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How ESG engagement boosts
corporate sustainability

Daniel Nicholas

Client Portfolio Manager
Harris Associates

By engaging with management, value investors can drive sustainable
business models
Much of the investment world is fixated
on incorporating ESG metrics into
portfolio management. But applying an
ESG filter to portfolio selection separately
from financial analysis may not find the
companies that have the most potential
to be sustainable over the long term. Any
long-term value approach should have
ESG at its very heart, or expose itself to
long-term underperformance.

Finding quality at a discount
The way Harris Associates invests in
equities is unchanged since the firm
was founded in 1976. “We aim to find
good businesses, assess their true value,
and then buy them at a discount to our
estimate of value,” says Daniel Nicholas,
client portfolio manager at Harris.
In practice, this means assigning large
teams of analysts to figure out the future
free cash flows of a business, while
engaging with that business to assess
the quality of its management team. “We
are like a private equity house in that we
do very deep due diligence on companies
and invest to long-term time horizons,”
Nicholas adds.
This is a different approach compared
with most other value investors, who
screen on price first, using various
quantitative filters. “We don’t believe
quant techniques using ratios will
uncover all the value there is out there,”
says Nicholas.

“We prefer to fish in a bucket of
businesses we want to own and wait
until we can buy them at our price.”
The aim is to buy at around a 30%
discount to our estimate intrinsic value.
Discounts often materialise through
corporate missteps and negative
headlines. Nicholas says: “As investors
become shorter term in their outlooks,
they are influenced by the news cycle
and that opens up opportunities for us.”
The desired outcome is that the stock
price reflects Harris’ estimate of intrinsic
value within three years.

Fundamental analysis can
capture hidden ESG value
The investment process employed by
Harris Associates, an affiliate of Natixis
Investment Managers, dates from 1934
when Benjamin Graham published his
renowned Security Analysis book.
One of the great benefits of deep
fundamental analysis is that it captures
underlying changes in the economy, such
as the move from a manufacturing to
a knowledge/service economy and to
ESG-aware consumers and markets.
Tangible assets used to represent 83% of
the value of a business, Nicholas notes,
but only 10% of corporate value
is derived from tangible assets now1.

Key takeaways
• Value investors can be the
catalyst for real change in
companies’ sustainability
profiles. By engaging with
companies to reform business
practices, value investors can
uncover substantial long-term
value.
• One of the great benefits of deep
fundamental analysis is that it
captures underlying changes
in the economy, such as the
fast-paced shift to ESG-aware
consumers and markets.
• Active engagement can be
effective when conducted
privately, taking meaningful
stakes and working with
companies to improve the
sustainability of their business
model.

1: Source: Ocean Tomo, LLC Intangible Asset Market Value Study of the composition of the S&P 500 market value, 2020.
https://www.oceantomo.com/intangible-asset-market-value-study/
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“If 90% of the average company’s value
is derived from intangible capital, such
as R&D and patents, then traditional
measurements of book value will not
capture this,” says Nicholas. “In the end,
the usefulness of book value to forecast
future stock returns and fundamental
business growth has deteriorated over
time2.”
This hidden value tends to emerge over
time in the shape of higher revenues and
profits, so that share prices eventually
coincide with intrinsic value. The same is
true of a company’s ESG profile.
As part of its corporate analysis, Harris
performs deep ESG due diligence on each
of its prospective and existing portfolio
companies. Rather than having a team
of ESG-dedicated professionals working
alongside the analysts, the analysts own
the ESG integration and engagements
with management teams. Nicholas
says: “We don’t have a separate ESG
filter, the ESG evaluation is baked into the
investment process and integrated into
the estimated intrinsic value.”
Whereas ESG filters may automatically
exclude certain companies, no company
is immediately excluded from Harris
portfolios for poor ESG performance, as
long as it has the potential and a plan to
improve that performance.
To identify whether companies have
potential for significant competitive
edge in ESG, Harris is active in engaging
management. It prefers to engage rather
than simply divest. Nicholas notes:
“The first, and most important, step is
engagement. Then escalation. Then
divestment. It’s a different way of doing
ESG than assigning a rating and using
that to guide investment and divestment.”

How engagement improves
sustainability (and value)
Most of Harris’ active engagement is
conducted privately, by working with
companies to improve the sustainability
of their business model. In this respect,
sustainability refers to the sustainability
of the company itself as well as its ESG
practices.
“All material risks and opportunities must
be factored into our intrinsic values,
which encompasses E, S and G factors,”
says Nicholas. “We believe it’s not only the
responsible thing to do, but it’s required to
thoroughly analyse the sustainability of a
business.”
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Harris takes meaningful stakes in
companies, meaning it readily gains
access to company managements,
carrying out around 1,500 management
meetings a year.
Nicholas says: “In most cases, they
welcome us as a shareholder, because
although we seek improvements, they
know we are long-term oriented and will
work with them to create value.”
The case of Daimler, an investee company,
highlights this approach. As Daimler’s
fourth-biggest shareholder, Harris was
invited in 2019 to speak to around 100
senior level managers at Daimler’s
headquarters in Stuttgart. David Herro,
deputy chairman, chief investment
officer-international equities and
portfolio manager, gave a presentation
titled: “Building Shareholder Value Via
Sustainable Performance.” Herro stressed
that for Daimler to create streams of
future free cashflow, it must create
long-term value in a responsible manner.
Daimler’s management has since
dramatically turned around the
operational and financial performance
of the company.
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“At the time, Daimler’s returns were
significantly lagging its peers, but have
since laid the groundwork for long-term
value creation,” says Nicholas.
The management launched a six-pillar
strategy tied to financial performance
and cashflow generation. This strategy
included improving its profile as a luxury
brand and spinning out its truck business,
which did not position the company as a
luxury brand. It resolved to better engage
its customer base to create recurring
revenues. This included upgrading
technology in the cars to provide on-road
updates. Daimler also worked on the S
of ESG, improving relations with its own
workforce and providing more targeted
incentives.
In addition, prudent investments are
turning electrification into an opportunity.
It is envisaged that 25% of unit sales
will be electric vehicles (EV) by 2025.
Production of internal combustion engine
sales will cease completely by 2029.
The result is a more sustainable business
model, which is based on improved ESG
practices. The impact on Daimler’s return
on capital has been tangible:
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2: Source: Choi, Ki-Soon and So, Eric C. and Wang, Charles C. Y., Going by the Book: Valuation Ratios and Stock Returns
(August 26, 2021). Available at SSRN: https://ssrn.com/abstract=3854022 or http://dx.doi.org/10.2139/ssrn.3854022
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“Now that the sustainability of the
business model is fortified, we are
comfortable keeping Daimler as a holding,
even though the stock has seen strong
total returns in 2021,” says Nicholas.

Value investors as catalysts for
change
Value investors can be the catalyst for
real change in companies’ sustainability
profiles. By engaging with companies and
working with them (rather than in conflict
with them) to reform business practices
over the long term, value investors have
the potential to both unearth and create
substantial long-term outperformance.
Written in January 2022

MARKET INSIGHT
DOCUMENT INTENDED EXCLUSIVELY FOR PROFESSIONAL CLIENTS (IN ACCORDANCE WITH MIFID)

3

ADDITIONAL NOTES
This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when required by local regulation, only at
their written request. This material must not be used with Retail Investors.
To obtain a summary of investor rights in the official language of your jurisdiction, please consult the legal documentation section of the website (im.natixis.com/intl/intl-fund-documents)
In the E.U.: Provided by Natixis Investment Managers International or one of its branch offices listed below. Natixis Investment Managers International is a portfolio management company authorized by the
Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the Paris Trade and Companies Register under
no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris. Italy: Natixis Investment Managers International Succursale Italiana, Registered office: Via San Clemente 1, 20122 Milan,
Italy. Netherlands: Natixis Investment Managers International, Nederlands (Registration number 000050438298). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Sweden: Natixis
Investment Managers International, Nordics Filial (Registration number 516412-8372- Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Or,
Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a Luxembourg management company that is authorized by the Commission de
Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180
Luxembourg, Grand Duchy of Luxembourg. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Senckenberganlage 21, 60325
Frankfurt am Main. Belgium: Natixis Investment Managers S.A., Belgian Branch, Gare Maritime, Rue Picard 7, Bte 100, 1000 Bruxelles, Belgium. Spain: Natixis Investment Managers, Sucursal en España,
Serrano n°90, 6th Floor, 28006 Madrid, Spain.
In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sàrl, Rue du Vieux Collège 10, 1204 Geneva, Switzerland or its representative office in Zurich,
Schweizergasse 6, 8001 Zürich.
In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258) - registered office: Natixis Investment
Managers UK Limited, One Carter Lane, London, EC4V 5ER. When permitted, the distribution of this material is intended to be made to persons as described as follows: in the United Kingdom: this material
is intended to be communicated to and/or directed at investment professionals and professional investors only; in Ireland: this material is intended to be communicated to and/or directed at professional
investors only; in Guernsey: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the Guernsey Financial Services Commission; in
Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of Man: this material is intended to be communicated to and/or directed at only financial
services providers which hold a license from the Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act 2008.
In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated by the DFSA. Related financial products or services are only
available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties as defined by the
DFSA. No other Person should act upon this material. Registered office: Unit L10-02, Level 10 ,ICD Brookfield Place, DIFC, PO Box 506752, Dubai, United Arab Emirates
In Japan: Provided by Natixis Investment Managers Japan Co., Ltd. Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No.425. Content of Business: The Company conducts
investment management business, investment advisory and agency business and Type II Financial Instruments Business as a Financial Instruments Business Operator.
In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise regulated by the Financial Supervisory Commission of
the R.O.C. Registered address: 34F., No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788.
In Singapore: Provided by Natixis Investment Managers Singapore Limited (company registration no. 199801044D) to distributors and qualified investors for information purpose only.
In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to professional investors for information purpose only.
In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers and wholesale clients
only.
In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute financial advice. This is not a regulated offer for the purposes of the
Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment
Managers Australia Pty Limited is not a registered financial service provider in New Zealand.
In Colombia: Provided by Natixis Investment Managers International Oficina de Representación (Colombia) to professional clients for informational purposes only as permitted under Decree 2555 of 2010. Any
products, services or investments referred to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than 100 specifically
identified investors.
In Latin America: Provided by Natixis Investment Managers International.
In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo,
Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.
In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary, or an investment manager in terms of the Mexican Securities Market Law (Ley del
Mercado de Valores) and is not registered with the Comisión Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to herein that require
authorization or license are rendered exclusively outside of Mexico. While shares of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public
offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis Investment Managers is an entity organized under the laws of France and is not
authorized by or registered with the CNBV or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any of its investment
management subsidiaries, which are also not authorized by or registered with the CNBV or any other Mexican authority.
In Brazil: Provided to a specific identified investment professional for information purposes only by Natixis Investment Managers International. This communication cannot be distributed other than to the
identified addressee. Further, this communication should not be construed as a public offer of any securities or any related financial instruments. Natixis Investment Managers International is a portfolio
management company authorized by the Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the
Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris.
The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised investment management and distribution entities
worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their services
and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party
investment services to its clients complies with the relevant national law.
The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or a recommendation or an offer to buy or to sell any security,
or an offer of any regulated financial activity. Investors should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions, and certain of the
investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings and characteristics shown, are subject to
change. There can be no assurance that developments will transpire as may be forecasted in this material. The analyses and opinions expressed by external third parties are independent and does not
necessarily reflect those of Natixis Investment Managers. Past performance information presented is not indicative of future performance.
Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources, it does not guarantee the accuracy, adequacy, or completeness of
such information. This material may not be distributed, published, or reproduced, in whole or in part.
All amounts shown are expressed in USD unless otherwise indicated.
Natixis Investment Managers may decide to terminate its marketing arrangements for this fund in accordance with the relevant legislation

Natixis Investment Managers
RCS Paris 453 952 681
Share Capital: €178 251 690
43 avenue Pierre Mendès France
75013 Paris

www.im.natixis.com

Harris Associates

An affiilate of Natixis Investment Managers.
Investment adviser registered with the U.S. Securities and Exchange
Commission (IARD No. 106960), which is licensed to provide investment
management services in the United States.
The company conducts all investment management services in and from the
United States.
Two North LaSalle Street, Suite 500
Chicago, Illinois 60602, Etats Unis

www.harrisassoc.com

Find out more:
im.natixis.com/en-institutional
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