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Two years ago, we published the paper “ESG alpha: doing well while doing good”.
In it, we described our views on how to enhance portfolio returns with ESG data.
Since then, ESG thematics have gained further popularity both in the investment
community (global sustainable assets have quadrupled1), and in academia marked
by the launch of a dedicated Journal of Impact and ESG investing.
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The general consensus is that incorporating ESG considerations into the investment
process is a “good” thing. However, there is still no agreement on whether this will
bring performance. In fact, taking into account the rise of responsible investment,
ESG risks might be already fully priced by the market, therefore, “good” companies
could be expensive. A recent study from Morningstar suggests the possibility,
showing that indeed “bad” companies trade at discount to their fair values, while
“good” companies command a premium.2
In our original publication, we stressed that getting performance out of ESG requires a
prudent approach to portfolio construction. A naïve ESG integration tends to introduce
various systematic biases (regional, sectoral and style) that will explain most of the
portfolio returns. These biases will result in a variation of performances depending
on the portfolio construction approach, and could result in misleading conclusions
about ESG alpha. In our study, we chose to neutralise our ESG portfolio to all of
those biases, which allowed us to confirm that integration of ESG indeed brings
performance. We further proposed a quantitative scoring methodology that enhanced
ESG alpha through a dynamic weighting of various ESG themes.

1
2

Global Sustainable Fund Flows: Q3 2021 in Review, Morningstar.
What’s the Cost of Buying Good ESG Companies?, Morningstar.
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FIG. 1 BACK-TEST OF A QUANTITATIVE ESG PORTFOLIO
15%

Generic

12%

Does ESG alpha still exist? Figure 1 provides an update on the
performance of the global quant ESG strategy. The back-test
reported in the original publication ended in November 2019,
which we extended here over to November 2021. For comparison,
we showed the performance of a “generic” strategy that was based
on an equally-weighted score.3
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Source: LOIM. For illustrative purposes only. This material contains
hypothetical (simulated) backtested performance results and other
related information (“Hypothetical Results”). The period shown for the
Hypothetical Results is based on available information and LOIM believes
the period to be representative and statistically valid. Changes in the
assumptions would have a material impact on the Hypothetical Results
and other statistical information based on the Hypothetical Results.
Past performance is not indicative of future results.

3

The quantitative portfolio continued to perform since the last report,
however, its path was not always smooth. The portfolio experienced
a notable drawdown in the second half of 2020. Nevertheless, the
strategy managed to quickly adapt to new conditions and recovered
well in 2021. The quant portfolio also outperformed the generic one,
which had been mostly flat over the last year. The inability of the
generic portfolio to generate any alpha evidences the importance of
a selective approach to ESG scoring.
Since the last publication, the quant ESG score has been
implemented in the range of our long-short and long-only equity
solutions, where it was combined with other sources of alpha. In all
the cases, its performance contribution has been positive, and we
are confident about its ability to generate alpha in the near future.

We performed exactly the same neutralizations to make tow strategies comparable.
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This document is issued by Lombard Odier Funds (Europe) S.A. a
Luxembourg based public limited company (SA), having its registered
office at 291, route d’Arlon, 1150 Luxembourg, Grand Duchy of
Luxembourg, authorised and regulated by the CSSF as a Management
Company within the meaning of EU Directive 2009/65/EC, as amended;
and within the meaning of the EU Directive 2011/61/EU on Alternative
Investment Fund Managers (AIFMD). The purpose of the Management
Company is the creation, promotion, administration, management and
the marketing of Luxembourg and foreign UCITS, alternative investment
funds (“AIFs”) and other regulated funds, collective investment vehicles
or other investment vehicles, as well as the offering of portfolio
management and investment advisory services. This document is
provided for informational purposes only and does not constitute an offer
or a recommendation to purchase or sell any security or service. It is not
intended for distribution, publication, or use in any jurisdiction where
such distribution, publication, or use would be unlawful. This document
does not contain personalized recommendations or advice and is not
intended to substitute any professional advice on investment in financial
products. Before entering into any transaction, an investor should
consider carefully the suitability of a transaction to his/her particular
circumstances and, where necessary, obtain independent professional
advice in respect of risks, as well as any legal, regulatory, credit, tax,
and accounting consequences. This document is the property of LOIM
and is addressed to its recipients exclusively for their personal use. It
may not be reproduced (in whole or in part), transmitted, modified,
or used for any other purpose without the prior written permission
of LOIM. The contents of this document are intended for persons
who are sophisticated investment professionals and who are either
authorised or regulated to operate in the financial markets or persons
who have been vetted by LOIM as having the expertise, experience and
knowledge of the investment matters set out in this document and in
respect of whom LOIM has received an assurance that they are capable
of making their own investment decisions and understanding the risks
involved in making investments of the type included in this document or
other persons that LOIM has expressly confirmed as being appropriate
recipients of this document. If you are not a person falling within the
above categories you are kindly asked to either return this document to
LOIM or to destroy it and are expressly warned that you must not rely
upon its contents or have regard to any of the matters set out in this
document in relation to investment matters and must not transmit this
document to any other person. This document contains the opinions of
LOIM, as at the date of issue. The information and analysis contained
herein are based on sources believed to be reliable. However, LOIM
does not guarantee the timeliness, accuracy, or completeness of the
information contained in this document, nor does it accept any liability
for any loss or damage resulting from its use. All information and opinions
as well as the prices indicated may change without notice. Neither this
document nor any copy thereof may be sent, taken into, or distributed
in the United States of America, any of its territories or possessions
or areas subject to its jurisdiction, or to or for the benefit of a United
States Person. For this purpose, the term “United States Person” shall
mean any citizen, national or resident of the United States of America,
partnership organized or existing in any state, territory or possession of
the United States of America, a corporation organized under the laws
of the United States or of any state, territory or possession thereof, or

any estate or trust that is subject to United States Federal income tax
regardless of the source of its income. Source of the figures: Unless
otherwise stated, figures are prepared by LOIM. Singapore: This
marketing communication has been approved for use by Lombard Odier
(Singapore) Ltd for the general information of accredited investors and
other persons in accordance with the conditions specified in Sections
275 and 305 of the Securities and Futures Act (Chapter 289). Recipients
in Singapore should contact Lombard Odier (Singapore) Ltd, an exempt
financial adviser under the Financial Advisers Act (Chapter 110) and
a merchant bank regulated and supervised by the Monetary Authority
of Singapore, in respect of any matters arising from, or in connection
with this marketing communication. The recipients of this marketing
communication represent and warrant that they are accredited investors
and other persons as defined in the Securities and Futures Act (Chapter
289). This advertisement has not been reviewed by the Monetary
Authority of Singapore. Hong Kong: This marketing communication
has been approved for use by Lombard Odier (Hong Kong) Limited, a
licensed entity regulated and supervised by the Securities and Futures
Commission in Hong Kong for the general information of professional
investors and other persons in accordance with the Securities and
Futures Ordinance (Chapter 571) of the laws of Hong Kong. Important
information on benchmarks Any benchmarks/indices cited herein are
provided for information purposes only. No benchmark/index is directly
comparable to the investment objectives, strategy or universe of a fund.
The performance of a benchmark shall not be indicative of past or future
performance of any fund. It should not be assumed that the relevant
fund will invest in any specific securities that comprise any index, nor
should it be understood to mean that there is a correlation between
such fund’s returns and any index returns. Models may be misspecified,
badly implemented or may become inoperative when significant
changes take place in the financial markets or in the organization.
Such a model could unduly influence portfolio management and expose
to losses. Emerging markets securities may be less liquid and more
volatile and are subject to a number of additional risks including,
but not limited to, currency fluctuations and political instability. The
strategy may include the use of derivatives. Derivatives often involve
a high degree of financial risk because a relatively small movement
in the price of the underlying security or benchmark may result in a
disproportionately large movement in the price of the derivative and are
not suitable for all investors. No representation regarding the suitability
of these instruments and strategies for a particular investor is made.
LOIM does not provide accounting, tax or legal advice. Although
certain information has been obtained from public sources believed to
be reliable, without independent verification, we cannot guarantee its
accuracy or the completeness of all information available from public
sources. Views and opinions expressed are for informational purposes
only and do not constitute a recommendation by LOIM to buy, sell or
hold any security. Views and opinions are current as of the date of
this presentation and may be subject to change. They should not be
construed as investment advice. No part of this material may be (i)
copied, photocopied or duplicated in any form, by any means, or (ii)
distributed to any person that is not an employee, officer, director,
or authorised agent of the recipient, without Lombard Odier Funds
(Europe) S.A. prior consent.
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