SWG GOOD OR DOING

G(aOD: A SKEPTICAL LOOK AT ESG

- Morality plays in markets!




Theme 1: Characterizing Valuation as a
discipline

-1
o In a science, if you get the inputs right, you should

get the output right. The laws of physics and
mathematics are universal and there are no

exceptions. Valuation is not a science.

o In an art, there are elements that can be taught but
there is also a magic that you either have or you do
not. The essence of an art is that you are either a
great artist or you are not. Valuation is not an art.

o A craft is a skill that you learn by doing. The more
you do it, the better you get at it. Valuation is a
craft.




Theme 2: Valuing an asset is not the same as

pricing that asset
]

Drivers of intrinsic value

- Cashflows from existing assets
- Growth in cash flows

- Quality of Growth

Drivers of price
- Market moods & momentum
- Surface stories about fundamentals

(o]

Accounting

Estimates THE GAP

INTRINSIC . Is there one? /b PRICE
VALUE .E{g> If so, will it close? \li
) If it will close, what will
Valuation cause it to close?
Estimates




Theme 3: Good valuation = Story + Numbers

Favored Tools
- Accounting statements
- Excel spreadsheets
- Statistical Measures
- Pricing Data

The Numbers People

A Good Valuation

Favored Tools
- Anecdotes
- Experience (own or others)
- Behavioral evidence

lllusions/Delusions
1. Precision: Data is precise
2. Objectivity: Data has no bias
3. Control: Data can control reality

The Narrative People

lllusions/Delusions
1. Creativity cannot be quantified
2. If the story is good, the
investment will be.
3. Experience is the best teacher




Buzz Words and Magic Bullets!
-

o In my four decades in corporate finance and valuation, | have seen
many "new and revolutionary" ideas emerge, marketed as the
solution to all of the problems in business decision making.

0 Most of the time, these ideas represent either a repackaging of
existing concepts, with a healthy dose of marketing and selling,
usually by consultants and bankers, and their magic fades quickly
once their limitations come to the surface, as they inevitably do.

0 The latest entrant in this game is ESG (Environmental, Social and
Governance), and the sales pitch is wider and deeper. Companies
that improve their social goodness standing will not only become
more profitable and valuable over time, we are told, but they will
also advance society's best interests, thus resolving one of the
fundamental conflicts of private enterprise, while also enriching
investors.



Why now?

0 50 years since Friedman: The first is that it is the fiftieth
anniversary of one of the
, where Milton Friedman argued that the focus
of a company should be profitability, not social good.

0 COVID and ESG: The second were multiple news stories about
how "good" companies have done better during the COVID
crisis and how much money was flowing into ESG funds.

0 The Establishment has bought in: The third is a more long-
standing story line, where the establishment seems to have

bought into ESG consciousness, with business leaders in
the

last year and institutional investors shifting more
money into ESG funds.
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Measuring ESG: Challenges
N

0 Itis fuzzy: The first is that much of social impact is
qgualitative and developing a numerical value for that
impact is difficult to do.

0 And entirely subjective: The second is even trickier,
which is that there is little consensus on what social

impacts to measure, and the weights to assign to them.

0 But it is still being measured: If your counter is that there
are multiple services now that measure ESG at
companies, you are right, but the lack of clarity and
consensus results in the companies being ranked very
differently by different services.




What's “good” for you?

TN
o As an investor, rank the following companies from
best to worst purely on goodness:
o Exxon Mobil
o Facebook
o Amazon

o Ford
o Tesla

o Coca Cola



Value Issues for Investors

Issues investors want addressed by their portfolios:

34%

Global warming  Impact of plastic Sustainability Data fraud or theft Gun control
on the oceans




ESG Services disagree...
N
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Even on high profile companies...

Divergence in ratings across large, US companies
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W FTSE W Sustainalytics @ MSCI
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And the differences will persist...

0 There are some who believe that this reflects a measurement
process that is still evolving, and that as companies provide more
disclosure on ESG data and ESG measurement services mature,
there will be consensus. | don’t believe it, because. if there were
consensus, it is unlikely that we would not need to convince
businesses to reflect that consensus.

o Even if you overlook disagreements on ESG as growing pains, there

is one more component that adds noise to the mix and that is the
direction of causality:

o Do companies perform better because they are socially conscious (good)
companies, or do companies that are doing well find it easier to do good?

o Put simply, if ESG metrics are based upon actions/measures that
companies that are doing better, either operationally and/or in markets,
can perform/deliver more easily than companies that are doing badly,
researchers will find that ESG and performance

12



The ESG Promises: Cake for all, with no calories!

N S
o For companies, the promise is that being "good"

will g

enerate higher profits for the company, at least in

the long term, with lower risk, and thus make them

more valuable.

o For investors in these companies, the promise is that
investing in "good" companies will generate higher
returns than investing in "bad" or middling companies.

0 For society, the promise is that not only would good
companies help fight problems directly related to ESG,

ike c
more

imate change and low wages, but also counter
general problems like income inequality and

nealt

ncare crises.
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The ESG Questions
I

The Big Questions on ESG

How does ESG affect a firm's
operations & value?

Increase value by
» improving profitability
and/or reducing risk.

Reduce value by
»| increasing costs and/or
increasing risk.

Research on the links between ESG and
- Growth (Revenues & Earnings)

- Profits (Margins, Accounting Returns)
- Risk (Discount Rates & Shocks)

How does the market price the
consequences of ESG?

Price overadjusts to
value change.

Price correctly reflects
value change

Y

Price underadjusts to
value change.

\i

Do investors make excess
returns on ESG stocks

Investors make positive
excess returns

Investors make "fair
rate" of returns

\ 4

Investors make positive
excess returns

\

Research on the links between a
company's ESG and how its stock is
priced (PE, PBV, Tobin's Q or EV
multiple)

Research on whether stocks that score
high on ESG or funds with an ESG focus
deliver higher or lower returns than
expectd, given risk.

14



|. ESG and Value
I

Revenue Growth Operating Margins Growth/Investment Efficiency
Function of the size of the total Determined by pricing power and Measure of how much investment
accessible market & market share cost efficiencies is needed to deliver growth

A

Expected FCFF = Revenues * Operating Margin - Taxes - Reinvestment
Value of |
Business
Ar Risk-adjusted Discount Rate
4
Failure Risk Cost of Equity Cost of Debt
Chance of grevious Rate of return that equity Cost of borrowing money, net of
or catastrophic event investors demand tax advantages
putting business
model at risk.

The "It Proposition”: For "it" to affect value, "it" has to affect either the
cash flows or the risk in those cashflows.
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The Good shall be rewarded

Figure 2: The Payoff to Being Good: The Virtuous Cycle

Customers will buy more from
"good" companies: Higher
revenue growth

Operating expenses higher in
short term, but go back down in
long term: Unchanged or even

higher margins.

Capital invested in good
businesses will deliver higher
returns: Higher sales/capitsl and
returns on capital

Revenue Growth
Function of the size of the total

Operating Margins

Growth/Investment Efficiency
Measure of how much investment

Determined by pricing power and
accessible market & market share cost efficiencies is needed to deliver growth

Higher Value y
Expected FCFF = Revenues * Operating Margin - Taxes - Reinvestment
Value of |
Business
i Risk-adjusted Discount Rate
A
Failure Risk Cost of Equity Cost of Debt
Chance of grevious Rate of return that equity investors Cost of borrowing money, net of tax
or catastrophic event demand advantages
putting business
model at risk. ] ] )
Investors will prefer to invest in Lenders will lend at lower rates to good

"good" companies, pushing up their
stock prices: Lower cost of equity

companies. Governments may provide
subsidized debt: Lower cost of debt
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Examples and counters: Patagonia and Etsy

1 A company that is often used as an example of

“goodness” is Patagonia, and the company has stayed
true to its mission by:

o Remaining an annual benefit corporation

o Being willing to pay to do the “right” thing (at least as it sees
them)

O But is has paid the price (lower revenues, less in profits)

0 Etsy went public as a benefit corporation, but that
mission clashed with its endgame of being a much larger
player in online merchandising. It eventually abandoned
its benefit corporation status, so as to be able to access
more capital, and is now embroiled in public fights with
the craftsmen who provide its merchandise.

17



The Bad shall be punished
-

Figure 3: The Punishment for Being Bad: The Punitive Vision

Operating expenses lower in Capital invested in good
Customers will buy less from bad short term, but higher in long businesses will deliver lower
companies: Lower or negative term: Unchanged initially, but returns: Lower sales/capitsl and
revenue growth lower margins in long term. returns on capital
Revenue Growth Operating Margins Growth/Investment Efficiency
Function of the size of the total Determined by pricing power and Measure of how much investment
accessible market & market share cost efficiencies is needed to deliver growth
f | [
Lower Value ¢
Expected FCFF = Revenues * Operating Margin - Taxes - Reinvestment
Value of
Business
7 Risk-adjusted Discount Rate
A
Failure Risk Cost of Equity Cost of Debt
Chance of grevious Rate of return that equity investors Cost of borrowing money, net of tax
or catastrophic event demand advantages

putting business
model at risk.

Investors will pull money out of "bad" Lenders will balk at lending to bad
companies, pushing down their stock companieas, demanding higher
Bad companies are prices: Higher cost of equity interest rates: Higher cost of debt

more exposed to big,
negative event (crisis):
Higher failure risk
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ESG’s biggest success? Fossil Fuel
-

S&P Sector Weightings - 2010-2019
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Qe m Utilities
m Energy
50.00% m Consumer Staples

m Industrials

m Consumer Discretionary

40.00%
m Telecom/Comm Services

Sector as % of S&P 500 Market Cap

w Financials
30.00% m Health Care

m Technology

20.00%

Google & Facebook were moved
from Technology to Comm
Services in 2018. If left in,
Technology would nbe>30%.

10.00%

0.00%
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Year Ending
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The Bad Guys win: Hell on Earth?

Figure 4: The "Bad" Companies win: The Dystopian Vision

Customers prefer products (cheap,

Good companies spend more on

Bad companies, with fewer
convenience) made by "bad" being good, and have higher constraints, invest more
companies: Bad companies grow costs: Bad companies have efficiently: Bad companies
faster higher margins reinvest more efficiently
Bad Revenue Growth Operating Margins Growth/Investment Efficiency
companies Function of the size of the total Determined by pricing power and Measure of how much investment
outperform accessible market & market share cost efficiencies is needed to deliver growth
good i I [
companies. y
Expected FCFF = Revenues * Operating Margin - Taxes - Reinvestment
Value of |
Business
T Risk-adjusted Discount Rate
A
Failure Risk Cost of Equity Cost of Debt
Chance of grevious Rate of return that equity investors Cost of borrowing money, net of tax
or catastrophic event demand advantages
putting business
model at risk. Bad ; high
ad.companmsd eport hig e Lenders lend based upon earnings/
earnings & have higher stock prices: cashflow & bad companies look
Bad companies have lower costs of safer: Bad companies have lower
equity costs of borrowing.
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Facebook
The Story

Facebook will continueto useits biggest asset, a user base that exceeds 2.5 billion that spends considerable timein its ecosystem, to consolidate and grow its online
advertising business, while also looking for new avenues to make money (retail, enteertainment). Its biggest challenge will be regulatory constraints on how it collects
dataon its users and then puts that data to use.

The Assumptions
Base year In 2020 Years 1-5 Years 6-10 After year 10 Link to story
Revenues (a) $ 75,157 10.0% 12.00% =——r+» 2.00% 2.00% Supplement ads with new businesses.
Margins stay intact, with increased costs
Operating margin (b) 44.25% 40.0% 44.25% =——» 44.00% 44.00% to meet privacy rules.
Tax rate 17.40% 17.40% =——» 25.00% 25.00% Global/US marginal tax rate over time
Reinvestment (c) Sales to Capital = 2.64 13.33% Set to ad industry level.
Return on capital 29.99% Marginal ROIC = 115.68% 15.00% Low capital investment needs
Cost of capital moves up (asrisk free rate
Cost of capital (d) 6.08% " 7.01% 7.01% goes back to 2%)
The Cash Flows
Revenues Operating Margin |EBIT EBIT (1-t) Reinvestment FCFF
1 S 82,673 40.00% ) 33,069 | S 27,315 | S 2,846 | S 24,469
2 $ 92,593 41.60% S 38,519 | S 31,817 | S 3,757 | S 28,060
3 $ 103,705 42.40% S 43,971 | S 36,320 | S 4,208 | $ 32,112
4 S 116,149 43.20% S 50,176 | $ 41,446 | S 4,713 | $ 36,733
5 S 130,087 44.00% S 57,238 | S 47,279 | S 5,278 | S 42,001
6 $ 143,096 44.00% S 62,962 | S 51,050 | $ 4,926 | $ 46,123
7 S 154,543 44.00% S 67,999 | S 54,100 | S 4,335 | $ 49,765
8 $ 163,816 44.00% S 72,079 | S 56,251 [ S 3,511 (S 52,739
9 $ 170,369 44.00% S 74,962 | S 57,361 (S 2,481 (S 54,880
10 $ 173,776 44.00% S 76,461 | S 57,346 | S 1,290 | $ 56,056
Terminal year S 177252 44.00% S 77,991 | S 58,493 [ S 7,799 | S 50,694
The Value
Terminal value S 1,011,856
PV(Terminal value) S 546,157
PV (CF over next 10 years) S 294,714
Value of operating assets = S 840,871
Adjustment for distress S - Probability of failure= 0.00%
- Debt & Mnority Interests S 11,004
+ Cash & Other Non-operating assets S 58,240
Value of equity S 888,107
-Value of equity options S -
Number of shares 2,877.50
Value per share S 308.64 Stock wastradingat=$261.16




The Runaway Story: ESG as a lubricant and

0 With a runaway business story, you usually have three
ingredients:

1. Charismatic, likeable Narrator: The narrator of the business story is

someone that you want to see succeed, either because you like the
narrator or because he/she will be a good role model.

2. Telling a story about disrupting a much business, where you dislike
the status quo: The status quo in the business that the story is
disrupting is dissatisfying (to everyone involved)>

3. With a societal benefit as bonus: And if the story holds, society and
humanity will benefit.
0 Since you want this story to work out, you stop asking
qguestions, because the answers may put the story at risk.
And since it will benefit society, you are reluctant to be

churlish enough to ask questions about the basic business
models.

22



The Impossible: The Runaway Story

?
The Story The Checks (?)
Board Member [Designation _[Age|
o AW Henry Kissinger Former Secretary of State a2
Y Bdl Perry Former Secretary of Defense 88
-~ George Schultz Former Secretary of State B
P Bl Frist Former Senate Majority Leader 63
‘ Sam Nunn Former Senator 77
Gary Roughead Former Navy Admiral 64
James Mattis Former Marine Corps General 65
Dick Kovocovich  Former CEO of Wells Fargo 72
-
' + Riey Bechtel Former CEO of Bechiel 63
William Foage Eplidemoiogist g
Elzabeth Holmes Founder & CEO, Theranos N
Sunny Balwani President & COO, Theranos NA
+ Money
Companies valued at $1billion or more by venture-capital firms
\ \
\\\ \l
—————— \ \\
o o 4 \ Theranos valued at $9 billion '
/ e \ \
’ \ \ |
4 \ \ |
/ \ \ |
. / \ I
§ 125 ‘ |
\ [} |
: ! | |
: COMPANIES : | |
| 1 $1billion 1 $10 billion 1 $40 billion

Valuations as of October 2015



Value and ESG: The Evidence
I

0 A Weak Link to Profitability: There are (summaries of all other studies) that
find a small positive link between ESG and profitability, but one that is very sensitive to how
profits are measured and over what period. Breaking down ESG into its component
parts, find that environment (E) offered the strongest positive link to

performance and social (S) the weakest, with governance (G) falling in the middle.

o A Stronger Link to Funding Costs: , i.e., companies involved in
businesses such as producing alcohol, tobacco, and gaming, find that these stocks are less
commonly held by institutions and that they face higher costs for funding, from equity and
debt). The evidence for this is strongest in sectors like tobacco (starting in the 1990s) and
fossil fuels (especially in the last decade), but these findings come with a troubling catch.
While these companies face higher costs, and have lower value, investors in these
companies generate higher returns.

o And to Failure/Disaster Risk: “Bad” companies are exposed to disaster risks, where a
combination of missteps by the company, luck, and a failure to build in enough protective
controls (because they cost too much) can cause a disaster, either in human or financial
terms. created a value-weighted portfolio of controversial firms that had a history
of violating ESG rules and reported negative excess returns of 3.5% on this portfolio, even
after controlling for risk, industry, and company characteristics.

24
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Il. ESG and Returns
I

o Constrained optimal? To begin with, the notion that adding an ESG
constraint to investing increases expected returns is counter intuitive.
After all, a constrained optimum can, at best, match an unconstrained
one, and most of the time, the constraint will create a cost.

0 Truth in Advertising: In one of the few cases where honesty seems to have
prevailed over platitudes, the TIAA-CREF Social Choice Equity Fund
explicitly acknowledges this cost and uses it to explain its
underperformance, stating that “The CREF Social Choice Account returned
13.88 percent for the year [2017] compared with the 14.34 percent return
of its composite benchmark ... Because of its ESG criteria, the Account did
not invest in a number of stocks and bonds ... the net effect was that the
Account underperformed its benchmark.”

o Internal contradiction: In fact, there is an inherent contradiction, at least
on the surface, between arguing that ESG leads to higher value and stock
prices, made to CEOs and CFOs of companies, and simultaneously arguing
that investors in ESG stocks will earn higher (positive excess) returns.

25



Why returns to ESG are tough to read...

Value Effect Market Pricing Investor Returns to ESG

ESG increases value Markets overreact, pushing up Negative excess returns for

prices too much investors in good ESG firms.

ESG decreases value Markets overreact, pushing down Positive excess returns for

prices too much investors in good ESG firms.

ESG increases value Markets underreact, with prices  Positive excess returns for

going up too little. investors in good ESG firms.

ESG decreases value Markets underreact, with prices  Negative excess returns for

going down too little. investors in good ESG firms.

ESG increases value Markets react correctly, with Zero excess returns for investors

prices increasing to reflect value. in good ESG firms.

ESG decreases value Markets underreact, with prices  Zero excess returns for investors

going down too little. in good ESG firms.
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Two plays on ESG investing

0 ESG Exclusionary o ESG Inclusionary

Investing Investing

o You remove firms that you O You seek out firms that are
classify as “bad” firms “good’ firms for your
from your investment portfolio
universe. o Implicitly, you are

o Implicitly, you are assuming that firms that
assuming that bad firms do good are also good
are more likely to deliver investments and that
negative returns and that adding them will raise the
avoiding them will returns on your portfolio.

iImprove returns on your
portfolio.



Fake ESG? BlackRock’s Carbon Transition ETF
-]

Carbon Transition or Carbom Copv™>™

BlackRock’'s nevw U.S. Carbon Transition
Readiness ETF s top holdings are highly
similar to those of index funds that don’t
share its sustainable” mission.

BlackRock

iIShares U.sS. Carbon
iShares Core Russell Transition
S&EP SO0 ETFHF TOOO ETF Readiness ETF
6. 00°% AAPL 5. =29°% 5 20°%%
a4 O1%6 a4 .87%%
5.5=2° MSFT
=_62° =2.40°%°6
4. 0926 AMZN
1.87% 211%
2.09%° FB 1.74°5 2.01°%6
1.94°% GOOGL 1.69% 1.92%
1. 4=
1.879% GOOG - 1.55%
1.28% 1.26%
1.60°%6 TSLA 11725 1-177
1.459% BRKB I 1072 = =

12126 JPM

Note: As of April 15
Source: iShares

Expenses: 0.03% Expenses: 0.15%
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And the research is all over the place...
-

0 Invest in bad companies: of two Vanguard Index funds, the Vice fund
(invested in tobacco, gambling, and defense companies) and the FTSE Social Index fund

(invested in companies screened for good corporate behavior on multiple dimensions)
and note that a dollar invested in the former in August 2002 would have been worth

almost 20% more by 2015 than a dollar invested in the latter.

0 Invest in good companies: At the other end of the spectrum, there are studies that
seem to indicate that there are positive excess returns to investing in good

companies. showed that stocks in the Anno Domini Index (of socially conscious
companies) outperformed the market, but that the outperformance was more due to

factor and industry tilts than to social responsiveness. Some of the strongest links
between returns and ESG come from the governance portion, which, as we noted
earlier, is ironic, because the essence of governance, at least as measured in most of
these studies, is fealty to shareholder rights, which is at odds with the current ESG
framework that pushes for a stakeholder perspective.

o ESG has no effect: Splitting the difference, there are other studies that find little or no
differences in returns between good and bad companies. In fact, studies that more
broadly look at factors that have driven stock returns for the last few decades find that
much of the positive payoff attributed to ESG comes from its correlation with
momentum and growth.
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Glimmers of hope?
-

o While the overall evidence linking ESG to returns is weak, there are two
pathways that offer promise:

o Transition Period Payoff: The first scenario requires an adjustment period, where
being good increases value, but investors are slow to price in this reality. During the

adjustment period the highly rated ESG stocks will outperform the low ESG stocks,
as markets slowly incorporate ESG effects, but that is a one-time adjustment effect.

O Limit Downside: To the extent that socially responsible companies are less likely to
be caught up in controversy and court disaster, the argument is that they will also

have less downside risk as their counterparts who are less careful.

0 Investing lesson: Investors who hope to benefit from ESG cannot do so by
investing mechanically in companies that already identified as good (or
bad), but have to adopt a more dynamic strategy built around either
aspects of corporate social responsibility that are not easily measured and
captured in scores, or from getting ahead of the market in recognizing
aspects of corporate behavior that will hurt or help the company in the
long term.
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The COVID effect: ESG Fund Flows
I

Sustainable Funds Estimated Annual Flows
N

$250 $25

200 20

150 15
100 0 _
= 50 5 5
2 =
= 50 = 2

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
YTD*
Source: Morningstar Direct. Data as of 6/30/2020. *YTD 2020 as of 6/30/2020.
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The COVID effect: ESG Returns
I

Sustainable Equity Funds: YTD Return Rank By Morningstar Category Quartile

Quartile M 1/1/20-6/30/20 Return Rank Category

= Top
== 7nd
SE 19
— Bottom _
N=205 0 H 10 15 20 25 30 35 40 45 50
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With some pushback

0 The consensus view that ESG investing outperformed
the market is now getting push back, with some arguing
that once you control for the sector tilt of ESG funds
(they tend to be more heavily invested in tech
companies), ESG, by itself, provided no added payoff
during the down period of the crisis (February

and March 2020) and pushed returns down during the
recovery phase.

0 If success in active investing is defined as attracting
investor money, ESG has had a successful run during
COVID, but if it is defined as delivering returns, it is far
too early to be doing victory dances in the end zone.
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I1l. The Payoff for Society

o There are some who believe that even if ESG makes

firms less valuable and investors make lower returns,
it is a net positive for society.

0 That belief is based upon the presumption that
companies that behave well will create less side
costs for society and perhaps even contribute to
societal benefits.

0 If you accept this proposition, the trade off will be
positive for society.
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Do you want corporate managers to be arbiters

of good and bad?
N S

N
Shareholders invest in equity & own Banks & bondholders lend to the
company company
Shareholders exercise control over a?:(taig;:ov‘vli?r??/:ttts) re:x:;t :3;’:‘;?;;
management through board of a ctic?ns
directors & annual meetings -
I
. Employees hel
Competitors Compete for Corporate managers make decisions on Wages and makeghey d tp &
. s : nefits products
provide products market share in | | what to invest in, how much debt to take & - . P® - :
& services that ar : determined by services that the
SOVICes are a product how much cash to return to shareholders. EOTRBATSHNE
similar market. market for labor. pany -
Determined by laws and societal cgﬂ:g;;:;id&b?'aafgﬁcégz’;e;r
norms on acceptable lbehawor. protections
I
Society receives side benefits and Customers pay for & receive
bears side costs of corporate benefits from company's products
actions. & services
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Utopian Corporate Finance: The Market will

take care of everything...
N S

Utopian Corporatism

Shareholders own the company with Banks & bondholders lend to the
equal voting rights. company

Board of directors operate as check on -
CEO and shareholders exercise voting Bondholders are fully protected, either
explicitly through covenants or

wer at annual meetings.
po | g implicitly, by reputation concerns.
; Play to win, but .Employee .
winng\?etg l;cIJSbest byoffering | | Maximize stock prices, with efficient [ Unions or strong | | Emp::iy:e‘:asggzt paid
companies better products markets & full information labor market :
' or lower prices. 7 even the game.
Maximize shareholder wealth, subject to
constraints (external or self-imposed)

All costs created by the firm can be Treat customers well because you

traced & charged to it. want them to be repeat customers.

I [

Society faces no costs since all
costs are paid by the firm.

Customers get a good deal for
their money.

The Utopian End Game: Managers focus on maximizing stock prices, which also maximizes

stockholder wealth. In the process, all other strakeholders are also given their rightful dues, and
society/the economy are better off.
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The Critic’s versiion: Cutthroat Corporatism

Cutthroat Corporatism

Founder, family or investor group Banks & bondholders lend to the
own controlling stake. company

l

Lenders, controlled or beholden to
founder/family, impose few or no

Founder/family control the company
through voting rights and compliant

board constraints on company.
I
- ; rgainin,
Reduce or Use market Maximize f(_aunder wealth, wnt-h other Us:gfvegratlo, 9 Employees get paid
eliminate market powerto drive | —| Shareholders in the company going along ¥R nd wages | | less todo more.
competition. out competition. 1or e o6 & benefits.

Ignore or subvert laws that are Use market dominance to drive up
designed to protect society. product/service prices.

| I

Society bears large side costs of
companies, while receiving of the
side benefits.

Customers pay higher prices for
products and services.

The Darwinian End Game: Winning companies dominate or monopolize their markets, exploiting

customers, employees & society, while enriching their founders (and shareholders).
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Stakeholder Wealth Maximization: Confused

Corporatism
A

Confused Corporatism

Shareholders own the company, but Lenders get paid, but only if payment
share control with other stakeholders. does not endanger other stakeholders.
Board of directors promote stakeholder Lenders have their rights to get paid
interests over shareholder interests. enforced, but only after being balanced
against other stakeholder interests.
|
Keep the sector i | Empl Ensure that
competitive, Gain market =hh oy?e employees earn a
holding back (if share, but hold | | Maximize stakeholder wealth — unions or srong | | jiing wage,
necessary) on back on market Iabotrhmarket profitability and
competitive dominance. eventhe game. | | competitive effects
advantages. notwithstanding.
Don't take actions that create costs Hold back on pricing power, even if
for society & actively try to create you have it, to charge less for
societal benefits. more.

I [

Maximize customer satisfaction,
even if it may not translate into
repeat business or profits.

Protect society's interests at any
cost.

The Confused End Game: In the attempt to serve all stakeholders, none will be served, and there will

be no accountabiity for managers, leading to companies that are less competitive and efficient.
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If confused corporatism sounds like a good deal,

some cautionary nhotes..
-4

0 Government-owned companies: The managers of these
companies were given a laundry list of objectives, resembling
in large part the listing of stakeholder objectives, and told to
deliver on them all. The end results were some of the most
inefficient companies on the face of the earth, with every
stakeholder group feeling ill-served in the process.

0 US research universities: These entities lack a central focus,
where whose interests dominate and why shifts, depending
on who you talk to and when. The end result is not just
economically inefficient operations, capable of running a
deficit no matter how much tuition is collection, but one
where every stakeholder group feels aggrieved.
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And look at corporate governance for a

cautionary tale..
N S

1 About three decades ago, corporate finance woke up to
the recognition that managers at publicly companies
faced little consequence for not taking shareholder
interests to heart.

o The resulting “corporate governance” revolution
created:
o Academic research funding and superstar researchers

o Corporate governance scorers and services

o “Value” consultants who claimed to have found the right
shareholder value metric (from EVA to CFROI to ...)

o CEOs who said all the right things about corporate governance

0 Three decades later, | will wager that the overall power
that shareholders have at companies has barely shifted...
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To conclude..
CO

o In many circles, ESG is being marketed as not only good for society,
but good for companies and for investors. In my view, the hype
regarding ESG has vastly outrun the reality of both what it is and
what it can deliver, and the buzzwords (sustainability, resilience)
are not helpful.

o Much of the ESG literature starts with an almost perfunctory
dismissal of Milton Friedman’s thesis that companies should focus
on delivering profits and value to their shareholders, rather than
play the role of social policy makers.

0 The ESG bandwagon may be gathering speed and getting
companies and investors on board, but when all is said and done, a
lot of money will have been spent, a few people (consultants, ESG
experts, ESG measurers) will have benefitted, but companies will
not be any more socially responsible than they were before ESG
entered the business lexicon.
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