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After years of being an afterthought for many investors, companies, and investment
professionals, the prominence of environmental, social, and governance (ESG)
investing is rising quickly. According to an analysis by Goldman Sachs, from 2018
to 2020, global assets invested in ESG equity funds have increased by nearly
$500 billion, while at the same time, assets invested in non-ESG equity funds have
decreased by $700 billion. In 2020, the number of ESG focused funds increased by
more than 40% to over 4,500. In response to this investor demand, companies are
discussing ESG factors, risks, and opportunities at ever-increasing rates. As shown
in the chart below, the number of companies in the S&P 500 Index discussing ESG
factors has increased from less than ten companies five years ago to more than 450
in the first quarter of 2021.

ESG Investing Explained
ESG goes by many names, including socially responsible, sustainable, and responsible
investing, but they all refer to essentially the same thing. We know that the initials E,
S, and G stand for environmental, social, and governance, but what does that actually
mean? What are we analyzing? Let’s review each factor:
• Environmental. These factors and disclosures are primarily
related to a company’s environmental impact, carbon emissions,
and emissions trends. What are the risks and opportunities the
company faces from climate change?
• Social. With this factor, we seek to understand a company’s
societal impact and how it interacts with employees, communities,
and various other stakeholders. Does the company prioritize
diversity, inclusion, and equality?
• Governance. Here we are evaluating a company’s governance
structure. We seek to answer a fundamental question: Is the
Board of Directors organized to be responsive to shareholder
needs and to protect their interests (fulfill its fiduciary duty to
shareholders) or set up to protect the interests of management?

But what does ESG mean, how are ESG factors applied to an investment strategy,
and how do we integrate ESG analysis at Osborne Partners? In this article, we will
answer these questions and more. We start with an overview of what we mean when
we discuss ESG. Then we discuss some of the issues making ESG analysis more
difficult, highlighting the value of active management and an experienced investment
team. Next, we review the various ESG investment styles and the integrated ESG
analysis we perform at Osborne Partners. Finally, we finish with a review of the ESG
characteristics of our Osborne Portfolio and compare it to leading ESG funds and the
broader market.
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While the environmental factor receives a disproportionate amount of the average
investor’s attention, all three factors are essential in gaining a complete understanding
of a company’s risks and opportunities. Analyzing ESG factors is about identifying
and quantifying non-financial risks and opportunities that are generally longer-term
in nature. It may take years for the effects of poor governance, climate change, or poor
employee and shareholder relations to show up in a company’s financial statements
and affect the stock price. As investors seek long-term, sustainable growth from
their investments, Osborne Partners actively integrates and monitors ESG factors for
all our investments.
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At Osborne Partners, the analysis of ESG factors and their integration into our portfolio
is not a new development. While we have recently increased our communication
about our ESG research process, we have long looked at a company’s risks and
opportunities beyond those outlined in the financial statements. ESG data is more
nuanced than financial data, and there are several issues unique to ESG data that
make the research and analysis more difficult and time-consuming.

ESG Data Issues
• Numerous Reporting
Frameworks
• Voluntary Disclosure
• Large Company
Disclosure Bias
• Inconsistent Third-Party
Scoring

Several issues hinder ESG data analysis, including the
numerous reporting frameworks, the voluntary nature
of disclosure, a large company disclosure bias, and
opaque and inconsistent third-party scoring. There are
eight major ESG reporting frameworks, ranging from
simple carbon disclosure surveys to in-depth scenario
analysis and disclosures across all three ESG factors.
Comparing the data from a company that only submits a
survey to the data from a company that provides scenario
analysis and an extensive narrative is problematic.
Unlike financial data, with its standardized reporting
formats and mandated disclosures, ESG data and
disclosures take numerous formats that are not readily
comparable and are based on voluntary disclosure.
Additionally, the voluntary nature of disclosure raises
concerns that companies may intentionally omit data
that does not reflect well on them.

Large companies disclose and discuss ESG issues at a much higher rate than smaller
companies. We call this the large-company disclosure bias. Like the chart at the
beginning of this article, the following chart shows the number of companies in
the small-capitalization S&P 600 Index discussing ESG issues on conference calls.
Despite an increase from almost nothing a few years ago, less than a third of the
S&P 600 Index companies have discussed ESG issues on their latest conference call
compared to more than 90% of the S&P 500 Index companies that have. Analyzing
smaller companies’ ESG risks and opportunities is generally more complicated and
time-intensive than it is for larger ones.
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The confusing, opaque, and inconsistent nature of third-party ESG scores is another
issue to keep in mind. In this table, we have a sampling of companies from the S&P
500 and their respective ESG scores from a few of the leading third-party ESG score
providers.

Reviewing this table, Google receives a high score from Sustainalytics, but only
a mediocre score from MSCI and ISS’s lowest score. On the other hand, Marsh
& MacLennan gets high scores from both MSCI and ISS but a low score from
Sustainalytics. The only company on this table that consistently scores well is Microsoft.
Inconsistent scoring is a prevalent issue. This inconsistency is in stark contrast to
credit ratings which are generally steady across providers and transparent about the
factors influencing changes. The appeal of a single score to assess a company’s ESG
factors is undeniable. Unfortunately, the scores available today do not provide this.
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Despite these issues, ESG’s popularity is rapidly increasing. But how do you
incorporate ESG considerations into an investment portfolio? There are four primary
ESG investment styles that investors utilize. These range from a simple negative
screen to comprehensive analysis and integration of ESG factors into the portfolio
management process. Here is a brief overview of each style:

Negative Screen: This style simply excludes specific sectors
from a portfolio, such as fossil fuel or tobacco companies.
Positive Screen: With this style, a portfolio does not explicitly
exclude sectors but instead seeks to invest in companies with
the best ESG scores or trends within each sector.
Thematic: These are styles focused on investing in companies
with exposure to specific issues or sectors such as water or
green energy.
ESG Integration and Engagement: This is the process we use
at Osborne Partners. With this style, we consider and integrate
environmental, social, and governance factors into our
fundamental analysis of companies, considering ESG factors
in parallel with growth, valuation, and overall investment risk.

The first three styles comprise what is most commonly found in ESG ETFs and mutual
funds. These styles are generally passive investments that do not consider valuation
and fail to integrate ESG analysis into a comprehensive analysis of an investment.
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At Osborne Partners, we have a four-pillar approach to ESG analysis and integration.
This four-pillar approach helps us eliminate companies with material ESG risk factors
while also uncovering companies with strong ESG credentials and opportunities that
the broader market may overlook.

Evaluation. We evaluate each of the three ESG factors,
identifying the risk and opportunities therein as described
earlier. This analysis could be straightforward for a large
company or require more in-depth analysis and conversations
with company management for a smaller company.
Company Policies. We analyze company policies around
these ESG factors, prioritizing those with better and more
comprehensive ESG policies, including policies related to
diversity, equality and inclusion, climate change, and employee
rights.
Disclosure. We prioritize companies that are actively tracking
and disclosing ESG data. Better disclosures help ameliorate
our concerns about investing in companies with material ESG
risks.
Engagement. We regularly engage with company
management and investor relation teams to push for adopting
favorable ESG policies, investments, and disclosures.
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At Osborne Partners, our ESG analysis is done in conjunction and in parallel with
our financial, growth, and valuation analysis to arrive at a comprehensive evaluation
of an investment. We do not just apply a negative screen or try to optimize our
portfolio’s third-party ESG score.
A case study comparison of two companies will help to illustrate how we analyze ESG
factors at Osborne Partners. A copper miner and an electric vehicle manufacturer
are opposites in our ESG analysis – though probably not in the way you think.

Freeport-McMoRan is a leading copper miner
with leading levels of ESG disclosure, policies,
and initiatives.
Whereas the world’s leading electric vehicle (EV)
manufacturer, Tesla, is seriously deficient in these
same areas.

Let’s review each company in more detail.
Due to their environmental impact, miners are not commonly considered ESG
investments. We believe excluding companies based on their industry is too
simplistic and leads to missed investment and ESG opportunities.

ESG Investing Explained
Freeport-McMoRan is a leading global copper miner. It is also a leader in ESG
practices, policies, and disclosure. Hopes of a greener future depend on increased
copper supplies. For example, electric vehicles use about 210 pounds of copper per
vehicle, nearly four times the amount used in internal combustion vehicles. Beyond
being a critical supplier of copper, Freeport has market-leading ESG practices,
policies, and disclosure as well. Let’s review each ESG factor:

• Environmental: Freeport provides comprehensive disclosure of its
environmental impacts and resource utilization. Over the five years
ending in 2019, it has reduced greenhouse gas emissions by 17%.
It is committed to buying electricity from renewable sources and
extensively utilizes recycled water.
• Social: Through generous donations and company policies,
Freeport has shown a strong commitment to inclusion, communities,
indigenous people, and human rights.
• Governance: In addition to having strong governance practices,
Freeport is one of the few companies that have tied executive
compensation to ESG metrics, making it a leader in this regard

From this perspective, it is clear to see Freeport as a leading ESG investment. It
mines a material critical to reducing greenhouse emissions and embraces leading
ESG practices in the process.
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In contrast, Tesla is widely considered an exemplar of the ideal ESG investment.
However, we believe this view is also wrong. While Tesla has helped pioneer the
EV revolution, it comes up disappointingly short when evaluated through an ESG
perspective. Let’s review each ESG factor:

ESG Investing Explained
Our Osborne Partners portfolio compares favorably on numerous ESG factors to the
all-encompassing Russell 3000® Index. We have compared the current Osborne
Partners portfolio holdings universe to the Russell 3000® Index across key ESG
metrics in the following table. The portfolio compares favorably in each one, and in
several areas, the Osborne Portfolio is substantially better.

• Environmental: Tesla does not report standard carbon disclosures.
This lack of disclosure makes it difficult to compare Tesla to peers,
track trends in Tesla’s carbon emissions, or understand Tesla’s
risks and opportunities around climate change.
• Social: Tesla treats its employees poorly. Tesla fired workers
during the COVID-19 pandemic for following state and local
restrictions related to shelter-in-place orders. Designing and
building vehicles is a complex, labor-intensive process. Poor
employee treatment leads to increased turnover, lost institutional
knowledge, and inferior products.
• Governance: There is likely no large company with worse
governance practices than Tesla. The Board of Directors is set
up to protect management by making it difficult for shareholders
to make changes and is unresponsive to shareholder needs.
Elon Musk, Tesla’s CEO, has been fined by the SEC for making
materially false financial statements, and the Board did nothing
–a truly shocking development. Boards have a fiduciary duty to
shareholders; the Board’s abdication of this responsibility is a
worrying sign.
This review puts Tesla in a different light than commonly believed, highlighting its
numerous risks from poor ESG practices and policies. ESG investing is about more
than making green products, and Tesla is not an ESG investment.
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The Osborne Partners portfolio also compares favorably to the leading ESG and
green energy funds. A critical issue with these types of funds is that they are passive,
index-tracking investments that are valuation agnostic. As new money comes into
the fund, the fund will continue to purchase companies regardless of how extreme
the valuation becomes. Overvaluation is increasingly a concern given the strong
inflows into ESG funds over the past couple of years. This next table lists two leading
ESG ETFs – one broad-based and one green energy focused, with their current assets
under management (AUM), their AUM growth since the end of 2019, the weighted
average forward price to earnings ratio (P/E) of their holdings, and the number and
proportion of their holdings that are forecasted to be unprofitable over through at
least 2023 (unprofitable companies have no forward P/E, reducing the weighted
average P/E calculation). For comparison, the weighted average forward P/E of
the holdings in the Osborne Portfolio universe and the number and proportion of
companies forecasted to be unprofitable over the same period is also listed.
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High valuations are directly correlated to a higher risk of loss. The investors in these
funds likely do not understand the risks they are taking by following a passive indextracking ESG strategy. The Osborne Portfolio provides similar ESG and green energy
exposure with less risk.
Despite the issues described in this article, the outlook for ESG investing is bright.
ESG disclosure by companies is increasing, and some standardization of data appears
forthcoming. The new SEC Chairman, Gary Gensler, has indicated that he will make
ESG a focus for the SEC and push to mandate some standardized ESG disclosures.
Mandatory disclosures should eventually help eliminate one of the key hindrances
in analyzing ESG data.
As the ESG landscape matures and evolves, we will continue to incorporate ESG
factors into our research process. Utilizing our four-pillar process, we will continue
to avoid companies with ESG risks while identifying, and investing in, overlooked
ESG standouts. We believe Osborne Partners provides a compelling blend of ESG,
growth, and value. With our four-pillars of ESG integration, sound fundamental
analysis, and lower portfolio valuation and risk, Osborne Partners is your ESG needs
solved.
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Since 1937, Osborne Partners Capital Management LLC and its predecessors have
provided wealth management for individuals, families, foundations, endowments,
and corporate retirement plans with investable assets of $500,000 to over $100
million. The firm is headquartered in the San Francisco Bay Area.
OPCM allows individuals to have portfolios managed similarly to large, successful,
foundations and endowments. We believe the most important characteristic of a
portfolio is how it defends against flat to down markets. Our strategy is accomplished
by allocating portfolios over a variety of major asset classes; equities, fixed income,
natural resources, real estate, and alternative investments. Client portfolios are
customized, and managed in-house by our investment team.
The result? OPCM has a history of long-term performance, strong risk metrics and
low downside capture, with tax efficiency and an unparalleled level of client service.
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Locations:

Contact Us:

580 California Street, Suite 1900
San Francisco, CA 94104
Phone: (415) 362-5637
Fax: (415) 362-5996

E-mail: info@osbornepartners.com
Phone: (800) 362-7734
www.osbornepartners.com

525 Middlefield Road, Suite 150
Menlo Park, CA 94025
Phone: (650) 854-5100
Fax: (650) 854-5661

This article is for informational and educational purposes only and should not be deemed investment
advice. The opinions and information expressed herein are provided by Osborne Partners Capital
Management, LLC (Osborne Partners) and not specific to any individual’s personal circumstances.
Osborne Partners does not provide tax or legal advice. These materials are not a substitute for
consulting with your tax, legal and/or financial professional(s) in a one-on-one context whereby all the
facts of your situation can be considered in their entirety. Past performance is not indicative of future
results. Inherent in any investment is the possibility of loss. Despite efforts to be accurate and current,
the article can contain out-of-date information and Osborne Partners will not be under any obligation
to advise you of any subsequent changes. Osborne Partners assumes no liability or responsibility for
any errors or omissions in the content of the article.
“OPCM Portfolio” presented herein are the current universe of securities that have been selected
by Osborne Partners’ investment team through the three-stage equities discipline selection process.
Each client portfolio is tailored and managed according to individually prepared Investment Policy
Guidelines, which reflects the specific financial objectives, taxability and risk tolerance of the client.
Not all client portfolios will hold all the Osborne Partners universe of securities.

