: they happened to pay out dividends
in that quarter. But its not entirely this, as other nondividend ETFs paid out there’s too.

Ticker

Fund Name – 3 Month Total Return

% change

DXJP

WisdomTree Japan Equity UCITS ETF GBP Hedged

6.53%

DXGP

WisdomTree Germany Equity UCITS ETF GBP Hedged

6.38%

EPVL

UBS ETF (LU) Factor MSCI EMU Prime Value UCITS ETF
(hedged to GBP) A-dis

6.31%

ETSY

UBS ETF (LU) Factor MSCI EMU Total Shareholder Yield UCITS
ETF (hedged to GBP) A-dis

5.58%

UKDV

SPDR S&P UK Dividend Aristocrats UCITS ETF (Dist)

5.22%
Breakwave
Dry Bulk
Shipping ETF
gives investors
exposure to
a crucial yet
all-too-invisible
cog in global
commerce:
shipping

Top performers USA
Spotlight on: Shipping ETF

If there’s an ETF that deserves a moment in the spotlight
this quarter it would be the Breakwave Dry Bulk Shipping
ETF, which unfurled its spinnaker this quarter. The fund is
one-of-a-kind. It gives investors exposure to a crucial yet
all-too-invisible cog in global commerce: shipping. The fund
does this by buying dry bulk freight futures, which give
the going rate on containerised shipping for certain dry
commodities (ore, wheat, etc) and on ships of certain sizes
(i.e. Panamax). The fund surfed a wave of geopolitical worry
in Q3, which drove shipping costs up.

Some quants, SocGen’s Andrew Lapthorne and The Big
Short’s Michael Burry first among them, have argued for some
time that Japanese stocks represent good value
ETFSTREAM.COM

Ticker

Fund Name – 3 Month Total Return

BDRY

Breakwave Dry Bulk Shipping ETF

% change
14.55%

IVAL

Alpha Architect International Quantitative Value ETF

9.75%

FDD

First Trust Stoxx European Select Dividend Index Fund

9.70%

DXJS

WisdomTree Japan Hedged SmallCap Equity Fund

9.61%

DFJ

WisdomTree Japan SmallCap Dividend Fund

9.49%
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UPDATE
NEW SMART BETA LISTINGS
DATA AND COMMENTARY

New Q3 smart beta listings
What’s going on, China?

The big news for listings in Q3 was the rapid-fire growth
of thematic ETFs in China. All six of China’s biggest ETF
providers rolled out some kind of thematic ETF in this period,
suggesting Chinese investors may be keen to give them a try.
Thematic ETFs haven’t really existed in China until recently.
While China boasts a large and flourishing ETF market, with
more than 300 ETFs listed on the Shanghai and Shenzhen
exchanges, none have quite been thematic funds – at least
in the Western sense. There have been some funds that look
thematic – military industry ETFs, state-owned enterprise
structural reform ETFs. But this thematic appearance largely
owes to the fact that China has its own index provider in CSI,
which doesn’t use GICS when classifying domestic equities
into sectors.
Outside of China, Australia also put runs on the board
adding the world’s first nonsense-free zero management fee
ETF. While Fidelity was the first to list a zero fee index fund,
it was a mutual fund, not an ETF. The fund, appropriately
called Z3RO, invests in cash and cash-like products and gives
investors a higher interest rate place to put their idle savings.
In the US, Overlay Shares has introduced index tracking
put spread ETFs to the market. The funds get their equity
Ticker

Fund Name

exposure by investing in cheap liquid ETFs. So for instance,
OVL will buy VOO to get US large cap exposure. The funds
then buy and sell put options at different strike prices to
create a spread. The sale of the put options and dividends
from the underlying ETFs generates a hopefully large yield.
The funds come with risk though as they can get putted to
and purchasing puts can create performance drag.

All six of China’s biggest ETF providers rolled out some kind
of thematic ETF in Q3
Sector

Fee

UK
Thematic Beta

0.40%

Technical

0.14%

Fidelity Emerging Markets Quality Income UCITS ETF

Fundamental

0.50%

VHYA:LN

Vanguard FTSE All-World High Dividend Yield UCITS ETF

Fundamental

0.29%

CNSG:LN

UBS ETF - MSCI China ESG Universal UCITS ETF

ESG

0.65%

RIEU:LN

L&G Europe Equity (Responsible Exclusions) UCITS ETF

ESG

0.16%

UBS ETF - JP Morgan USD EM IG ESG Diversified Bond UCITS ETF

ESG

0.45%

WCLD:LN

WisdomTree Cloud Computing UCITS ETF

GSLC:LN

Goldman Sachs ActiveBeta US Large Cap Equity UCITS ETF

FEMD:LN

EMIG:LN

Hong Kong
9173:HK

Premia CSI Caixin China New Economy ETF

Thematic Beta

0.50%

9803:HK

Premia CSI Caixin China Bedrock Economy ETF

Thematic Beta

0.50%

3072:HK

Nikko AM Global Internet ETF

Thematic Beta

0.88%

Australia
SAVE:AU

Pinnacle aShares Global Dynamic Income Fund Managed Fund

Fundamental

0.50%

Z3RO:AU

Pinnacle aShares Dynamic Cash Fund Managed Fund

Fundamental

0

Technical

0.30%

Germany
USTP:GR

Ossiam US Steepener UCITS ETF
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Ticker

Fund Name

Sector

Fee

Switzerland
CNESG:SW

UBS ETF - MSCI China ESG Universal UCITS ETF

ESG

0.65%

E5ESG:SW

UBS ETF Euro Stoxx 50 ESG UCITS ETF

ESG

0.15%

ESGEMD:SW

UBS ETF - JP Morgan USD EM IG ESG Diversified Bond UCITS ETF

ESG

0.45%

Taiwan
00774C:TT

Shin Kong 10 Years China Treasury Policy Bank Green Bond ETF

ESG

0.35%

00850:TT

Yuanta FTSE4Good TIP Taiwan ESG ETF

ESG

0.45%

Size

0.32%

Thematic Beta

0.50%

Korea
331910:KS

Kiwoom KOSEF Fn Mid Small Cap ETF
China

512720:CH

Guotai CSI Computer Theme ETF

515000:CH

Hwabao CSI Technology Leading Enterprises ETF

Thematic Beta

0.50%

512650:CH

China Universal CSI Yangtze River Delta Integrated Development Theme ETF

Thematic Beta

n/a

515050:CH

ChinaAMC CSI 5G Communications Theme ETF

Thematic Beta

n/a

515300:CH

Harvest CSI 300 Bonus Low Volatility ETF

Variance and Risk

0.50%

512710:CH

Fullgoal CSI Military Industry Leading Enterprises ETF

Thematic Beta

0.50%

512930:CH

Ping An CSI Artificial Intelligence Theme ETF

Thematic Beta

0.15%

Thematic Beta

0.15%

Canada
HGRO:CN

Horizons Growth TRI ETF

XCNS:CN

iShares Core Conservative Balanced ETF Portfolio

Multi-asset

0.18%

XEQT:CN

iShares Core Equity ETF Portfolio

Multi-asset

0.18%

XINC:CN

iShares Core Income Balanced ETF Portfolio

Multi-asset

0.18%

IFRF:CN

IA Clarington Floating Rate Income Fund ETF

Fundamental

0.70%

IGAF:CN

IA Clarington Global Allocation Fund ETF

Fundamental

0.85%

ISIF:CN

IA Clarington Strategic Income Fund ETF

Fundamental

0.70%

ESG

0.95%

Multifactor

0.23%

Fundamental

0.36%

USA
ECLN:US

First Trust EIP Carbon Impact ETF

AVDE:US

Avantis International Equity ETF

AVDV:US

Avantis International Small Cap Value ETF

AVUS

Avantis U.S. Equity ETF

AVUV:US

Avantis U.S. Small Cap Value ETF

WIZ:US

Merlyn.AI Bull-Rider Bear-Fighter ETF

OVB:US

Multifactor

0.15%

Fundamental

0.25%

Technical

0.95%

Overlay Shares Core Bond ETF

Alternative

0.79%

OVF:US

Overlay Shares Foreign Equity ETF

Alternative

0.96%

OVL:US

Overlay Shares Large Cap Equity ETF

Alternative

0.78%

OVM:US

Overlay Shares Municipal Bond ETF

Alternative

0.82%

OVS:US

Overlay Shares Small Cap Equity ETF

Alternative

0.82%

NUHY:US

Nuveen ESG High Yield Corporate Bond ETF

ESG

0.35%

VEGN:US

US Vegan Climate ETF

ESG

0.60%

ETFSTREAM.COM
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AI-Derived ESG Signals
Enhance Returns

Is it possible to combine quantitative finance and ESG data?
Thomas Kuh, chief indexing officer at Truvalue Labs, examines
the potential link between systematically generated ESG
signals and alpha generation

E

SG investing grew to more than $31trn
in assets in 2018 – up 34% in two years
– according to a study by the Global
Sustainable Investment Alliance. At the
same time, the number of ESG ETFs available to
investors is also growing. As of September 2019,
there were 253 ESG ETFs/ETPs available globally
with more than $47bn in assets. Blackrock estimates
this could rise to $400bn by 2028. According to a
June 2019 FT article, 60 per cent of global ESG ETF
assets are domiciled in Europe.
With the burgeoning interest in ESG, more
attention is being paid to the data and ratings

10 BEYOND BETA Q4 2019

that drive ESG benchmark construction and
investment decisions. One of the familiar
criticisms of the ESG scores, analysis and
commentary now available is a lack of consistency
and standards. A number of studies document the
low correlation between ESG ratings and scores
from different providers, and there is considerable
uncertainty in the investment community
about the quality of data underlying the results
produced. In short, there is a lack of verifiable,
quantitative analysis generated from statistically
significant volumes of systematically assessed,
uncollated original data.

ETFSTREAM.COM

PERSPECTIVES
TRUVALUE LABS

This critical issue is now being addressed by
academics and researchers producing formal studies
backed by the application of artificial intelligence
to big data. We use proprietary natural language
processing (NLP), machine learning (ML) and
sentiment analysis to derive ESG signals from more
than 100,000 sources of unstructured data in
multiple languages from all parts of the globe. The
data is analysed using the materiality framework from
the Sustainable Accounting Standards Board (SASB).
A 2018 study, Public Sentiment and the Price
of Corporate Sustainability by Professors George
Serafeim of Harvard Business School and Aaron Yoon
of Kellogg School at Management at Northwestern
University, concludes that “combining corporate
sustainability performance scores based on ESG
data with big data measuring public sentiment about
a company’s sustainability performance, I find the
valuation premium paid for companies with strong
sustainability performance has increased overtime
and that the premium is increasing as a function of
positive public sentiment momentum”.
An August 2019 Journal of Applied Corporate
Finance article, ESG, Material Credit Events, and
Credit Risk, by Professor Witold Henisz and James
McGlinch of the Wharton Business School of the
University of Pennsylvania, demonstrates the
connection between ESG performance and credit risk.
Many contemporary ESG studies focus on
individual companies or specific portfolios,
but recent work conducted by Dr Stephen
Malinak, Greg Bala, Shirley Birman and James
Cardamone of Truvalue Labs offers a systematic
investigation of how strategies based on new
world ESG signals impact performance relative
to a broad range of benchmarks.

A number of studies document the low correlation
between ESG ratings and scores from different
providers, and there is considerable uncertainty
in the investment community about the quality of
data underlying the results produced

The study, Performance Tests of Volume, Insight and
ESG Activity Signals, tests the effectiveness of timely
ESG signals as screening tools and quantitative
“alpha” factors for a variety of global and regional
equity benchmarks. It includes large cap, mid
cap and small cap stocks across developed and
emerging markets over the past twelve years. The
data follows news and commentary on over 16,000
companies based on NLP algorithms that parse text
written in 12 languages.

DATA AND METHODOLOGY

Truvalue Labs produces quantitative ESG signals
derived from unstructured text using NLP, ML
and sentiment analysis (see Table 1). The Pulse
Score is a measure of near-term ESG performance
changes that responds to news as it happens. It
highlights both opportunities and controversies,
enabling real-time monitoring of companies. The
Insight Score is a measure of a company’s longerterm ESG track record, equivalent to an ESG rating.
Scores are less sensitive to daily events and reflect
the enduring performance record of a company
over time. The Momentum Score measures the
trend of a company’s Insight score and is used to
identify companies with improving or deteriorating

TABLE 1: ESG SIGNALS

ETFSTREAM.COM
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TRUVALUE LABS

PERFORMANCE RESULTS

TABLE 2: GLOBAL BACKTEST FOR ESG ACTIVITY SIGNAL (2008-2019)

This paper offers three key findings:
• Top quintile companies consistently
outperformed bottom quintile companies
globally over the past 12 years
• These performance results held up at country
and region levels
• The ESG Activity Signal is additive when
analysing contributions to performance from
traditional risk premia (or, smart beta) factors

400

300

200

GLOBAL COMPARATIVE QUINTILE
PERFORMANCE

100

0
1/02/08

11/02/09

9/01/11

7/01/13

5/01/15

3/01/17

1/02/19

ESG performance. The Volume Score measures
the information flow or number of articles about a
company over the past 12 months.
Different groups of companies can have
markedly different behaviour for quant factors,
due to variations in size, macroeconomic
conditions, local market behaviour, historical path
dependence or other issues.
Therefore, the study looked at the performance
of Truvalue Labs data signals for a range of
benchmarks. The analysis tested multiple
regional portfolios and benchmarks represented
by widely invested ETFs, which are legally
required to disclose their holdings on a regular
basis. All these funds are available in FactSet’s
Alpha Tester 4 platform as point-in-time
portfolios so they can be tested on an as-was
basis, including all dead companies and avoiding
survival bias and look-ahead bias.

Combining multiple signals enabled better
performance than looking at individual signals
on their own. ESG Data Volume is a strong signal,
particularly in comparison to expectations for
a company based on its typical trading volume,
a measure of investor and trader attention to a
company. Companies with stronger trailing twelve
months (TTM) ESG Data Volume tended to have
larger price movements driven by ESG issues.
Furthermore, companies with low TTM ESG Data
Volume relative to expectations tended to lag their
benchmarks, while companies with heavy TTM
ESG Data Volume relative to expectations tended to
outperform strongly.
Overlaying this investor attention signal with the
long-term Truvalue Insight score adds ESG polarity
(driven by the degree to which sentiment on ESG
issues at a company is positive or negative), and
companies with large amounts of positive ESG news
perform best. The ESG Activity Signal combines
information on long-term ESG polarity (Insight) with
a measure of investor attention, represented by TTM
Data Volume.
Companies with positive ESG-related news on
high data volume relative to expectations tend

TABLE 3: PERFORMANCE DIFFERENTIAL BY REGION

Global

4.09%

North America

4.39%

Developed Europe

3.23%

Developed Asia

3.18%

Emerging Markets

4.69%
0%
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0.5%

1.0%

1.5%

2.0%

2.5%

3.0%

3.5%

4.0%

4.5%

5.0%
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TABLE 4: ADDITIONAL CONTRIBUTION OF ESG ACTIVITY SIGNAL TO SMART BETA FACTORS
4

3.51

3.2

3

2.39
1.89

2

0.94

1

2.32
1.79

1.71

1.75
1.01

0.68

0.68

0
-0.6

-1

-1.3

-2
Insight + Activity Country Neutral

5-Factor Smart Beta CN
n1

n2

to outperform. The best longer-term shorting
opportunities—and the riskiest companies to
exclude from a long-only strategy—are companies
with negative ESG data that is not yet broadly
disseminated. Combining our Volume and Insight
signals this way into an ‘ESG Activity Signal’
provides a robust longer-term screening, trading
and indexing strategy that works across a very broad
range of stocks (see Table 2).

REGIONAL COMPARATIVE QUINTILE
PERFORMANCE

The study showed consistently strong quintile
spreads for each global geographic region which are
represented by different ETFs covering well-known
indices in each region, including large, mid, and small
cap companies. The coverage universe was based on
point-in-time ETF constituents for the past 12 years,
with portfolio rebalances on a monthly basis.
As Table3 shows, there are some interesting
variations between different geographies with the
greatest performance improvements occurring
in emerging markets and North America, and
the least – although still significant – in Europe
and developed Asia. The study does not attempt
to account for these 100+ basis point differences,
although they may be attributable to the impact
that ESG-aligned investors are already making in
certain regions.

ESG ACTIVITY SIGNAL AND RISK PREMIA

The ESG Activity Signal brings together information
on long-term ESG polarity as well as investor
attention, enabling a quantitative rating that can be
easily combined with other quantitative factors such
as well-known risk premia or smart beta factors.
Overall performance of the ESG Activity Signal is on
par with performance of a blend of five commonly
ETFSTREAM.COM

n3

n4

-1.7
Insight + Activity + Smart Beta CN

n5

used smart beta factors (size, minimum volatility,
price momentum, value, and quality).
Table 4 indicates that adding the ESG Activity
Signal to this typical blend of Smart Beta approaches
increases a 3% annualised smart beta quintile spread
to 5%, significantly improving performance while
strongly integrating ESG considerations in portfolio
construction. These results suggest the hypothesis
that ESG could itself be considered an investment
factor. Further study is required to investigate
whether this is the case or not.

CONCLUSION

The study analysed ESG data from over 5,500
companies back-tested over a 12-year period through
to mid-2019. The geographical spread was broad
covering over 3,100 companies beyond North
America of which over 1,200 were in emerging
markets. This breadth of input led to clear,
statistically significant results.
The key take-away of the study is that the
application of systematically generated ESG signals
shows strong potential for alpha generation across
global markets. This approach is in contrast to
studies where ESG analysis is primarily employed
to exclude certain corporations or portfolio
constituents, rather than demonstrate opportunities
for performance enhancement with both the long
and short investment strategies.
As more ESG ETFs come to market, investors
expect a high level of quantitative rigour with
regard to ESG data inputs and benchmark
methodologies. This recent research provides
useful guidance to inform the construction of new,
more sophisticated ESG indices and portfolios. At
the same time, it provides a roadmap for future
research to deepen our understanding of the
investment implications of ESG factors.

Thomas Kuh is
head of indexes at
Truvalue Labs. He
leads Truvalue Index,
creating benchmarks
for implementing ESG
investment strategies
through ETFs, mutual
funds and institutional
accounts. He was
Executive Director,
Global Head of ESG
Indexes, for seven
years at MSCI, where
he spearheaded
the development of
innovative ESG equity
and fixed income ESG
indexes
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ESG’s implications
for investors

London Business School’s Professor of Finance
Alex Edmans argues why investors need to
change their pie-splitting mentality to a piegrowing one and why only certain types of ESG
factors lead to outperformance

C

apitalism is in crisis. The consensus
among politicians, citizens, and
even executives themselves – on
both sides of the political spectrum
and throughout the world – is that business just
is not working for ordinary people. It enriches
the elites, playing scant attention to worker
wages, customer welfare, or climate change.
Citizens, and the politicians that represent
them, are fighting back. The precise reaction
varies – Occupy movements, Brexit, electing
populist leaders, restricting trade and
immigration, and revolting against CEO pay. But
the sentiment is the same. “They” are benefiting
at the expense of “us”.
While radical calls to reform business drum
up significant support, they risk throwing out
the baby with the bathwater and ignore the
crucial role that profits play in society. Profits
are often portrayed as evil value extraction
– but without profits, shareholders would not
finance companies, companies could not finance
investments, and investments could not finance
shareholders’ needs.
Indeed, shareholders are not nameless, faceless
capitalists, but include parents saving for their
children’s education, pension schemes investing
for their retirees, or insurance companies funding

Profits are often portrayed as evil value
extraction – but without profits, shareholders
would not finance companies, companies could
not finance investments, and investments could
not finance shareholders’ needs
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future claims. Investors are not “them”, they are
“us”. So any serious proposal to reform business
must work for investors as well as society.
Viewing investors as “them” and society as
“us” is an example of the pie-splitting mentality.
It sees the value that a company creates as a fixed
pie. Therefore, any slice of the pie that goes to
business reduces the slice enjoyed by society.
Under this view, the best way to increase society’s
take is to straitjacket business so that it does not
make too much profit.
The pie-splitting mentality is practiced by many
investors also. They think the best way to increase
profit is to reduce society’s slice, by price-gouging
customers or exploiting workers, and view a
company that takes stakeholder welfare seriously
as “fluffy” and distracted from the bottom line.
For example, Costco paid its employees
almost double the national average (until its
competitors recently increased wages). It also
gives 90% of them healthcare – in part due to
making part-time employees eligible after just
six months of service. Costco is shut on all major
US public holidays, even though they may be
particularly profitable days for business, to allow
its employees to be with their families.
All these policies are expensive, and drive
some stock analysts and investors crazy. An
equity analyst, quoted in BusinessWeek, lamented
that “[Costco’s] management is focused on…
employees to the detriment of shareholders.
To me, why would I want to buy a stock like
that?” Similarly, the title of a Wall Street Journal
article conveys the idea of a fixed pie: “Costco’s
Dilemma: Be Kind To Its Workers, or Wall
Street?” The crucial word is “or”.
But the pie is not fixed. The pie-growing
mentality stresses, by investing in stakeholders,
ETFSTREAM.COM
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a company does not reduce investors’ slice of
the pie. Instead, it grows the pie, ultimately
benefiting investors.
A company may improve working conditions
out of genuine concern for its employees, yet
these employees become more motivated and
productive. A company may develop a new drug
to solve a public health crisis, without considering
whether those affected are able to pay for it,
yet end up successfully commercialising it. A
company may reduce its emissions far beyond
the level that would lead to a fine, due to its sense
of responsibility to the environment, yet benefit
because customers, employees, and investors are
attracted to a firm with such values.
Under the pie-growing mentality, a company’s
primary goal is to serve society rather than
generate profits. Surprisingly, this approach
ETFSTREAM.COM

typically ends up more profitable than if profits
were the end goal. That is because it enables
many investments to be made that end up
delivering substantial long-term payoffs.
Now a profit-focused company will still invest
in stakeholders – but only if it calculates that such
an investment will increase profits by more than
the cost of the investment. Indeed, comparing
costs and benefits is how finance textbooks argue
companies should decide whether or not to take
an investment.
But real life is not a finance textbook. In
practice, it is very difficult to calculate the future
payoff of an investment. In the past, this was
easier when investments were in tangible assets
– if you build a new factory, you can estimate how
many new widgets the factory will produce and
how much you can sell them for.
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Costco is shut on all
major US public holidays,
even though they may
be particularly profitable
days for business, to allow
its employees to be with
their families – but by
investing in stakeholders,
a company does not
reduce investors’ slice
of the pie. Instead, it
grows the pie, ultimately
benefiting investors
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Most of the value of a 21st century firm
comes from intangible assets, such as brand
and corporate culture. If a company improves
working conditions, it is impossible to estimate
how much more productive workers will be, and
how much higher profit this greater productivity
will translate into.
The same is true for the reputational benefits of
a superior environmental record. A company that
is free from the shackles of having to justify every
investment by a calculation will invest more and
may ultimately become more profitable.
Let’s turn to the evidence. The idea both
business and society can benefit might seem to
be a too-good-to-be-true pipedream. However,
rigorous evidence suggests companies that treat
their stakeholders well deliver superior long-term
returns to investors.
For example, one of my own studies shows
that companies with high employee satisfaction
– measured by inclusion in the list of the 100 Best

Companies to Work For in America – outperformed
their peers by 2.3%-3.8% per year over a 28-year
period. That is 8%9-184% compounded.
Further tests suggest it is employee
satisfaction that leads to good performance,
rather than the reverse. Other studies
find customer satisfaction, environmental
stewardship, and sustainability policies are also
associated with higher stock returns.
Importantly, all of these measures of social
responsibility are public information. So if the
market were efficient, they would already be
incorporated in the stock price and investors could
not make money by trading on them. But, because
many investors have the pie-splitting mentality –
believing that these measures are at the expense
of shareholder value – they ignore them.
Indeed, I found the Best Companies’ quarterly
profits systematically beat analyst expectations.
This suggests that employee satisfaction
improved productivity, but the market did
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not previously take this into account and so
underpredicted the Best Companies’ earnings.

IMPLICATIONS FOR INVESTORS

What does this all mean for investors? I will stress
three points. The first is on the role of investors
in business reform. As mentioned previously,
investors are often viewed as the enemy, extracting
profits at the expense of society.
One book claimed that “shareholder activists…
are more like terrorists who manage through fear
and strip the company of its underlying crucial
assets,…extracting cash out of everything that
would otherwise generate long-term value”, and
politicians in both the UK and US have made
proposals to restrict investor rights.
But such views are not backed up by the evidence.
Rigorous studies show, while shareholder activism
does indeed increase profits, this does not arise
from pie-splitting but pie-growing – improved
productivity and innovation, which in turn benefits
society. So any repurposing of capitalism should
place investor engagement front and centre, as the
new UK Stewardship Code is aiming to do.
The second is on the role of ESG factors in
investment decisions. ESG investing is often
viewed as a niche area, only to be pursued by
investors with an explicitly social mission, under
the view that social performance is at the expense
of profits. Instead, integrating these dimensions
is good practice for all investors, including those
with purely financial goals.
Good companies are not always good
investments. If a company is good, and
everybody knows it is good, then an investor
pays for what he gets. It makes no sense to
buy Facebook because it is a leader in social
media – everybody knows this, so its shares are
expensive. A good investment is a company that
is better than everyone else thinks. Stakeholder
capital is a prime example of such hidden
treasure: It ultimately leads to profits, but the
market does not realise this, due to the piesplitting mentality.
The third implication is more nuanced. While
ESG investing is not at the expense of profits, it is
important not to go too far the other way. Some
ESG advocates go to the other extreme and claim
that ESG investing is a panacea. A Financial
Times article argued “the outperformance of ESG
strategies is beyond doubt” and a leading UK
broker recently claimed that “study after study
has shown that businesses with positive ESG
characteristics have outperformed their lower
ranking peers”.
ETFSTREAM.COM

The idea both business and society can
benefit might seem to be a too-good-tobe-true pipedream. However, rigorous
evidence suggests companies that treat their
stakeholders well deliver superior long-term
returns to investors

These claims are often accepted uncritically
given confirmation bias – the temptation to take
“evidence” at face value if it confirms what we
would like to be true. We would all like to live in a
world in which ethical companies perform better,
however, only certain types of ESG factors are
linked to superior financial performance.
Which types? The ones that are founded on
pie-growing. Some ESG investing is based on piesplitting – the idea that a responsible company is
one that does not give too much profit to investors
(or executives) and instead redistributes it to
stakeholders. Indeed, some ESG investors use
CEO-worker pay ratios as a criterion, believing
that too high a ratio suggests that the CEO is
taking too much of the pie from workers.
But the evidence suggests that pay ratios are
actually positively correlated with long-term
stock returns. Instead, pay reform should be
centred around holding the CEO accountable for
growing the pie. This depends not on the level of
pay but its structure.
If she holds a substantial chunk of equity, she’s
only rewarded if the pie grows; if it shrinks, so
does her wealth. Indeed, research finds that
companies with high CEO equity ownership
outperform those with low CEO equity ownership
by 4%-10% per year. Further tests suggest it
is high CEO ownership that causes firms to
outperform, rather rosy future prospects causing
CEOs to voluntarily holding more stock today.
Business needs to be reformed to regain the
public’s trust, however, the reforms should not
involve regulating companies to make them less
profitable. Instead, CEOs and investors must
take their responsibility to stakeholders seriously
and seek to create profits only as a by-product of
serving society, rather than through exploiting
customers, employees, and the environment.
Creating social value is not simply “worthy” – it
is good business. The highest-quality evidence, not
wishful thinking, reaches this conclusion: To reach
the land of profit, follow the road of purpose.

Alex Edmans is
Professor of Finance
at London Business
School. His new book
Grow The Pie: How Great
Companies Deliver Both
Purpose and Profit is
currently available for
pre-order.
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Why pension funds and
millennials should avoid ESG

Anecdotal evidence suggests Nordic pension funds and millennials
are the main adopters of ESG. However, Nicolas Rabener, managing
director of FactorResearch, argues why these two investor-types, in
particular, should avoid this latest investment fad

I
Nicolas Rabener
is the managing director
of FactorResearch,
which provides
quantitative solutions
for factor investing.
Previously he founded
Jackdaw Capital,
an award-winning
quantitative investment
manager focused on
equity market neutral
strategies. Rabener
holds a Master of
Finance from HHL
Leipzig Graduate
School of Management,
is a CAIA charter
holder and enjoys
endurance sports.

f investors would be looking for the ETF
flavour of the year, then it would likely be
ESG as highlighted by the large number
of product launches in 2019. In the US, six
ESG-focused ETFs have grown to more than $1
billion of assets under management, which is an
important milestone that only approximately 400
other ETFs have reached, out of a global universe
of close to 7,000.
However, the total AUM in ESG-focused
ETFs is only approximately $25 billion, which is
less than one percent of total assets in the ETF
industry, according to data from ETFGI. Given
that most equity and fixed income investment
products can be structured to be ESG-compliant,
there is plenty of further room to grow. Blackrock,
the world’s largest asset manager, predicts ESG
ETF assets will hit $400 billion by 2028.
Two investor types that are particularly keen
on ESG investing are public pension funds and

millennials, essentially representing the old
and the young. However, there is a case to be
made that neither of these should consider ESG
investing, which we will outline in this short
research note.

101 OF ESG INVESTING

ESG investing basically means separating good
from bad corporate citizens as measured on ESG
metrics. Investors evaluating ESG strategies
should carefully consider the following:
• ADDITIONAL COSTS: Investing into ESG
requires additional resources from investors,
either directly or indirectly, if investing is
outsourced to a fund manager. Money needs
to be spent on buying ESG ratings from data
providers like MSCI or FTSE. Furthermore,
staff needs to be hired to evaluate the data,
which typically requires expensive data
scientists given large and complex data sets.

TABLE 1: ESG ETFS IN THE US: BREAKDOWN BY SECTORS (2019)
Technology
Healthcare
Financials
Communication
Consumer Discretionary
Industrials
Consumer Staples
Energy
Utilities
Real Estate
Materials
0%

5%

10%
n S&P 500

15%
n Russell 3000

20%

25%

30%

n ESG ETFs

Source: FactorResearch
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• DATA ISSUES: There are many providers
that sell ESG ratings for stocks and no
ultimate authority. Unfortunately, in
many cases the same company ranks high
on ESG metrics in one data set while low
in another. This typically happens with
complex firms like Exxon Mobile, which
does pollute the environment through its
core business, but also has a strong focus
on treating its employees well and investing
in its local communities.
• HIGHER FEES: ESG products charge higher
management fees than plain beta ETFs, which
have become almost zero-cost.
• STAKEHOLDER APPROACH: Companies that
rank high on ESG pursue a stakeholder, not a
shareholder approach. Naturally this implies
that resources that could have been distributed
to shareholders via dividends or share
buybacks, are allocated elsewhere.
• REDUCED INVESTMENT UNIVERSE:
Avoiding companies that rank low on ESG
reduces the universe of investible companies
and opportunity set for investors. A surprisingly

ETFSTREAM.COM

Two investor types that are particularly keen
on ESG investing are public pension funds
and millennials, essentially representing the
old and the young

small number of stocks tends to be responsible
for most stock market returns.
• STRUCTURAL SECTOR BETS: Certain sectors
like energy rank structurally low on ESG given
industry characteristics, which implies that
investing in ESG strategies results in sector biases.
Specifically, this results in a structural overweight
in technology and underweight in energy stocks.
Technology stocks have fallen out of favour
before while energy stocks tend to benefit from
geopolitical tensions that increase the oil price.
Naturally some of these considerations apply to all
strategies that deviate from a benchmark index like
the S&P 500, but are worth highlighting (see Table 1).
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Unless there is absolute certainty that ESG
strategies will not underperform plain beta
benchmarks, they should be avoided

BENCHMARKING ESG ETFS IN THE US

The first ESG-focused ETF in the US stock
market was launched in 2005 and many further
came thereafter, which provides investors
with a full market cycle for benchmarking the
performance against equity indices like the S&P
500 or Russell 3000. We observe that an equalweighted index of ESG ETFs would have slightly

underperformed either benchmark index since
2005 (see Table 2).
Investors could challenge that ESG-focused
ETFs might have fared better, if a different starting
point for benchmarking was chosen. However, if
we compare the over- or underperformance of ESG
ETFs to the S&P 500 or Russell 3000 per calendar
year, we observe a rather random picture. ESG
investing certainly does not generate consistent
outperformance (see Table 3).

WHY PENSION FUNDS AND MILLENNIALS
SHOULD AVOID ESG INVESTING
Anecdotal evidence suggests public pension
funds globally show a keen interest in ESG
investing. Given that most members of public

TABLE 2: BENCHMARKING ESG ETFS IN THE US
4,000
3,500
3,000
2,500
2,000
1,500
1,000
500
2005

2007

2009

2011
n S&P 500

2013

n Russell 3000

2015

2017

2019

n ESG ETFs

Source: FactorResearch

TABLE 3: ESG OVER AND UNDERPERFORMANCE IN THE US
6%
4%
2%
0%
-2%
-4%
-6%

2005

2006

2007

2008

2009

2010

2011

n ESG vs S&P 500

2012

2013

2014

2015

2016

2017

2018

2019
YTD

n ESG vs Russell 3000

Source: FactorResearch
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pension fund investment committees are deeply
ingrained in their local communities, it is
natural for them to show support for companies
that treat their employees well, aid local schools,
and aim to avoid polluting the environment.
However, in many countries pension funds,
public as well as corporate, are significantly
underfunded. US state and local pension funds
had a funding ratio below 75% in 2016, which is
difficult to rectify, especially in a low interestrate environment. Unfortunately, this implies
that most workers that retire in the future
will have to accept haircuts on their pensions.
Millions will age with reduced living standards
or even in poverty.
The only real obligation that pension funds
have is to meet their liabilities and pay full
pensions to retired workers. With regards to
ESG investing there is only one question that is
relevant for the investment officers at pension
funds: How sure are you that ESG investing will
not cost performance?
Unless there is absolute certainty that ESG
strategies will not underperform plain beta
benchmarks, they should be avoided. Especially
considering that the track record of ESG ETFs
in the US since 2005 already indicates lower
returns, which can be reasonable explained by
higher fees, a constrained stock universe, and
sector bets (see Table 4).
A survey from Bank of America showed that
78% of millennials review their investment
portfolios from an ESG perspective, compared
to only 63% from Generation X. Modern
investment firms such as robo-advisors like
Wealthfront or Betterment, which target
millennials, have therefore integrated ESG in
their core product offering.
Unfortunately, millennials are financially in
a poor shape, similar to public pension funds,
although they will benefit from a generational
wealth transfer over time. In comparison to
Generation X, millennials have less assets and
more debt, which results in a lower net worth. It
is therefore questionable if millennials should
take the risk of potentially lower equity returns
on their investment portfolios. Particularly when
they are already facing substantial outstanding
student loans and cities where buying a home
has become almost unaffordable and requires
significantly more debt (see Table 5).

FURTHER THOUGHTS

New research on ESG investing is published
almost daily, which frequently portrays that
ETFSTREAM.COM

TABLE 4: US STATE & LOCAL PUBLIC PENSION FUNDS: FUNDING RATIO
100%
95%
90%
85%
80%
75%
70%
65%
60%
55%
50%
2001

2003

2005

2007

2009

2011

2013

2015

Source: Public Plans Database

TABLE 5: WEALTH OF US MILLENIALS (IN USD)
$198,000
$162,000
$131,000

$72,000

Total Assets

$90,000
$67,000

Total Debt
n Millenials in 2016

New Worth

n Generation X in 2001

Source: St Louis Fed. Average household with a head between 20 and 35

making investment portfolios ESG-friendly
comes at no costs and sometimes even with
benefits. Albeit much of that research is from
product providers, which should be viewed with
scepticism given clear conflicts of interests.
There are few free lunches for investors and
if an investment strategy or product sounds too
good to be true, then it usually is. Investing in
good corporate citizens at no additional cost
certainly sounds enticing.

It is questionable if millennials should take
the risk of potentially lower equity returns on
their investment portfolios. Particularly when
they are already facing substantial outstanding
student loans and cities where buying a home
has become almost unaffordable and requires
significantly more debt
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Research highlights
evolving ESG landscape
ESG investing has matured dramatically in recent years. Toby Belsom,
head of investor practices at the Principles for Responsible Investments
(PRI), provides a summary of the academic literature from the
foundations laid by Paul Gompers in 2003 to current developments today

P

aul Gompers may not be a household
name, but back in 2003 he laid the
foundations for much work that
correlated ESG factors and rankings
with corporate and shareholder returns. Ground
breaking research that laid the way for much
of the research around ESG and returns which
supports the incorporation of ESG into investment
decisions. Gompers’ work was one of the first
pieces that pointed to a correlation between
shareholder rights and profitability, sales growth
and M&A1. The message from Gompers et al is
unequivocal – good governance is important.
This piece, and others, has spawned a flood of
industry and academic research. One of the most
widely quoted pieces is the 2015 Deutsche Asset &
Wealth Management and University of Hamburg
study reviewing over two thousand academic
studies published since 1970 which recorded that
a significant majority of reports identify a positive
correlation between ESG factors and corporate
financial performance2.

MOVING FROM 2003 TO 2019

But we are in 2019 and lots has happened in the
last decade – the Paris Agreement, the Global
Financial Crisis, the growth in passive strategies,

Alongside geography and time, correlations
between corporate financial performance and
ESG rankings also varied between industrial
sectors, with a closer correlation in sectors with a
greater reliance on heavily regulated activities or
those which required a ‘social’ licence to operate
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the snowballing interest in ESG from asset owners,
asset managers and regulators3 and an increasing
body of academic and industry research on ESG
and returns. As a bit of a rain check, we collated
and reviewed relevant ESG publications from
the 15 largest global fund managers and leading
academics in the area.
We did not cover everything – a starting point
only and if you would like to suggest additional
material we would be interested to add to this
list. But that starting point did result in number of
interesting reflections.

CORRELATION NOT CAUSATION

Firstly, most academic and industry work focuses
on identifying correlations between ESG factors or
rankings and returns. Few try to establish or explain
causation between better ESG performance and
improved corporate financial performance, absolute
or relative portfolio or benchmark returns.
There also seems to confusion between ESG
factors and associated scores and ratings. These
scores, ratings or assessments measure how well
security issuers perform on ESG performance
relative to their peers. Sometimes these are
aggregated measures of ESG performance –
sometimes they reflect only a single aspect. They can
help investors make more informed decisions but
do not capture the implications of factors or trends
on corporate or issuer balance sheets, profit and loss
accounts or cash flows.

RANKINGS – GEOGRAPHY, TIME
AND ISSUES

Various pieces of research or commentary do
identify correlations between ESG rankings
and financial metrics such as quality, price to
book, profitability, volatility, returns and market
ETFSTREAM.COM
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cap4. These relationships often vary in strength
depending on the time period and geography
selected5. One notable and repeating correlation
seems to be between ESG rankings and emerging
market equity returns6. Many reports split ESG
rankings – again showing different correlations7
with most (but not all) surveys identifying
governance as the metric with the strongest and
most consistent correlation with returns – across
both fixed income and equity asset classes.
The strength of correlations also varied over time
with some commentators highlighting that the
correlation strengthened during periods of raised
market volatility or market disruption. This was
observed across various asset classes8.
Another feature of some pieces of industry and
academic research was the positive or negative
change or rate of change in ESG ratings9 which
provided an ‘interesting signal’ in terms of asset
returns. Not just the absolute or relative value.
Alongside geography and time, correlations
between corporate financial performance and ESG
rankings also varied between industrial sectors, with
a closer correlation in sectors with a greater reliance
on heavily regulated activities or those which
required a ‘social’ licence to operate. For example,
sectors such as resources, consumer and utilities10
had a seemingly stronger statistical relationship
between ESG and corporate financial performance.

…BUT WHY?

From the sample of research we reviewed, few
pieces to really dug into causation11 – what
explains an identified relationship. MSCI
was one of the few organisations that tried to
explain correlations by hypothesising on three
transmission mechanisms between ESG factors
and improved business performance, valuation
and risk profile – cash flow channel, idiosyncratic
risk channel and valuation channel.

WHAT ABOUT AT A PORTFOLIO LEVEL?

Though research has identified correlations between
ESG factors or rankings and shareholder returns or
corporate financial performance, at a portfolio or
benchmark level, there seemed to be little conclusive
evidence of consistent out-performance compared
to ‘standard benchmarks’ or portfolios. Perhaps this
is unsurprising as most ESG benchmarks and funds’
primary approach is based around exclusion of
certain sectors or activities12.
The relationship between engagement and
shareholder returns was covered in just a small
number of studies13. These reports outlined some
of the benefits to corporations and investors
ETFSTREAM.COM

of successful engagement including broader
institutional ownership. Successful engagement on
governance and climate change had the strongest
correlation with subsequent returns.
The picture is complicated, fluid and will no
doubt continue develop. It is certainly set to be an
important topic for further research.
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CLOSING REMARKS
A FUND RESEARCHER’S VIEW

60 seconds with the buy-side: What
fund researchers look for in factor ETFs
ETF Stream’s senior writer Tom Eckett speaks to Nutmeg’s director
of ETF research James McManus on disliking the term ‘smart beta’,
the reasons he does not invest in multi-factor ETFs and his concerns
around the over-proliferation of factors in academic studies
Tom Eckett: Do you use smart beta or factor products
within your clients’ portfolios?
James McManus: We do use smart beta products, but I will
start by saying we are not big fans of the term ‘smart beta’,
primarily because I am not sure it helps investors understand
the goal of the strategies. We use factor-based investment
approaches, where we believe they can add value – either in
terms of risk-adjusted return or diversification.
We do not seek to time factors, but rather, given that a
component of our risk modelling for portfolios is factor-based, we
feel we can use factor strategies over the long-term to neutralise
biases or emphasise tilts in our asset allocation.
How much of your portfolios does smart beta
typically make up?
Typically factor-focused products have only made up small parts of
Nutmeg portfolios historically. We may look to increase exposure,
but as our process revolves around active asset allocation, the
extent to which we use factor products will always be driven by the
extent to which we believe they meet the brief of our investment
view. We do not view individual factor exposures in isolation, we
view them in the context of our wider portfolio positioning.
How do you view smart beta/factor-based ETFs?
Our portfolios are 100% ETF based so in a Nutmeg context,
they are very much part of the passive toolkit. However, they are

We have not bought into the thematic
trend as yet. We find that many of the
products have limited track records,
tend to be more concentrated and
yet are often highly correlated to
the performance of existing sector
exposures, meaning the additional
cost trade-off does not appear that
attractive given the unknown volatility
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potentially very useful for assessment of active management
performance, particularly against active managers who focus on
particular styles of investing. Investors are not paying enough
attention to the source of actively managed returns in many cases,
and the passing off of potentially structural performance linked to
factor exposures as skill is still too prevalent.
Take the IA UK All Companies sector for example – in the
ten years to end June 2019, performance of active managers
against the FTSE All Share would appear highly correlated with
performance of FTSE 250 against FTSE 100, with co-movement
displayed in 85% of quarters. That is, when smaller companies
outperformed larger companies, active managers outperformed
the FTSE All Share and vice versa. Investors in active funds should
be seeking to understand how much of this performance is driven
by the presence of factors such as size.
Which parts of the smart beta/factor-based spectrum
interest you most at the moment?
One strategy we have used extensively in recent years is
minimum volatility in emerging markets equities. We find this
exposure interesting, not just because of the lower volatility
basket of equities, but also the differentiated currency basket
that comes with it. The strategy is different in emerging
markets than the US and Europe because you get this additional
currency element too.
When you focus on a particular smart beta product to
invest in what factors do you take into account?
First, we would only consider factor exposures where there is
a straightforward economic rationale and a solid foundation
to support the factors existence. Second, we extend this
analysis to understand whether we believe the factor can
be implemented efficiently in a long only context (as much
of the academic support for factor investing comes via long
short studies). The timing of factor investing would appear
very difficult in our view, so any factor strategies deployed in
portfolios tend to be longer-term positions.
We look at how ‘pure’ the factor exposure is – that is
what additional factor biases are you potentially acquiring,
positive and negative, along with your desired factor. We
also look at where the factor is being driven from, in terms
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of holdings, sector exposures and so on. Typically, we are
then interested in what trade-offs need to be made versus the
market cap exposure in order to implement the position, and
that comes largely through additional cost. That cost could
be higher management fees, but it will also be related to
turnover levels and liquidity.
Historically, we have found factor products are much more
expensive to trade than market cap, due to either higher hedging
costs for market makers, and sometimes due to the need for
creation, rather than sourcing units in the secondary market.
Alongside smart beta and factor based investing, we
have also seen the rise of thematic based investing using
ETFs – does this interest you?
We have not bought into the thematic trend as yet. We find
that many of the products have limited track records, tend to
be more concentrated and yet are often highly correlated to
the performance of existing sector exposures, meaning the
additional cost trade-off does not appear that attractive given
the unknown volatility.
Some of the products that focus on trends or new technologies
are certainly interesting to end investors, but much of these themes
can be captured in more cost-effective ways and they are unlikely
to be core holdings in asset allocation portfolios in the near term.
Are you concerned by the recurring
accusations of hacking and data mining
levelled at all factors and smart
beta strategies?
It is important for anyone investing in
factors to understand the underlying
evidence of the factor’s existence, even
if the reasons driving its existence can
be debated. We are acutely aware of
the ‘factor zoo’ – the over proliferation
of factors identified in studies, the
over-reliance on backtests, and the false
expectations this can create. To invest in
a factor strategy you have to understand
the limitations or constraints on the studies
undertaken and have high conviction in an
economic rationale for the factor’s existence.
It is also important to recognise how the
factor is constructed and implemented relative
to the study, what the potentially limiting factors
are in that application and if there is reason to
believe a given factor is more applicable to a
given region or market segment (particularly
in equities where sectoral differences
influence regional market structure).
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How do you engage with clients about smart beta?
Our client base is very diverse, so we receive a range of
questions on our portfolio exposures – some complex and some
less so. Generally, our investors show a genuine interest in
understanding their investment portfolios and will typically be
less familiar with factor products.
Are there any specific areas where you would like to see
new products emerge?
Fixed-income factors should be interesting to investors in the
same way that their equity counterparts are. Like factors observed
in equity markets, there are several fixed-income factors that are
well-documented and that have sensible economic rationales for
existence. There are also style factors that potentially read across
from equity to fixed-income – for example, momentum or value.
So, the fact we have investable factor index strategies in equities
but not in fixed-income at present in the European ETF market
would seem an anomaly, and it is an area I am sure we will see
more product development in the future given the products that
have already been launched in the US.
Does multifactor investing interest you?
Not at the current time. We have generally found there to be a
lack of consensus on the approach to weighting factors within a
multi-factor approach and so have been relatively cautious in their
application thus far.
By 2025 do you think you will be making
extensive use of smart beta products
and factor ETFs?
They are likely to be a larger part of core
strategies than they are today. If you overlay
ESG-focused strategies – and there is still
active debate about sustainability factors
given the differences in ESG definitions
– then we will see core portfolios that use
factors in a much more meaningful way,
and investors who more commonly view
their portfolios through the lens of factors.
Key to unlocking this though is investors
having the right tools to analyse and
identify factors within their portfolios, and to
appropriately research factor strategies.
A major inhibitor to growth has been a
lack of ability for less institutional investors to
appropriately analyse their existing exposures.
Investors are unlikely to add factor-focused
investment strategies to their investment
process without an ability to properly
understand their starting point.
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Increasing regulation does little
to dampen ESG ETF demand
George Geddes is a journalist at ETF Stream having joined in September 2018
Socially responsible investing has been at the forefront
of every investors mind in 2019 as ETF issuers continue to launch
an array of environmental, social and governance (ESG) products,
however, while everyone is listening to their conscience when
making an investment decision, the next thing they are taking into
consideration is whether it will have an impact on their returns.
According to a study by Lyxor, excluding companies with low
ESG scores does not negatively impact portfolio performances
having back-tested a universe of stocks represented by the MSCI
All Country World index between 2007 and 2018. In fact, the index
which excluded the bottom half of companies with the lowest ESG
ratings resulted in adding 2.3% per annum of returns compared
to its parent index as well as reducing volatility by 1.6% due to the
fewer number of holdings.
Comparing the performance of a number of ESG equity ETFs
with their parent products does support this. For example,
DWS, the asset management arm of Deutsche Bank launched
an ESG-screened version of its MSCI World ETF (XDWD)
named Xtrackers ESG MSCI World UCITS ETF (XZW0).
By October’s end, XZW0 had a year-to-date performance of
21.94%, significantly ahead of its parent ETF which offered a
return of 20.6%.
Regionally, it is a similar story for US and European equities as
ESG products are managing to outperform their parent products.
This includes the Lyxor MSCI USA UCITS ETF (USAU) and
the Lyxor MSCI USA ESG Trend Leaders UCITS ETF (UESG)
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which offered returns of 21.2% and 22.3%, respectively, for the
same period. Additionally, the Xtrackers MSCI Europe UCITS
ETF (XMEU) saw its net asset value climb 15.8%, behind its
ESG counterpart, the Xtrackers ESG MSCI Europe UCITS ETF
(XZEU), with 17.7%.
In tandem with outperformance came significant inflows. By
the end of September 2019, European ESG ETFs pulled in roughly
€9.3bn in assets, according to Morningstar. This was driven
heavily by Q3 which alone attracted €4.3bn worth of assets,
suggesting that ESG investing is gaining momentum. Despite the
volume of flows growing quarter after quarter, ESG ETFs only
account for 2.5% of the total ETF market but means there’s plenty
of room for growth.
By the end of Q3 2019, total assets invested in ESG ETFs and
ETPs globally reached a record high of $47.3bn and BlackRock
forecasts this figure to climb to $400bn by 2028. The majority of
this growth has come from European investors as roughly 60% of
assets in global ESG ETFs are domiciled in Europe.
While performance and flows have been reaching new highs
for ESG ETFs in 2019, the sceptics out there have voiced their
concerns, most notably around “greenwashing”. This is the
marketing process of making funds seem environmentally friendly
but still include companies within the tobacco, gun or oil and gas
industries which are typically frowned upon by green investors.
For example, Vanguard had two products domiciled in the US
named the Vanguard ESG US Stock ETF (ESGV) and the Vanguard
ESG International stock ETF (VSGX) which were marketed to
exclude stocks of companies in the fossil fuel industries. However,
1.3% of ESGV’s and 1.2% of VSGX’s holdings were in the oil and gas
sector which is arguably categorised as fossil fuels.
Vanguard said there are different flavours to socially
responsible investing and encouraged investors to thoroughly
check the fund’s methodology to ensure it matches their beliefs,
according to SCM Direct. In response, the wealth manager’s
founders Alan Miller and Gina Miller have demanded the UK
regulator should carry out an “urgent industry review” to ensure
investors are not being exploited.
Despite this, there is an expectation within the industry that
all investments will have an ESG tilt in the future but is having
teething problem in its early stages. Regulatory developments
is the biggest driver for the increasing uptake in ESG investing.
A recent study by State Street Global Advisors revealed half of
European investors said getting ahead of regulation is the key
reason why they are adopting ESG into their portfolios and will be
vital for the industry to meet BlackRock’s expectation of $400bn
in assets over the next decade.
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