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Why Exclusions Don’t Have to
Mean Sacrificing Performance
Introduction
In our industry, investor professionals will often state that exclu-

Various studies over the years have reported that investment

ding a group of stocks, such as for example tobacco stocks, is

in ”sin stocks”, i.e. firms that are associated with activities such

both difficult and costly and will adversely affect the investment

as alcohol consumption, the production of tobacco or alcohol,

portfolio. Nonetheless, because tobacco stocks are detrimental

adult entertainment and gambling historically have delivered

to health, some investors prefer that they should not be inclu-

significantly positive abnormal returns (Fabozzi, Ma and Olip-

ded in their investment universe.

hant, Journal of Portfolio Management, Fall 2008). This finding
has inspired the hypothesis that sin stocks are overlooked to

Normally investment exclusions are based on breaches of in-

such an extent that they offer significant value, and such allow

ternational norms and conventions, where the risk of an event/

investors willing to take the reputational risk to invest in them to

or the recurrence of an event or a controversy is high. In some

harvest a return premium.

cases, exclusions can also be product based. The most common
examples are the production of controversial weapons and
tobacco, as well as breeches of international norms, like human
rights or corruption. Exclusions motivated by climate change are
also on the rise.
In this thought piece we will focus on tobacco.

Definition of Tobacco:
The World Health Organization’s (WHO) definition of tobacco products is as follows:

“Products entirely or partly made of the leaf tobacco as raw materials which
are manufactured to be used for smoking, sucking, chewing and snuffing.”
Based on the WHO’s definition, Storebrand Asset Management’s exclusions in this space cover the following:
I. P
 roducers and distributors whose sale of tobacco products, cultivating and processing of tobacco or components exclusively
designed for tobacco products, exceeds 5 percent of total sales. Example: Filters.
II. C
 ompanies that have a significant ownership – 50 percent or more – in a company that produces or sells tobacco products or
tailor made components.
Conversely the supply of other products or services to the tobacco industry (e.g.: Advertising, fragrances or packaging) is not within
this scope.
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The facts are indisputable:
The World Health Organization states the following facts about tobacco1) :
• Tobacco kills up to half of its users.
• Tobacco kills more than 7 million people each year. More than 6 million of those deaths are the result of direct tobacco use while around 890 000 are the result of non-smokers being exposed to second-hand smoke.
• Around 80% of the world’s 1.1 billion smokers live in low- and middle-income countries.
• In some countries, children from poor households are frequently employed in tobacco farming to provide family
income. These children are especially vulnerable to ”green tobacco sickness”, which is caused by the nicotine that is
absorbed through the skin from the handling of wet tobacco leaves.
• Second-hand smoke causes serious cardiovascular and respiratory diseases, including coronary heart disease and
lung cancer. In infants, it causes sudden death. In pregnant women, it causes low birth weight.
• Almost half of children regularly breathe air polluted by tobacco smoke in public places.
• Second-hand smoke causes more than 890 000 premature deaths per year.
• In 2004, children accounted for 28% of the deaths attributable to second-hand smoke.
• Bans on tobacco advertising, promotion and sponsorship can reduce tobacco consumption.
• A comprehensive ban on all tobacco advertising, promotion and sponsorship could decrease tobacco consumption
by an average of about 7%, with some countries experiencing a decline in consumption of up to 16%.
• Only 37 countries, representing 15% of the world’s population, have completely banned all forms of tobacco advertising, promotion and sponsorship.
WHO is committed to fighting the global tobacco epidemic. The WHO Framework Convention on Tobacco Control
(WHO FCTC) entered into force in February 2005 and has today 181 Parties covering more than 90% of the world’s
population.

Our support to the cause
For Storebrand asset management, as part of an insurance

This support stems from WHO data, mentioned above, sug-

group, it was a natural move to divest from tobacco across all its

gesting that tobacco kills seven million people annually across

funds and portfolios. This divestment was completed already

the globe, which is expected to rise to eight million by 2030.

in 2005. Tobacco is a lethal investment that has a profound ne-

In fact it is estimated that tobacco could kill one billion people

gative effect on public health. In September 2018, Storebrand,

through this century through tobacco related illnesses.

which runs a multi-boutique asset management model including Delphi, Skagen, SPP and Storebrand, among its businesses,

Practical Steps Related to Portfolio Construction and Mini-

signed up to the Tobacco Free Finance Pledge (TFFP) at a United

mization of Risk

Nations ceremony in New York. The TFFP is an initiative of the

When moving forward with exclusions, the choice of benchmark

Tobacco Free Portfolios, a non-governmental organization that

for the fund with screened universe will be the first considerati-

encourages investors to eliminate tobacco assets. The initi-

on. The choice of benchmark determines whether the fund ma-

ative is also supported by the UN PRI and UN Environment’s

nager will simply ignore the existence of the screened compani-

Principles for Sustainable Insurance and the UN Environment’s

es, or if the manager will try to counteract the relative risk that

Finance Initiative (UNEP FI).

arises from removing certain companies from the investment
universe.

1)

Source: WHO: http://www.who.int/news-room/fact-sheets/detail/tobacco
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There are two possible choices for the asset owner to make:

An example can illustrate how this works. If the exclusion

Remove the screened companies from the investment

basket consists of a single tobacco company, as an example

universe but not from the benchmark, or remove them from

Philip Morris, around 50% of the substitution basket con-

both investment universe and from the benchmark.

sist of other tobacco companies. Replacing only with other
tobacco companies would lead to a too large contribution

In the case of tobacco exclusions the latter option means an

from company specific risk. Therefore, the remaining 50% of

MSCI World Index with tobacco removed (referred to as the

the substitution basket consists of non-tobacco compani-

screened benchmark below) and where all other weights sca-

es, mostly in the business of consumer staples. The largest

led up by an equal factor to add up to 100%. The advantage

weights are allocated to Procter & Gamble, Colgate-Palmolive,

of this choice is that an index fund can replicate the bench-

Coca-Cola and PepsiCo. Most of the substitution basket con-

mark completely (except for trading costs), just as would be

sists of USD companies, with some foreign tobacco compani-

the case in the absence of any exclusions. In addition there is

es being the exception.

no personal risk involved for any part in the chain of delegated responsibility, from the asset owner, via an investment

Table: Top 15 holdings in the substitution basket for a

committee and down to the fund manager. On the other

single tobacco company (Phillip Morris).

hand, such an approach means that no one has ownership
to the active risk between the screened benchmark and the
Asset Name

normal benchmark. The screened benchmark gives unintended factor exposures with respect to the normal benchmark

weight (%)
100,000 %

which could have been neutralized had it not been defined

ALTRIA GROUP INC

away. Another consideration to make is that the the new ben-

34,344 %

chmark will be non-standard, a characteristic which is usually

PROCTER & GAMBLE CO

5,840 %

associated with higher costs, in particular if the screen is

COLGATE-PALMOLIVE

5,681 %

COCA-COLA CO

4,027 %

benchmarks is that they represent an objective point of refe-

PEPSICO INC

3,415 %

rence towards which every asset owner measure themselves,

KIMBERLY-CLARK CORP

2,374 %

GENERAL MILLS INC

2,290 %

BRITISH AMERICAN TOBACCO PLC

2,269 %

screened investment universe. We first removed certain inve-

AT&T INC

1,956 %

stable assets from the universe of our life insurance manda-

PPL CORP

1,908 %

FORD MOTOR CO

1,807 %

derations at that time was how to incorporate exclusions into

MILLICOM INTERNATIONAL CELLULAR SA

1,778 %

the management of our index funds. We decided against the

GENERAL ELECRTI CO

1,743 %

NEWELL BRANDS INC

1,516 %

KRAFT HEINZ CO

1,488 %

more extensive than just a single industry like tobacco. Finally,
part of the success behind market capitalization-weighted

and this is lost by choosing a non-standard benchmark.
Storebrand has long experience with managing assets using a

tes in 2001, and then proceeded to apply this screen across
all assets managed in-house in 2005. One of the key consi-

procedure described above, i.e. screening the benchmark,
and instead opted for keeping the full, normal benchmark.
The risk taken by applying a screen is then kept visible, and
the fund manager is asked to manage and minimizing this risk
instead of defining it away.

This example, excluding only a single tobacco company, gives
a preview of what happens if we exclude the entire tobacco

We replace the excluded companies (exclusion basket)

industry. In this case, the substitution basket consist almost

by using a risk model to identify the basket of replicating

entirely by large-cap, non-tobacco consumer staples compa-

investments within the universe (substitution basket) which is

nies. In total, the factor exposure of the substitution basket

expected to have as similar return properties as the excluded

will be nearly identical to that of the exclusion basket, with

companies as possible. The risk model we use is made by

the only exception being the pure, industry-specific tobacco

MSCI Barra. It characterizes each company in terms of factor

exposure, which is impossible to replace using non-tobacco

exposures, for instance sector, industry, currency, market

companies. However, the risk model easily replaces all other

beta, as well as quant factor exposures like exposure to

factor exposures, like currency, market beta and quant factor

momentum, value, size and quality.

exposures, thereby giving as low tracking error with respect
to the full, unscreened benchmark as possible.
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Exclusion Status Q3 2018:

Table: Top 15 holdings in the substitution basket for a
single tobacco company.
Asset Name

Currently Storebrand excludes 204 companies broken
down as follows by category:

weight (%)
100,000 %

Serious climate and environmental damage

91

A low sustainability rating in a high-risk industry

32

Human rights and international law

33

Corruption ﬁnancial crime

12

The sale of tobacco

23

The production of controversial weapons

25

Number of companies excluded

204

PROCTER & GAMBLE CO

5,973 %

COLGATE-PALMOLIVE

4,343 %

COCA-COLA CO

3,841 %

UNILEVER PLC

3,627 %

PEPSICO INC

3,559 %

DIAGEO PLC

3,224 %

RECKITT BENCKISER GROUP PLC

2,716 %

KIMBERLY-CLARK CORP

2,597 %

SEVERN TRENT PLC

2,098 %

MONDELEZ INTERNATIONAL INC

2,062 %

NESTLE SA

1,819 %

Pension Fund - Global, where the exclusion principle are the

GENERAL MILLS INC

1,772 %

same as the Storebrand standard.

ECOLAB INC

1,717 %

COCA-COLA EUROPEAN PARTNERS PLC

1,620 %

ASSOCIATED BRITISH FOODS PLC

1,503 %

Note: Some of the companies were excluded based on several
criteria. Storebrand also does not invest in companies that
have been excluded by Norges Bank from the Government

Storebrand works systematically to invest in companies
that contribute positively to sustainable development

The Background for the
Storebrand Standard.

The advantage of our way of handling exclusions can be
summarized as follows. We want to avoid investing in
tobacco companies, but screening them from the bench-

Our long term vision for the year 2050 is a world

mark and then reweighting the benchmark constituents to

where 9 billion people live well, and within the

100% would lead to an underweight in low beta, high

earth’s natural limits. Our standard for sustainable

quality stocks, and we have nothing against such compa-

investments is based on the assumption that the

nies in general. Therefore, it makes sense to eliminate

companies, which contribute to solving societal

tobacco, without being underweight low beta, high quality,

problems in a sustainable way, will also be the most

and this is exactly what we achieve by keeping the exclu-

profitable in the long run.

ded stocks in the benchmark, and then minimizing the
tracking error of the fund towards the full benchmark.

The Storebrand Standard for sustainable investments shall therefore help to ensure our clients’

Hopefully, the explanations above give a good under-

future returns. Established in 2005, the Storebrand

standing of the methodology we have used for managing

standard applies to all of Storebrand’s internally

Storebrand’s index funds from 2005 till the present, with
1)

managed funds and pension portfolios. In cases

good results. We will now discuss how the return of our

where companies systematically breach our stan-

index funds have been impacted as a result of the invest-

dard, Storebrand will use its position as an investor

ment universe being constrained by a screen.

to engage companies in dialogue, and seek to
achieve improvements. If dialogue does not lead to
positive changes, a company may be excluded from
investments. Exclusion is regarded as a last resort,
in cases where companies fail to demonstrate the
will to improve. A company will also be excluded
when subsidiaries controlled by the company,
typically through ownership of 50 percent or more,

We call them index funds in spite of the investment universe
being narrower than the benchmark. The goal of these funds
is to minimize the tracking error towards the benchmark, and
there is now alpha signal in the management beyond trying to
keep transaction and index rebalance costs to a minimum.
1)

are in breach of the Storebrand standard.
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Storebrand’s Experience with Tobacco Exclusions

Tobacco stocks have not always out-performed histo-

In the introduction we mentioned an academic article

rically, though. Over the last year, regulatory changes

which found ”sin stocks” to have excess returns. An update

including reducing the maximal nicotine level in US

to this topic was published in 2017 in the same journal

cigarettes, as well as rumors about a new set of

(Blitz & Fabozzi, Journal of Portfolio Managment, Fall 2017).
The idea of the new paper was very similar to what we have
described above: to check if the excess returns can be
explained by the factor exposure of ”sin stocks”. We saw
above that half of tobaccos excess return from 2005 untill
today is explained by sector exposure, and this new article
actually finds that the entire excess return disappears if
one adjusts for other factor exposures as well. The conclusion is that the historical excess returns of ”sin stocks”
did not arise due to their sinfulness and ethical investors
shunning them, resulting in low valuation and high returns
going forward. On the contrary, the paper concludes that

Chart 1. Source: Bloomberg 30.10.2018

the excess return was due to unintended factor exposure,
and this exposure could have been achieved by investing

measures to reduce teenage smoking, has led to poor

in other, from a factor exposure point of view, similar but

returns for tobacco companies. It has not helped that

”non-sinful” stocks. This is exactly what Storebrand has

vaporizing e-cigarettes have not grown as much as

done since 2005.

expected. Consumer staples stocks in general lagged
behind the broad market as stock markets rallied in

That same year we launched our Storebrand Global Index

late 2016 and the entire 2017.

fund, a passive strategy that aims to replicate the development of its benchmark, the MSCI World Index, with low
tracking error. The Fund excludes companies that are not
in line with Storebrand’s principles for sustainable investments (this includes but is not restricted to tobacco).
Consequently, tobaccos five year performance is now
below that of the MSCI World benchmark, see the chart 2.
Since 2008, the fund has performed in line with the benchmark and is +0,05%, gross of fees (in NOK as per 31st
October 2018) ahead of the MSCI World Net Return 2).

Chart 2. Source: Bloomberg 30.10.2018

Until 2017 the fund in question did not participate in security lending, so this source of excess return does not explain the relatively
good returns. Starting 2018 the fund does participate in security lending.
2)
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Summary
The poor performance of tobacco due to low-beta stocks

Storebrand has a long track record in managing

lagging behind in the 2017 bull market was neutralized

tobacco free portfolios. Since 2005, we have excluded

when we invested in other low-beta consumer staples

this product from all asset classes.

stocks instead. The poor performance in 2018, however,
was not neutralized. This year’s drop was due to tightening

Storebrand also has expertise in quant techniques

of the regulatory regime, and this was a pure, tobacco-spe-

and portfolio optimization to ensure that we can

sific event which does not affect any non-tobacco stocks

exclude companies based on norms, conventions and

at all, and it is therefore impossible to replicate by the

product basis without sacrificing performance as a

substitution basket.

result of this.

We’ve seen how managing a screened index fund towards

Storebrand, as a whole, is committed to sustainabi-

the normal, unscreened benchmark allows for for mana-

lity. In fact we have been at the forefront of socially

ging and minimizing the factor risk arising from the exclusi-

responsible investing and have had Environmental,

ons. A further advantage of this approach is that a certain

Social and Governance (ESG) issues as a core value

amount of tracking error in the product allows the fund

since the mid 1990’s. Storebrand’s own in-house ESG-

manager to implement index rebalance events in a prag-

team, established in 1995, is central to Storebrand

matic and cost efficient manner, with less risk aversion

Asset Management and has 7 full-time employees.

than for fully replicating funds. It is well known that stocks

We are also founding signatories of the UNPRI and

entering and leaving the benchmark have unfavourable

recently we were, as a group, ranked in 2017 as the

prices around the days of the rebalance, and hedge funds

world’s most sustainable company in the pension/

have historically earned a good return on trading around

finance category. You can find more information on

such events, to the loss of the index and fully replicating

Storebrand at https://www.storebrand.no/.

index tracking funds. In the presence of exclusions, there
is in any case some tracking error involved, and trading

We certainly feel that sustainability is not an impe-

the index change spot on the rebalance date is not at all

diment to returns and our track record backs this

necessary, and indeed avoiding doing so gives, on average,

fact. In fact, as we demonstrated, although tobacco

a pick-up on return. Similarly, some tracking error allows

has been outperforming since 2005 we are on par

for a certain amount of risk tolerance when customer

with the benchmark. Tobacco is a rather small weight

money enters or leaves the fund. For a zero tracking error

(1.4%) in the benchmark (MSCI Global Developed

fund, the manager needs to be highly risk averse in terms

Markets index) and consists of 14 companies. Given

of starting trading ahead of the time when the fund’s

the small weight, even a large deviation in return

net asset value is computed. Potentially, this leads to the

between tobacco and the full benchmark would have

manager accepting adverse market impact on asset prices

a low impact on a tobacco free index fund.

in order to guarantee trade prices being spot on the prices
used for computing the fund net asset value. Given a

Finally, we would like to highlight our extensive

certain amount of tracking error in the product, however,

experience of working with institutional investors

the manager has the freedom to trade slightly ahead of, or

with similar concerns as ours. It is an important part

after, the net asset value pricing time, thus being able to,

of the process to communicate the thinking behind

on average, achieve more advantageous prices on behalf

the approach, and to demystify the ambiguity around

of the fund.

exclusions.
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Disclamer
This is neither an offer to sell nor a solicitation of any offer to buy any financial instruments in any fund or vehicles managed by
Storebrand. Any offering is made only pursuant to the relevant Prospectus, together with the current financial statements of the
relevant fund or vehicle, if available, and the relevant subscription application, all of which must be read in their entirety. No offer
to purchase shares can be made or accepted prior to receipt by the offeree of these documents and the completion of all appropriate documentation. The financial instruments have not and will not be registered for sale, and there will be no public offering
of the shares. No offer to sell (or solicitation of an offer to buy) will be made in any jurisdiction in which such offer or solicitation
would be unlawful. This presentation is not an advertisement and is not intended for public use or distribution.

