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			Praise for Your Essential Guide to Sustainable Investing

			Larry Swedroe and his co-author Sam Adams provide an insightful guide for investors interested in the hottest investment today; namely sustainable investing (SI). Their book is not simply a “this is a wonderful opportunity,” but a sober look at the reality that the plethora of SI funds are not particularly comparable and, in fact, the rating services provide radically different ratings for the same funds. Having set the framework and following up with details on the nature and attributes of the SI market, they conclude with a comprehensive guide on “How to Invest Sustainably” (and the warning that it will take work). If this is an investment universe you have an interest in entering, Your Essential Guide to Sustainable Investing is indeed an essential book to own and read.

			—Harold Evensky, Founder, Evensky and Katz

			Sustainable investing is a complex subject. The investing industry, as it always does, has made it even more so. Here is a book that spells out what the data and peer-reviewed academic evidence tell us. The truth is, we simply don’t know whether ESG portfolios will outperform or underperform mainstream portfolios in the future. Ultimately, though, there are far more important things at stake. Adams and Swedroe have produced the go-to guide for anyone who wants to understand the issues involved.

			—Robin Powell, Editor, The Evidence-Based Investor

			Demand is booming for mutual funds that specialize in ethical investing—helping you put your money into companies that support the environment, workers, and society in general. But some apparently “green” funds are merely “green-washed,” only pretending to invest ethically. How can you find investments that truly reflect your principles? This excellent book will tell you. You’ll learn the nuances of social investing as well as discover your likely investment returns. Highly recommended!

			—Jane Bryant Quinn, Author, How to Make Your Money Last:  The Indispensable Retirement Guide

			You may have noticed that there’s currently a lot of buzz in the investing world about ESG and SRI. If you don’t have a clue what all this buzz is about, then this book is a must-read, since Larry and Sam get down in the weeds, explaining exactly what these investing styles are and how they may or may not be right for you. This book will bring you up to speed on these latest trends and help you become a better-informed investor.

			—Mel Lindauer, Co-Author, The Bogleheads’ Guide to Investing and The Bogleheads’ Guide to Retirement Planning

			Larry and Sam present a comprehensive view of today’s ESG investing landscape. Both have a vast experience in investments and client interactions. Larry has been a prolific writer on financial topics and Sam has been a globe-trotting champion for the environment. Together they bring clarity to an evolving investment world full of acronyms, making it accessible to all interested investors.

			—Eduardo Repetto, CIO, Avantis Investors

			Sustainable investing is paramount for values-driven investors; yet, it is neither well-understood nor easily implemented by many investment professionals. Sam and Larry elucidate the dynamic landscape of sustainable investing and empirically demonstrate the impact of sustainable investing on firm  characteristics such as cost of capital, valuations, and profitability, and on the performance of stocks and bonds. Moreover, they demonstrate that ESG investors, through their impact on asset prices, generate societal benefits by rewarding investments in green technologies and the reduction of gas emissions. Finally, Sam and Larry share robust investment principles and practical suggestions for building sustainable investment programs by clearly defining investment objectives, developing asset allocation methodologies, selecting underlying investments, and actively managing investment portfolios. This book is an essential resource for investment professionals who seek to understand sustainable investing and implement sustainable investment programs.

			—Marat Molyboga, Chief Risk Officer, Director of Research at Efficient Capital Management

			Adams and Swedroe have delivered a comprehensive review of the state of sustainable investing. They cut through the jargon, which is inconsistent and confusing at best, and misleading at worst, to help investors identify strategies aligned with their financial, societal, and personal goals. The book is essential reading for anyone seeking to put their money where their values are.

			—Tobias Carlisle, Founder and Portfolio Manager, Acquirers Funds

			An eye-opening guide to the opportunities and consequences of sustainable investing. I admire the thorough discussion of recent developments, the crisp bottom lines, and Burton Malkiel’s wise Foreword. Required reading for my Duke investment strategies course.

			—Ed Tower, Emeritus Professor of Economics, Duke University

			Read this book! After doing so, you’ll know more about Sustainable Investing than anyone you know, including your financial advisor. In Your Essential Guide to Sustainable Investing, Sam Adams and Larry E. Swedroe dive deeply, making sense of the subject’s academic research while explaining how capitalism, itself, doesn’t have to destroy our planet. This should be required reading for every investor and investment professional.

			—Andrew Hallam, Bestselling Author, Balance: How to Invest and Spend for Happiness, Health and Wealth and Millionaire Teacher

			Sam and I were together at Dimensional Fund Advisors for a number of years, so he is well aware of my role in co-founding Dimensional and my “analytical data-driven” view of investment management. Sam and Larry’s book reflects on the evolution of asset management and the challenges and opportunities ESG data analysis brings.

			—John ‘Mac’ McQuown, Co-Founding Dimensional Director, and Co-Proprietor, Stone Edge Farm

			Experienced financial practitioners are typically wise enough to approach financial product innovation with healthy skepticism. Sam and Larry cut through the noise of “greenwashing” and marketing jargon to offer a genuine roadmap investors can use today to achieve the long-term returns stakeholders require while effecting a sustainable positive impact on the world.

			—Adam Butler, Chief Investment Officer, ReSolve Asset Management

			If you really want to understand the research, risks, returns, ratings, and reasons to own ESG funds this is the book to read. Evidenced-based investing information at its best!

			—Paul Merriman, Author, We’re Talking Millions! 12 Simple Ways to Supercharge Your Retirement

			Is there a choice between values and value in investing? Not always. Adams and Swedroe answer this question and many others that all investors must ask about ESG and sustainable investing. This impressive summary dispels myths and simplifies an evolving investment landscape with clear definitions and evidence. I hope many investors will read it, discover the power in the paradox, and use the principles to reclaim prosperity for all.

			—Tammira Philippe, CFA, President and CEO,  Bridgeway Capital Management

			As investors increasingly look to align their holdings with their ESG preferences, it’s important to look beyond ESG branding and evaluate whether a fund focused on environmental, social, or governance objectives meets specific, individual goals and desires. Your Essential Guide to Sustainable Investing by Sam Adams and Larry Swedroe provides key tools to help optimize this evaluation process and guide investors to their preferred destination.

			—Dave Butler, Co-CEO, Dimensional Fund Advisors

			A central question facing investors is whether to embrace so-called  environmental, social, and governance (ESG) investment products. The temptation to have a positive impact on societal problems like climate change and social justice is overwhelming. Virtually every asset manager has responded with ESG-labeled products. Swedroe and Adams have carefully analyzed this difficult decision and whether the costs to investors outweigh the psychic and monetary benefits of ESG investing.

			—Robert Huebscher, CEO, Advisor Perspectives
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			Foreword By Burton Malkiel

			Almost $22 billion flowed into investment funds with a “sustainable” objective during the first quarter of 2021. According to Bloomberg Intelligence, global assets with presumptive environmental, social, and governance (ESG) objectives may surpass $41 trillion in 2022 and $50 trillion by 2025 (more than a third of the total funds under management). The financial industry has responded by providing a plethora of new ESG funds and by rebranding existing funds. Such funds are advertised as helping to achieve a more sustainable world while enhancing investment returns as well.

			There is clearly a strong demand by investors to ensure that their investments are consistent with their ethical principles. In addition to meeting financial goals, there are potential emotional benefits from investing. People want to align their investment strategies with their societal values. It would also be unambiguously advantageous if they could push the firms in which they invest to improve societal outcomes while simultaneously enhancing their financial returns. But do the investment products that advertise themselves as ESG-compliant actually deliver? How do you know if your investments will have the desired social impact? And is sustainable investing really a way to assure investors they can do well by doing good?

			Amid all the hype concerning sustainable investing, there has been far too little attention paid to careful analysis of exactly what such investing really entails and what the evidence shows about its effectiveness. There is also far too little serviceable advice for investors who wish to invest sustainably. Adams and Swedroe have brilliantly fulfilled these needs with their highly readable and evidence-based guide for investors. Here they show what sustainable investing is, why one might want to do it, what financial returns have been achieved, and what its impact has been, as well as the pitfalls that exist. They also provide practical investment advice for individuals wishing to build ESG portfolios.

			We learn that meritorious investments are in the eye of the beholder. The objectives of faith-based investment funds are far different from those that prize enhancing the goals of fair pay and inclusiveness. The most common and popular of such funds are those with explicit ESG objectives. But even then, the term means different things to different people, and it is difficult for investors to understand exactly what the ESG portfolios actually achieve. To make matters worse, the ESG scores for different companies published by the professional rating services provided to portfolio managers differ materially. Correlations of ratings between different rating services are as low as 0.42. To put that number in perspective, the correlations between the bond ratings of S&P and Moody’s are more than 0.99. ESG raters cannot even agree when they are considering the same attribute, such as carbon intensity. Within the electric utility industry, a company with one of the biggest carbon footprints is Xcel Energy. Xcel is ranked poorly by some raters because it generates a substantial share of its power from coal. But Xcel is the first U.S. utility committed to going 100 percent carbon-free by 2050 and is a leader in building wind-generation facilities.

			ESG ratings also differ markedly for companies for which carbon footprint is not a major factor. Apple gets a high ESG rating of 73 percent from Refinitiv. S&P Global rates them only 23 percent and close to the bottom of their 22-company industry. Even on the identical ESG component of governance, ratings are not even close to one another. Sustainalytics considers Apple’s management among the most compliant with the best governance criteria, while MSCI considers Apple’s governance score second to last in its peer group.

			If carbon footprint and governance are major factors in excluding companies from a broad ESG portfolio, what kinds of companies are favored for investment? Examining the top holdings in the largest ESG mutual funds and ETFs, we find Alphabet (Google’s parent) and Facebook, as well as Visa and MasterCard, prominently featured. These companies have had their fair share of controversies. Would all ESG investors really have their social consciences assuaged by investing in companies that have been found to breach individual privacy and impose exorbitant interest rates?

			What about the returns from sustainable investing? The authors do a masterful job of meticulously documenting the existing empirical studies. There is no better survey of the returns from ESG investing. Again, the studies do not suggest a clear conclusion. Some studies report market-beating risk-adjusted returns, while others come to the opposite conclusion. There is no unambiguous evidence that sustainable investing enhances long-run financial performance. Moreover, sustainable funds have higher management expenses than traditional index funds. The authors do believe, however, that avoiding certain companies can reduce so-called tail risk—the risk, for example, that a company that cannot or will not curtail its polluting activities could be severely harmed by government fiat. Thus, ESG investing can be a risk-reducing strategy.

			One of the very important insights in this book concerns the differences we should expect between short- and long-run returns. This insight can help explain some of the different empirical results. A heightened demand for ESG-compliant investments can cause share prices to rise and thus enhance the returns of sustainable funds. But then so-called green stocks will sell at higher valuation multiples and lower long-run required rates of return. Thus, any short-term benefits will be realized at the expense of long-run performance. Investors who wish to invest sustainably should have reasonable expectations, including a willingness to accept lower long-run returns.

			A further important insight concerns the likelihood that an ESG influence on share prices will affect corporate behavior. If ESG-compliant companies enjoy higher share prices and a lower cost of capital, then they will be incentivized to improve their ESG ratings. Thus, a focus on sustainable investing can cause companies to behave in a more positive manner.

			Adams and Swedroe then turn to a survey of the empirical evidence on whether sustainable investing is actually making companies more responsible. They cite a number of studies that suggest that ESG concerns by investors have had a positive effect in encouraging firms to take actions that have positive societal impacts, such as reducing their greenhouse gas emissions. There is no clear evidence, however, that disinvestment from unsustainable firms has interfered with their ability to raise capital. It would also be a mistake to conclude that increasing the investments to sustainable companies will be sufficient to allow the country to meet its environmental goals. The most effective way to reduce an economy’s carbon intensity is to change the economic incentive to pollute. This could be accomplished with carbon taxation. Or the government could auction off a limited number of tradable pollution permits. Companies could reduce emissions to avoid the cost of a permit or buy permits if they faced especially high pollution-abatement costs. For those who question the morality of a government selling rights to pollute, there is a good answer: It’s better than giving such rights away.

			So what is the best practical advice we can give investors who would like to put their money where their mouth is and would be delighted if they could feel that their investments had a positive social impact? An easy solution would be to purchase one of the broad-based ESG investment mutual funds or ETFs that advertise the claim that you can help save the world and increase your return simultaneously. The problem is that it is far from clear that the holdings in these funds are all worthy of merit. Moreover, such funds are less diversified and more expensive than pure index funds and may well underperform in the long run. In trying to do well by doing good, you may achieve neither objective.

			In their final chapter, Adams and Swedroe provide useful practical advice for investors who wish to build portfolios that are consistent with their individual values. While such an undertaking requires hard work, they clearly show the necessary steps and the framework required. The criteria are provided for the selection of ESG investments, keeping in mind the difficulties and pitfalls involved.

			My own preference is to favor what they call a patient approach of making changes around the edges rather than having investors alter their entire portfolios. For example, the core of the portfolio could consist of low-cost, broadly diversified index funds. Then investors could add an allocation to a renewable energy fund or some other funds consistent with the particular themes that are important to them. Whichever alternative is chosen, the authors remind us that due diligence is of overriding importance. It is not easy to be good.

			Burton G. Malkiel

			Author of A Random Walk Down Wall Street

		

	
		
			Introduction

			The Education of a Climber

			I was fortunate to grow up in Northern Italy, in a family that loved to ski. We went skiing almost every weekend. Our first trip would be for Thanksgiving and the last one after Easter. I have my own kids now. We have never been skiing at Thanksgiving. Lately, in fact, it has been hard to find snow to ski at Christmas. This has been a wake-up call. The ski season used to stretch over seven months. Now it is down to four. Should I teach my kids to ski, knowing that when they are older, they might not be able to?

			In college, I transferred to the University of Colorado at Boulder so I could start climbing. Rock climbing became my main passion. Later I added snow, ice, alpine, and mixed climbing. I even moved to Chamonix, France, the birthplace of alpinism and home to some of the most classic climbs in the world.

			Another wake-up call. Many of those classic routes are no longer possible to climb. The snow and ice have receded so much that the climbs are too dangerous. In some cases, they no longer exist.

			If you are thinking that my skiing and climbing is the least of our worries when it comes to climate change, you are right. In the grand scheme of things, it is inconsequential. However, it is precisely because it is personal and it is my passion that it is so motivating. I know from first-hand experience that climate change is real. And I am not alone.

			One of my good friends was a commercial tuna boat captain. Catching big fish was his passion. But there are not enough fish to catch anymore, so he has had to find another line of work. Another friend’s kids have embraced his passion for ice hockey. He laments that they have never played it outside on a pond, like he did growing up. 

			When my sister moved to Charleston, South Carolina, a few years ago, nobody warned her that she would have to shelter in place several times each fall during hurricane season. They didn’t use to, but the storms are stronger now. When I moved to Northern California four years ago, we were unaware that PG&E, the local utility company, would start shutting off the power for everyone in our region for three to five days at a time every fall. They didn’t use to, but the risk of wildfire is greater now. We also didn’t know we would have to keep our kids inside for several weeks due to poor air quality from those wildfires. My neighbor grew up in Paradise, California. His mother lost her home, and the family business, in the fire of 2018.

			Most people in the world now believe that climate change is real. In fact, according to a 2021 survey of over half a million people across 50 countries conducted by the UN 64 percent believe it is an emergency.1 I believe that more people were convinced of this by their personal experience rather than by reading some scientific paper. What has changed in your life because of climate change?

			The Education of a Capitalist

			I graduated from college with a philosophy degree, which is another way of saying I was going to be unemployed for a while. Luckily, I met Dan Wheeler, who was working on a twin revolution in financial services.

			Dan taught me what stocks and bonds are, what a mutual fund is, and how financial advice is delivered. And he taught me that the traditional Wall Street firms’ investment advice, and the products that come with it, are designed to enhance their own wealth, not that of their clients. Dan had a better model, a fee-based advice model using low-cost passively managed funds.

			This model of investment advice was better for the client because lower commissions and management fees meant more money in the client’s pocket. Almost nobody was doing it at the time, since Wall Street dominated the field, but I liked being the underdog, so I joined Dan. Twenty-five years later, index funds are king, and fee-based advice is the standard around the world. This experience has given me an enduring faith in the power of capitalism to improve outcomes.

			No Army Is Stronger Than a Good Idea Whose Time Has Come

			My experiences taught me that large-scale change is possible, even probable, when you have a better way of doing things. It takes time and some hard work to convince people to change their minds, especially when it requires upending their business models. And it takes time for the disruptive innovators to overcome the power of the status quo, which is held in place by those who work hard to protect their vested interests. But if markets are working correctly, truth wins in the end, and the better way will eventually overcome the conventional method.

			The wake-up calls I received about climate change and capital markets were not alarm bells. They were more a slow-rolling series of realizations that culminated in a growing sense of dread. We have known about climate change and that it is caused by burning fossil fuels since the 1970s. Yet, we have only begun to adjust course.

			When it came to climate change, capitalism wasn’t changing the game—certainly not on any meaningful scale, and certainly not quickly enough. It was easy to criticize capitalism. And many thought leaders and authors were having a go at it. In 2002, the 30-year update to the 1972 book The Limits to Growth made a compelling case that their original predictions were coming true—humanity was using more resources than the planet could sustainably provide.2 The implications were clearly stated. In order to avoid catastrophe, we needed to turn off the exponential growth model of capitalism.

			I found this line of thinking—that capitalism was flawed beyond repair and needed wholesale replacement—difficult to accept. After all, I was working with

			
			
			
			
			
			
			
			
			
			
					Is there real demand for ESG investing? 

					Is ESG a robust investment strategy?

					Does it make a difference?
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