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Our team’s investment process has always revolved around sustainable return on 
capital and ESG considerations are a logical and important input into forming views 
on the sustainability of a business and its earnings stream. Our overriding objective 
for integrating an ESG approach into our investment process is to, wherever possible, 
enhance returns and protect value for our clients.

ESG integration is primarily achieved through direct 
valuation adjustments made to capture the expected 
impact of ESG factors on the cashflows of a business 
and through an active approach to voting aimed at 
driving companies towards improved practices in 
both an economic value and ESG context (we assume 
improved sustainability will almost always equate to 
improved long run economic value). 

We believe the expected future direction of all ESG 
factors – but especially those related to climate change 
– is as, if not more, important than current levels. For 
example, with regard to carbon emissions, on the 
basis that the global goal is to reduce emissions to 
zero, our view is, valuation allowing, that we will not 
shy away from owning emitting companies. Rather, 
we would like to be part of the emission solution 
and through engagement and incentivisation to 
reduce emissions we can help to facilitate change and 
improvement as opposed to divesting emitters and 
washing our hands of the problem which will in no  
way help to lower emissions. 

We prefer to minimise stock exclusions as excluding 
stocks necessarily compromises the delivery of 
optimal returns, i.e. if a coal or gambling exposure 
is excluded which was otherwise attractively valued, 
we are compromising returns. Correspondingly, if we 
believe removing these stocks is in the best interests 
of client returns, we are inherently expressing a lack 
of faith in their valuation. Our preferred approach is 
to address any lack of faith in valuation at source. We 
firmly believe in positive screening and encouraging 
companies to improve their ESG practices. It is often 
the most offending companies that are the most 
incentivised to drive positive change.

Our portfolio construction process inherently takes 
into account the degree of risk in valuation stemming 
from our expectations around revenue and margin 
volatility together with the degree of financial leverage 
utilised in the business. Where ESG factors also dictate 
a high degree of uncertainty in the forecast revenues 
and margins of a business, this will also impact 
portfolio exposure.

ESG INTEGRATION IN PRACTICE – AUSTRALIA

 
CASE STUDY

Environmental factors such as energy sources used, prices paid for this energy, emissions resulting 
from operations, waste production and disposal, remediation obligations and liabilities are amongst the 
factors considered. To complement our assessment, we collect carbon emissions by all companies and 
impute the ongoing dollar cost of this (emissions translated at an assumed carbon price) in valuations. 
Importantly, to broaden our environmental views beyond emission scores, we also collect data on water 
usage and waste volumes. 

A good illustration of the broad way we think about environmental factors is Rio Tinto’s aluminium 
business. Rio’s aluminium division currently accounts for a disproportional (around two-thirds) share 
of Rio’s emissions when compared to revenue (20% in 2020). However, when compared to the global 
industry, the majority of Rio’s production sits at the very bottom of the aluminium emissions curve 
courtesy of their Canadian smelters powered by hydroelectricity. 
 
 
 
 

Source: Skarn Associates research

 
As carbon gets priced globally this position on the curve, or their ability to produce green aluminium, 
should allow Rio to extract additional profits either via green premiums or through a steepening of the 
cost curve and a higher aluminium price to match marginal cost. Put another way, it is reasonable to 
assume Rio’s Canadian smelters will be more valuable in a world pricing carbon.

The analysis above is largely around scope 2 emissions (i.e. from the power source feeding the 
smelters), with the other main source of carbon emission being scope 1 in the smelting process itself 
(through using a carbon anode). Rio, in conjunction with Alcoa, has been developing a technology 
“ELYSIS” to remove carbon from the anode and essentially eliminate all scope 1 emissions from 
smelting. If commercialised this would eliminate carbon emissions in the Canadian smelters, further 
adding to shareholder value and/or potentially offer significant upside if the venture chose to sell the 
technology to other smelters.

So rather than viewing all carbon emissions as a negative and something to avoid we would rather 
(where valuation justifies it) invest in companies which are low on the emissions curve and/or have 
credible strategies and initiatives to further reduce emissions and create additional value. In many 
cases this will not only help the progression towards far lower global emissions but could also improve 
company profitability, as carbon costs are avoided. 
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