What Recent Anti-ESG Rhetoric Gets Wrong:
It’s right to be critical, it's wrong to be cynical
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About Saturna Capital

Saturna Capital, manager of the Amana, Saturna Sustainable, Sextant, and Idaho Tax-
Exempt Funds, uses years of investment experience to aid investors in navigating today’s
volatile markets. Founded in 1989 by professionals with extensive experience, Saturna has
helped individuals and institutions build wealth, earn income, and preserve capital.

We are long-term, values-based, and socially responsible investors. We view consideration
of environmental, social, and governance (ESG) factors as essential in forming portfolios
of high-quality companies that are better positioned to reduce risk and identify
opportunities. We believe that companies proactively managing business risks related to
ESG issues make better contributions to the global economy and are more resilient.

At Saturna, we believe in making your investment dollars work hard for you and that
your interests always come first. Saturna strives to not only offer the best investment
opportunities from mutual funds to IRAs, but to match those sound investments with
superior customer service.

Please consider an investment’s objectives, risks, charges, and expenses carefully before investing. To obtain this and
other important information about the Amana, Sextant, Idaho Tax-Exempt, and Saturna Sustainable Funds in a current
prospectus or summary prospectus, please visit www.saturna.com or call toll-free 1-800-728-8762. Please read the
prospectus or summary prospectus carefully before investing.

The Amana, Sextant, Idaho Tax-Exempt, and Saturna Sustainable Funds are distributed by Saturna Brokerage Services, member
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Recent critiques of environmental, social,
and governance (ESG) investing tend to seek
emotive rather than rational appeal, with critics
using words like "delusional,”" "incoherent,"

"scam," "cabal," "idiots," or "knaves." Such
rhetoric may be useful in grabbing attention
and fueling clickbait, but it distracts from
valuable and informed discussion. While
critical assessments of what ESG investing does
well and how it could be improved should be
encouraged, hyperbolic claims undermine

the goal of improving this evolving form of

investment analysis.

In navigating anti-ESG media, it’s valuable to
separate those well-founded criticisms from
misquided cynicisms.

From The Yardarm What Recent Anti-ESG Rhetoric Gets Wrong




Well-founded critiques:

Greenwashing is likely occurring in the ESG market.

Recent regulatory probes into some large asset managers have shown that
concerns over greenwashing in ESG investing are merited. With money
rushing into the space, it’s unsurprising to find a few nefarious actors looking
to make a quick buck. In this sense, recent ESG criticisms should propel the
concept forward, calling for greater accountability rather than cancel it all
together.

Firms that mislead investors will lose their trust and thus their assets to
manage, while firms that are readily transparent about their ESG processes
and performance should win investors’ trust. This ability to rapidly assert
preferences is foundational to financial markets and allows markets to be one
of the most democratic mechanisms on the planet. To provide transparency,
Saturna produces annual impact reports for its funds with ESG mandates
(Amana Mutual Funds, Saturna Sustainable Funds). These reports not only
provide historical and relative benchmark data on how those funds have

performed; they also delve into case studies that explore how we analyze the

trade-offs that occur in ESG investing. While greenwashing may be present,
it's not inherent. Asset managers can do better to provide their investors with
the same transparency sought in the companies they hold.
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There is little agreement among data providers.

Many criticisms of ESG investing point to the lack of correlation across various

ratings organizations and suggest this undermines ESG investing, writ large.
Saturna has long recognized this issue, raising it through our own research
in The Case For Active Management in ESG." The weak correlation across ESG
ratings doesn’t mean the practice should be thrown out; rather, there’s an
important role for discerning human analysis.

The criticism is that credit rating agencies differ little in their ratings, and
thus differentiation in ESG ratings is a fatal flaw. However, this claim is non
sequitur. Credit rating agencies look for risk of default and expected recovery
in default. ESG metrics, on the other hand, provide insight on both risks

and opportunities. ESG ratings should be considered more akin to sell-side
research than credit ratings. To be sure, ESG is a largely subjective space.
Still, how one weighs decreasing emissions versus community impacts of
decarbonization is not unlike weighing a company taking on more debt to
expand its capacity. There are constant trade-offs that are weighed by the
market every day; over time, preferences for the trade-offs will be sorted out.
As Benjamin Graham said, "in the short run, the market is a voting machine
butin the long run it is a weighing machine."
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Misguided cynicisms:

ESG practitioners have overlooked how and whether ESG affects
firm value. Even if ESG does end up adding value, it’s a one-time
payoff.

There are varying degrees of cynicism in response to how ESG analysis plays into
investment decisions and investment performance. On the extreme end, there are
claims that ESG investors don't care about returns and have failed to substantiate
how ESG relates to a company’s sales, margins, returns on capital, or risks. On the
more moderate side, there is the efficient market claim that if ESG has any bearing on

financial performance without adding risk, then it will be priced in and subsequently
have lower returns than riskier factors.

The first claim seems to have ignored the preponderance of work done by non-
governmental organizations (NGOs), academics, and practitioners, which link various
ESG issues to the fundamental inputs (cash flows, growth, and discount rate) of a
corporate valuation. Simply put, there’s a reason why investors are focused on material
ESG issues. The second claim is founded in the efficient market hypothesis and, to its
credit, is elegant. If only markets were perfectly efficient.

Saturna is willing to accept that markets are decently efficient and would argue ESG
data will help them become more efficient. In that spirit, it makes perfect sense that
investor disdain for Energy stocks in recent years drove up the cost of capital and thus
the expected returns for the sector. Where we want to push back is on the notion that
strong performance can only be priced in once, and future excess returns stem only
from higher risk.




In the 1960s, the Capital Asset Pricing Model (CAPM) put forth the idea that a stock’s
expected return depended on its risk compared to the market. Since then, the CAPM

was found to be a mediocre tool for explaining stock performance, and has widely been
supplanted. First there was the Fama-French three-factor model, which added size

(small capitalization versus large) and value (value versus growth) as reasons for greater
returns. Eventually, this was expanded to the Fama-French five-factor model, which added
investment (conservative versus aggressive) and profitability (robust versus weak).

Since Fama and French initially published their findings that profitability helps explain
stock outperformance (June 20132), the profitability factor has been the best performer of
all the additional explanatory factors (size, value, profitability, and investment) to market
risk. Saying greater profitability is riskier and thus commands consistently higher returns
is far-fetched, and nine years is certainly enough time for an efficient market to arbitrage
away any non-risk-related excess returns. Yet profitability has continued to outperform.

Normalized Performance of Fama-French 5-Factors
Since Publication of 5-Factor Model
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Why does this matter to ESG performance? There are two reasons. First, it undermines the
notion that persistent excess returns can only be found through excess risk. Second, a
New York University (NYU) meta-analysis of 245 studies between 2016 and 2020 found that
58% of studies confirmed a positive relationship between ESG and financial performance,
while only 8% confirmed a negative relationship.> In other words, there’s likely a positive
relationship between ESG and profitability.

A critic might follow up by noting that a correlation between ESG and financial
performance does not substantiate a causation that ESG leads to strong financial
performance. This criticism is distracting. Causation is not what matters; what matters is
the correlation. Whether robust ESG performance caused the company to be well-run is
not as important as whether the market values the relationship between ESG and financial
performance. To this end, the same NYU meta-analysis found studies with a long-term
focus were 76% more likely to establish a positive or neutral relationship between ESG and
financial performance than studies with a short-term focus.* We can debate if the chicken
or the egg came first, but the data shows ESG initiatives are associated with long-term
performance.
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ESG practitioners pretend trade-offs between £, S, and G don't
exist.

ESG cynics have also recently claimed that practitioners ignore the trade-offs
inherent in all decision-making processes. "Is it really possible to build vast
numbers of wind farms quickly without damaging local ecology?" an article
published in The Economist in summer 2022 asked. "By suggesting that these
conflicts do not exist or can be easily resolved, ESG fosters delusion."> Nowhere
have we seen it suggested that such trade-offs do not exist. At Saturna’s
investment committee meetings, we frequently discuss, for instance, the

metal intensity of transitioning to a low-carbon economy and the ESG impacts
associated with mining and refining those metals. To again use a financial
analysis analogy, we don't only look at a company’s profit margin to determine
its attractiveness for investments — we look at myriad metrics, including how
the company intends to balance maintaining margins while growing its business.
ESG is no different. It's a piece of the mosaic that gives us a view of the whole
company.

Being good for society can’t be good for investors,

To push back against ESG claims of "doing well by doing good," some cynics might
go so far as to say, "the truth is that, most of the time, being good will cost you
and/or inconvenience you."® What a moral compass!

As Adam Smith wrote, "it is not from the benevolence of the butcher, the brewer,
or the baker that we expect our dinner, but from their regard to their own self-
interest." Yet it is not out of spite by which we get our dinner. Instead, society
asserts its values through the elaborate workings of the free market. The baker
produces bread because people need food to survive and are willing to pay

for that bread. If people prefer bread made from grains grown in ethical and
environmentally sensitive means, and are willing to pay more for such bread, the
baker will naturally be encouraged to meet this demand. In this same vein, a rude
baker should expect to see their customers opt for the friendlier competitor up
the street.
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It is the same premise behind ESG investing; doing well by your employees, customers, and
wider society may be rewarded with better productivity, sales growth, and/or a clean social
license to operate. Thus, stakeholder primacy and shareholder primacy need not conflict!
While many have countered the "doing well by doing good" claim with anecdotes of superior
returns from the tobacco industry and the Energy sector, in many cases those returns were
after both were already beaten up. Let's look at their relative sizes in the S&P 500.
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A review of industry weights dating back to 1990 shows that tobacco and Energy are

a fraction of the size that they once were. To be sure, the tobacco industry staged a
comeback after the lawsuits in the 1990s led investors to flee, and Energy has recovered
since COVID-19 lockdowns led to negative oil prices. Still, over the long-term, tobacco and
Energy have disappointed compared to the wider market. So, is it best for business to turn
its back on society’s values?

ESG either seeks or allows policymakers to ignore their ESG duties.

Another criticism that ignores both the hypothesis and objectives of ESG is the claim that
ESG investors at best allow policymakers to ignore their ESG duties, and at worst seek to
wrest control of these duties. ESG has arisen because of political inaction. It does not seek
to subvert democracy. In fact, quite the opposite. It utilizes the most democratic system in
the world: markets. Consumers vote with their purchases, investors vote with their dollars,
and workers vote with their time and effort. What's more, a critical theory in many ESG
investment theses is that greater government action (e.g., carbon taxes, stricter labor laws,
stronger product oversight) is likely to happen but not yet fully priced by markets.

ESG has no positive ESG impact,

The final criticism that warrants addressing is the idea that ESG has not and will not

lead to improvements in corporate ESG impacts. "Sustainable investing was like selling
wheatgrass to a cancer patient," says Tariq Fancy in his article on Medium. "There’s no
evidence that wheatgrass will do anything to stop the spread of cancer, but it's tempting
to believe it.” We give it to the critics — substantiating whether ESG investing is making
positive impacts at a societal level is a tough task, made harder by incomplete current data
and a dearth of historical data.
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Through our annual impact reports for our ESG funds, Saturna seeks to highlight
how these funds select stocks with better ESG impacts. While these reports show
how Saturna selects ESG leaders for our portfolios, we need to take a broader view
for ESG to have wider societal impacts. Over the past five years ESG has moved to
the executive level, across the S&P 500, with mentions of the term "ESG" growing
at an exponential rate. Not only is the C-Suite talking about ESG, it's walking that
talk. Between 2010 and 2020, average greenhouse gas (GHG) emissions (Scope

1 & 2) for the current cohort of S&P 500 constituents have fallen by 50%, versus
the wider US economy where emissions have only fallen by 15%.% Even more
striking, lost-time incidence at these companies has been cut by 35%, while it has
increased by 44% in the US wider economy.

Greenhouse Gas (GHG) Emissions Normalized to 2010
vs. US Assets Managed (in $ billions) with ESG Incorporation
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Lost-Time Incidence Rate (LTIR) Normalized to 2010
vs. Company Earnings Calls Referencing "ESG"
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We grant the critics this: the graph comparing GHG emissions to US assets uses average
GHG emissions, as only 47% of the current S&P 500 constituents reported in 2010, but 75%
reported in 2020. Saturna will also concede that the correlation between rising corporate
discussions on ESG and the improved ESG performance does not substantiate correlation
that ESG investing has led to the lower impacts. Still, to ignore this correlation while saying
companies are unable to be a part of the solution without government intervention is to
ignore the data.

Quite simply, markets can’t be separated from society; they are a part of it. If society wants
cleaner, more diverse, and more ethical companies and markets, then people are fully in
their right to leverage their investments and assert their values. Failing to recognize this
ignores the role of markets, through which society allocates its capital according to its
wants and needs. At the same time, critiques of ESG are part of a functioning market; they
will make the industry more reflective and force it to improve. Markets work through trial
and error, and the evolution of ESG is no different. &
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A Few Worps Asout Risk

This material is for general information only and is not a research
report or commentary on any investment products offered by
Saturna Capital. This material should not be construed as an

offer to sell or the solicitation of an offer to buy any security in

any jurisdiction where such an offer or solicitation would be

illegal. To the extent that it includes references to securities, those
references do not constitute a recommendation to buy, sell, or hold
such security, and the information may not be current. Accounts
managed by Saturna Capital may or may not hold the securities
discussed in this material.

We do not provide tax, accounting, or legal advice to our clients,
and all investors are advised to consult with their tax, accounting,
or legal advisers regarding any potential investment. Investors
should not assume that investments in the securities and/or sectors
described were or will be profitable. This document is prepared
based on information Saturna Capital deems reliable; however,
Saturna Capital does not warrant the accuracy or completeness of
the information. Investors should consult with a financial adviser
prior to making an investment decision. The views and information
discussed in this commentary are at a specific point in time, are
subject to change, and may not reflect the views of the firm as a
whole.

All material presented in this publication, unless specifically
indicated otherwise, is under copyright to Saturna. No part of
this publication may be altered in any way, copied, or distributed
without the prior express written permission of Saturna.

Diversification does not assure a profit or protect against a loss in a
declining market.

Investing involves risk, including possible loss of principal.

Generally, an investment that offers a higher potential return will
have a higher risk of loss. Stock prices fluctuate, sometimes quickly
and significantly, for a broad range of reasons that may affect
individual companies, industries, or sectors. When interest rates rise,
bond prices fall. When interest rates fall, bond prices go up. A bond
fund's price will typically follow the same pattern. Investments in
high-yield securities can be speculative in nature. High-yield bonds
may have low or no ratings, and may be considered "junk bonds."

Fund share prices, yields, and total returns will change with market
fluctuations as well as the fortunes of the countries, industries,

and companies in which it invests. Foreign investing involves

risks not normally associated with investing solely in US securities.
These include fluctuations in currency exchange rates; less public
information about securities; less governmental market supervision;
and the lack of uniform financial, social, and political standards.
Foreign investing heightens the risk of confiscatory taxation, seizure
or nationalization of assets, establishment of currency controls, or
adverse political or social developments that affect investments.

The Amana Funds limit the securities they purchase to those
consistent with Islamic and sustainable principles. The Saturna
Sustainable Funds limit the securities they purchase to those
consistent with sustainable principles. This limits opportunities and
may affect performance.

While diversification does not guarantee against a loss in a
declining market, it can help minimize the risk of the decline of a
single market.
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About The Author

Levi Stewart Zurbrugg MBA, CFA’, CFP*
Senior Investement Analyst and Portfolio Manager, Sextant Short-Term Bond Fund and
Deputy Portfolio Manager, Amana Developing World Fund

Levi Stewart Zurbrugg CFA’, Senior Investment Analyst, joined Saturna in June 2019. He
graduated from Western Washington University with a BA in Business Administration and has
an MBA from the University of Washington’s Foster School of Business. Prior to Saturna, Mr.
Zurbrugg worked at the Sustainability Accounting Standards Board as a Sector Analyst for the
Consumer Staples sector. He is a Certified Public Accountant and Chartered Financial Analyst
(CFA) charterholder. Outside of work, Mr. Zurbrugg enjoys exploring the outdoors via foot, skis,
and bikes with his wife and son.
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