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OBJECTIVE 

Investors around the world want to allocate capital to companies that are having a positive impact on their 

environmental and social landscapes. Good governance within these organisations is also critical to ensure shareholder 

interests come before that of company management. Any business that falls short on these criteria may face negative 

investor sentiment and a question about their sustainability; both can result in destruction of shareholder wealth. 

The objective of our formalised ESG policy is to demonstrate how we think about these increasingly important issues, 

and how that feeds into our investment process and its auxiliary functions.  

SCREENING 

A number of ESG conscious managers put forward a process where companies are screened on predefined criteria, 

excluding the companies, that don’t tick their boxes, from their investment universe. An exclusion list if you will. We 

do not follow this approach for two important reasons: 

1. We feel the overall impact that any company has on its environment and/or social landscape is very 

difficult to establish with conviction. They will nearly always make both positive and negative 

contributions, and deciding which side of the line they fall on is fraught with subjectivity. 

2. The heightened focus on ESG issues has come about predominantly as a reaction to the destruction of 

shareholder value where one or more of these factors was ignored. But being altruistic about ESG will not 

benefit our investors if we don’t grow their savings in real terms. We don’t believe our local market has 

the depth to exclude companies outright from our universe without compromising our ability to offer 

diversified portfolios that can generate real returns. 

It is important to acknowledge the fluid nature of ESG issues within any company; it is completely possible that a given 

company could overturn an social/environmental non-compliant view in a short space of time. Because of its dynamic 

character, and the two points detailed above, our approach to ESG is carried out on a case by case basis as part of the 

investment process we follow. 

ESG INTEGRATION    

So how do we incorporate ESG into our investment process? The first thing to understand is that we have not adopted, 

and retrospectively applied, an ESG approach from somewhere or someone else. Instead, we’ve used our investment 

process, 25-years in the making, as the starting point. The question we’re continually posing to ourselves as a team is 

how can we further strengthen our investment process by imbuing it with ESG factors. By taking this approach we 

make sure we stay true to the investment philosophy on which our business was built, and at the same time, make 

sure it remains relevant. 
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P.T.O 



Our equity selection process begins by screening about 100 companies on our domestic exchange using a proprietary 

five-block process illustrated below. Let’s go through each of these blocks and discuss how ESG factors are considered 

in each. For your understanding, the size of each block determines the importance of the factor in building an 

investment case.  
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1. Profitability Growth 

This is the most important variable in our process. What we’re looking for here are companies that are likely to expand 

their profit margins. This in turn usually leads to earnings growth, the number one reason any investor should own 

equity. Predicting future profitability begins by looking at the starting point, i.e. how profitable is the business relative 

to its past. If the entry point is palatable, the next question we face is why will margins expand from current levels. 

Part of answering this question is a thorough investigation of the environment in which a business operates. If social/

environmental factors are deemed to be integral to future profitability, then those will be incorporated into the 

investment case. A large amount of work is also carried out around the company specifics, of which the issue of 

governance is critical. To understand if the interests of management are aligned with those of shareholders, we engage 

with company management as often as possible, use our industry relationships for a second opinion, and scrutinise 

financial statements for evidence of good/poor governance. 

If there exist ESG issues that could materially impact the profitability of a company, we’d likely avoid the investment. 

2. Absolute Value   

When the dividend yield of a company is roughly equal to, or above the yield on offer from cash, it satisfies the second 

block of our investment process know as Absolute Value. One can never take a dividend yield at face value; work must 

be done on whether that dividend is sustainable and whether it has the potential to grow.  

Part of this process would be understanding their dividend policy and whether it is in the best interests of 

shareholders; both are governance issues. In addition, the sustainability of their dividend could also be impacted by 

social and environmental factors; if we found reason to be concerned about the sustainability of their 

dividend we would not be able to tick this box and the investment would be avoided.   P.T.O 
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3. Historical PE’s 

This block is purely a valuation measure, but its interpretation is often done through an ESG lens. Valuation multiples 

are essentially a gauge of the market sentiment toward a company, usually based on future expectations. This block is 

satisfied when the current PE is below its historical average, the idea being that mean reversion will take place.  

But shares always get cheap (low PE’s) for a reason. If that reason is cyclical (consumers stop spending at a clothing 

retailer because interest rates are rising to curb inflation) then mean reversion is still a possibility when the cycle 

eventually turns in favour again. But if there is a structural issue that is suppressing the valuation multiple (labour 

unrest due to inequitable employee treatment for example), then mean reversion may be less likely.  

Again, it comes down to a thorough understanding of why a share is valued the way it is, and what needs to happen to 

unlock that valuation. If there are ESG factors responsible for poor sentiment, those would need to be addressed 

before we could rely on mean reversion. 

4. Debt levels   

Taking on debt is primarily done at the behest of management. Borrowing can be used to good effect when trying to 

grow a business, provided the money is deployed responsibly and with shareholders’ interests at heart. The question 

this block forces us to answer is whether the requisite governance is in place to ensure that debt is being employed in 

such a manner, rather than in a way that might lead to dilutive events like rights issues or forced asset sales.  

Our analysis on this front will focus on the quantum of debt that management have taken on, how much more they 

expect to borrow going forward, why borrowing is their preferred medium of funding, and very importantly, what the 

funding is being used for. 

5.  Price to book 

Price-to-book and profitability go hand in hand. We’d only act on an attractive P/B ratio if we were confident about the 

profitability going forward, and getting a handle on that trajectory would include an analysis of any ESG issues relevant 

to the company and their sustainability. 

SHAREHOLDER ACTIVISM 

Given the current size of the business, we are not often in a position where our ownership of a particular company is 

large enough to give us leverage over management should they need to be held accountable for wrong-doing. That 

said, we use our voting rights to convey what we believe to be the best course of action management can take so far 

as generating shareholder value is concerned. More specifically, we undertake proxy voting for the following reasons; 

• To ensure the board and executive team are conducting business in an ethical manner that serves the best interest 

of shareholders 

• To ensure that decision making is carried out with ESG issues in mind 

• To ensure that an environment of accountability is fostered 

• To instil a balance of power in the executive team P.T.O 
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ESG areas of concern 

Every business faces a unique set of ESG challenges. But there are a few broad categories, within each of the three 

areas, that we feel have the greatest potential to influence shareholder value going forward. We list our areas of 

concern below: 

Environmental Social Governance 

Land restoration Transformation Board diversity 

Raw material sourcing Skills development Executive pay  

Waste management Labour & supply chain management Accounting 

‘Green’ opportunities Inclusiveness initiatives Ownership & control 

CONCLUSION 

We believe wholeheartedly that businesses of the future that behave in an ESG conscious manner will, on average, be 

more sustainable and profitable than those who don’t. How we, and other investment managers, measure the ESG 

factors within any given business will remain highly subjective.  

There is always risk involved when investing. At Obsidian Capital, we place huge emphasis on managing that risk by 

approaching investments from both micro and macro vantage points; ESG considerations naturally fall within the 

ambit of our risk management  process. Wherever ESG factors are likely to impact the generation of real returns for 

our investors, we will always act accordingly.    

*** 


