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How Active ESG
Strategies Can Clean
Up Your Portfolios

Let’s start with the basics. The finance industry does a very good job at labelling things with acronyms that often 
leave the rest of us confused and too intimidated to ask questions that get to the bottom of what is happening 
behind the scenes. In our opinion, the best place to start is the beginning. 

ESG Investing Basics
What does ESG or SRI even stand for? ESG is an acronym for “environmental, social and governance,” while SRI 
stands for “socially responsible investing.” Each dimension on the ESG front is typically evaluated independently 
and then aggregated to assign a company an overall score. Environmental criteria measure the impact that a 
company may have on the natural environment. Social criteria measure how well a company treats its staff and 
customers, how it deals with human rights and the impact it has on the community in which it operates. Lastly, 
governance criteria evaluate the leadership of a company, executive compensation, employee diversity and 
internal controls/shareholder rights. Some might argue that governance has been a staple of active investment 
since the dawn of time. 

ESG investing, SRI investing, sustainable investing, impact investing: these terms have 
been thrown around recently to describe different types of investing strategies with 
a green twist. But with Canadian sales of ESG ETFs more than four times higher this 
year compared with all of 2019, according to TD Securities Inc. What does it all mean, 
and how does it affect performance in your portfolio?

http://www.canadianetfwatch.com
https://www.fidelity.ca
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You may also have seen a number of headlines showing the 
significant outperformance of ESG-focused funds during the 
COVID-19 market volatility, which leads to the question, do ESG 
stocks outperform non-ESG-friendly stocks? Our research shows 
that ESG as a factor in itself is inconsistent in providing positive 
alpha throughout history. However, in recent months there has 
been evidence that ESG may be a factor that determines structural 
outperformance over time, similar to the value or growth styles. 
Given the inconsistency, blindly investing in passive ESG strategies 
may lead to inconsistent performance. At Fidelity, we believe that 
combining active management with ESG screening can potentially 
lead to the best of both worlds, allowing you to invest according 
to your personal values without compromising your financial goals.

Commissions, trailing commissions, management fees, brokerage fees and 
expenses may be associated with investments in mutual funds and ETFs. Please 
read the mutual fund’s or ETF’s prospectus, which contains detailed investment 
information, before investing. Mutual funds and ETFs are not guaranteed. Their 
values change frequently, and investors may experience a gain or a loss. Past 
performance may not be repeated.

The statements contained herein are based on information believed to be reliable 
and are provided for information purposes only. Where such information is based 
in whole or in part on information provided by third parties, we cannot guarantee 
that it is accurate, complete or current at all times. It does not provide investment, 
tax or legal advice, and is not an offer or solicitation to buy. Graphs and charts 
are used for illustrative purposes only and do not reflect future values or returns 
on investment of any fund or portfolio. Particular investment strategies should be 
evaluated according to an investor’s investment objectives and tolerance for risk. 
Fidelity Investments Canada ULC and its affiliates and related entities are not liable 
for any errors or omissions in the information or for any loss or damage suffered.

©2020 Fidelity Investments Canada ULC. All rights reserved.

Today, ESG scores can be found for almost every large-cap company 
in the world. These ratings are now expanding into the small-cap and 
emerging market space. At Fidelity, we started assigning proprietary 
ESG scores to companies alongside our fundamental ratings for 
companies. 

ESG Investment Strategies 
Not all ESG investing is the same. There are different styles or 
categories. One of the earliest forms of SRI started with exclusionary 
investing, or negative screening. This means that a fund or ETF will 
exclude specific sectors, industries or companies based on ESG 
criteria or ethical considerations. Industries and sectors usually 
excluded in these types of funds include fossil fuels, tobacco, 
firearms or gambling. 

One of the major concerns with negative screening, or exclusionary 
ESG investing, was the potential to sacrifice returns or performance. 
To address many of these concerns, a best-in-class ESG approach 
was introduced. This approach does not entail completely excluding 
entire sectors such as oil. After all, there is the belief we cannot just 
rid ourselves of fossil fuels overnight. Also, companies in the energy 
sector spend a tremendous amount of R&D on renewable energy: 
they see the need to be cleaner, and can be rewarded for this. 

Under the best-in-class approach, investment managers do not 
sacrifice alpha potential from a sector allocation standpoint. They 
also significantly reduce their carbon footprint by investing in the 
highest-rated ESG companies across the spectrum. 

Fidelity Sustainable World ETF would fall in this category. We screen 
the universe for the highest ESG-rated securities and then use a 
quantitative active approach to select companies within that group 
we believe will outperform the broad universe. The result is a “best 
of both worlds” scenario that aligns investors’ personal values with 
their financial performance objectives. 

Two other areas to consider are impact investing and thematic 
investing. Impact investing invests exclusively in companies or 
projects that have tangible environmental or social impacts. Thematic 
investing focuses on themes that fit into a specific area of the ESG 
factors. For example, Fidelity Women’s Leadership Fund invests in 
companies that promote board and employee diversity. 

Putting It All Together
So how does this all affect you and your personal circumstances? 
There is an old saying in the finance world that “The trend is your 
friend.” This often refers to the direction of stock prices or market 
movement. However, it is also something to remember about ESG 
as a category. According to TD Securities Inc., in the first half of this 
year, sales in Canada of ESG-friendly ETFs have grown more than 
four-times when compared with 2019. We are still years behind the 
amount of money moving into this category in Europe, which was 
an early adopter. In our eyes, ESG is one of the next mega-trends in 
the investing world. 

e

http://www.canadianetfwatch.com
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Does Higher Income 
Always Mean Lower 
Growth?

In the world of investing, nothing is static. Theories and strategies that brought us success in the 
past may not always provide prosperity in the future. This year, global investors faced volatility 
of epic proportions as markets plunged to depths unseen in many years, only to recover much of 
the losses. With central banks around the world providing enormous amounts of stimulus to help 
the economy, asset managers need to pivot and think about new ways to generate returns. This 
includes evaluating and rethinking the traditional relationship between growth and income.

Jacky He, MBA

Vice President,
TD Asset Management

Ben Gossack, CFA, MBA

Vice President & Director, 
TD Asset Management

The Balance of Growth and Income
Investors that traditionally relied heavily on bonds for income returns are now 
facing increased challenges to generate enough income as yields continue to 
be suppressed and are expected to stay lower for even longer. Against this 
backdrop, negative yielding bonds now account for around 20% of total bonds 
outstanding, which means they are guaranteed to lose capital if held to maturity. 

On the equity front, higher yielding stocks don’t often offer growth, and high 
growth stocks don’t often pay dividends. Therefore, investors could run the risk 
of eroding capital upside by chasing yields on low growth equities.

In the face of COVID uncertainties and geopolitical tensions, how does one 
balance growth and income? The answer could be found in an enhanced 
dividend strategy offered by TD Asset Management (“TDAM”). 

http://www.canadianetfwatch.com
https://www.td.com/ca/en/asset-management/
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S&P 500 Index Without vs. S&P 500 Index with systematic 2% out of the money covered calls

Source: TDAM. Factset. Data as of Dec 31, 2019. Note: The CBOE S&P 500 2% out of the money BuyWrite index is used as the proxy of a systematic covered call strategy.

has demonstrated that it can add value in both market downturns and 
market rallies using a proprietary active covered call writing strategy.  

How TDAM Does it Differently 
At its core, TGED leverages the TDAM time-tested philosophy and 
process when selecting underlying stocks. The ETF would only 
own high-quality businesses that have sustainable competitive 
advantages, solid balance sheets, compounding free cash flows and 
be set to better weather difficult times like the first quarter of, 2020, 
and thrive in the long run. 

In addition, TGED outperformance was attributable to our active 
approach to writing options rather than a systematic approach. 
Unlike systematic option strategies, we are very selective on timing, 
underlying holdings, strike prices, expiry dates and contract sizes. 
Each of these factors are analyzed based on thorough fundamental 
research of a particular business at that moment in time. In scenarios 
like February 2020 when volatility spiked, we could terminate an 
option contract earlier than maturity and start a new one at a much 
more attractive yield. While it requires significantly more work than a 
systematic approach, we aim to generate high income for investors 
today while keeping their long-term capital growth in mind.

On balance, TGED is in a unique proposition to tilt the balance of income 
and growth in the investors’ favour. The ETF only holds high-quality 
businesses and uses an active approach to enhance income without 
sacrificing total return. Looking ahead, when facing the uncertain impact 
of COVID-19 on the global economy and the ongoing geopolitical risk, 
TGED can stand to benefit from a volatile environment as, generally 
speaking, the higher the volatility, the higher the option premiums and 
by extension, the more opportunities for an active investor.

Following the success of TGED, we are excited to have recently 
launched the TD Active U.S. Enhanced Dividend ETF (TUED), that uses 
the same active strategy and focuses purely on U.S. equities.

Ben Gossack, CFA, MBA, Vice President & Director,
TD Asset Management

Jacky He, MBA, Vice President, TD Asset Management

What Options are Available for this Conundrum?
Launched just over a year ago, TD Active Global Enhanced Dividend 
ETF (TGED) was designed to resolve the specific challenges of 
balancing growth and income in the search for yield. The strategy 
behind addressing this challenge is to generate highly attractive 
income through a differentiated option overlay strategy. TGED, unlike 
many competitor products, uses a completely active approach in 
both selecting stocks and writing options.

This approach not only allows TGED to enhance income on high 
quality underlying stocks, regardless of whether they pay dividends, 
but does so without sacrificing long-term capital growth. Having said 
that, the ETF does not simply replace growth with yield, but rather 
focuses on total return. What’s more, investors may benefit from 
a tax perspective as the collected option premiums are generally 
characterized as capital gains rather than income.

The benefits and shortcomings of a systematic covered call strategy
A popular investment strategy to generate additional income in 
an equity portfolio has been a systematic covered call strategy.  If 
history is a guide, a covered call strategy can typically outperform in a 
sideways or downward trending environments. The chart below helps 
illustrate this relative performance. It depicts the yearly performance 
of the S&P 500 Index versus the same Index overlaid by a systematic 
covered call strategy, with the assumption of writing 2% out-of-the-
money covered calls and resetting these options every month. 

The systematic covered call strategy enhances the income in a 
portfolio by capping growth up to a 2% monthly gain in exchange 
for current income (i.e. the option premiums). During periods of 
lower volatility, this systematic strategy generates solid risk-adjusted 
return as the additional income enhances the portfolio appreciation 
if monthly market returns remain below 2%.  However, if the market 
trends higher, as we have seen over the past decade, the systematic 
covered call strategy will still enjoy growth but can significantly lag 
the performance of the overall market.  

Based on this dynamic, investors should expect that a systematic 
covered call strategy can add value in a weak market, but will 
underperform in a strong market. However, for TGED, the active ETF 

e

TGED seeks to deliver 4%+ annual 
yield to investors while investing in 

global high-quality businesses that are 
tied to secular growth trends and can 
compound free cash flow over time. 

Dividend
Yield
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Put Option
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ETFs and Incremental 
Innovation

There are over 8000 products listed on 68 exchanges in 58 countries by 461 ETF providers. U.S, Europe and 
Canadian ETF assets all sit at record levels. From humble beginnings in 1990, the global ETF industry has 
paired utility with innovation. This innovation has taken different forms with a full spectrum of traditional index, 
strategic beta and active ETFs now available to investors across equities, fixed income, commodities and 
currencies as well as alternative investment strategies. 

Incremental innovation is defined as utilizing existing technology and increasing value to customers within an 
existing market. One overlooked but important development in the ETF industry is that of incremental innovation. 
Some of the largest ETFs globally are also among the most mature with track records that date back to the 
early 1990s. The world’s largest ETF, SPY, was listed in the U.S. in 1993 and is also widely held by Canadian 
institutional and retail investors. It was structured as a unit investment trust (UIT) under U.S. securities law which 
was a popular structure in the early days of the ETF industry but is somewhat restrictive for today’s investors 
(at the time, some observers went as far as to say that ETFs using the UIT structure were misnamed and should 
be called exchange traded trusts). UITs have limits on securities lending and on the reinvestment of dividend 
distributions. Securities lending revenue allows ETFs to earn a small additional profit which can reduce overall 
costs. Dividend reinvestment allows an ETF to redeploy distributions paid by underlying holdings rather than have 
them sit in cash until scheduled to be distributed to unitholders (e.g. ExxonMobil pays a dividend on February 1st 
which is kept in cash until the scheduled ETF dividend distribution in April).

The ETF industry is now a global phenomenon. A 10yr CAGR growth rate of ~20% 
has brought global ETF assets to a record level of more than $7 trillion USD through 
July 2020.

Michael Cooke
Senior Vice 
President, Head of 
Exchange Traded 
Funds, Mackenzie 
Investments 

http://www.canadianetfwatch.com
http://Mackenzieinvestments.com
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Taxes are another important consideration for Canadian investors. 
U.S.-listed ETFs investing in international stocks as well as Canadian-
listed ETFs holding U.S.-listed ETFs, investing directly in international 
stocks, or investing in U.S. fixed income ETFs can all be subject to 
withholding tax depending on the type of account holding the ETF. 
U.S. estate tax can arise on the death of a Canadian taxpayer who 
owns property that is connected to the U.S. (more than $60,000 
USD) at the time of death. By investing in Canadian-domiciled ETFs, 
investors can gain exposure to US markets without holding shares 
of a US-domiciled ETF thus ensuring that US federal estate tax is not 
triggered on death.

Cost is also a form of differentiation. Many legacy ETFs are not 
among the cost leaders because ETF providers enjoyed some 
measure of pricing power. But the dynamic nature of the ETF 
industry has brought more competitive pricing and innovation from 
newer ETFs and providers.  

There are now more than 800 Canadian-listed ETFs, providing investors 
in this country with more choice and the potential for better investment 
outcomes. The biggest and most liquid ETFs (whether Canadian or U.S-
listed opportunities) may be popular and useful as proxies but they’re 
not necessarily the best choices for investors. Incremental innovation 
has created a broader group of ETFs that are probably better for most 
investors based on cost, exposure and construction. This is especially 
true as it relates to achieve the best possible investment outcomes for 
Canadian advisors and investors.

Commissions, management fees, brokerage fees and expenses all may be 
associated with Exchange Traded Fund investments. Please read the prospectus 
before investing. Exchange Traded Funds are not guaranteed, their values change 
frequently, and past performance may not be repeated.

The content of this article (including facts, views, opinions, recommendations, 
descriptions of or references to, products or securities) is not to be construed 
as investment advice, as an offer to sell or the solicitation of an offer to buy, or 
an endorsement, recommendation or sponsorship of any entity or security cited. 
Although we endeavor to ensure its accuracy and completeness, we assume no 
responsibility for any reliance upon it.

This article should not be construed as legal or tax advice as each investor’s 

situation is different. Please consult your own legal and tax advisor.

Michael Cooke, Senior Vice President, Head of Exchange Traded 
Funds, Mackenzie Investments

The majority of ETFs today use the more conventional open-ended 
fund or mutual fund structure with units issued continuously and 
having the ability to reinvest dividends and generate income from 
securities lending. But, twenty years ago, this opened ended fund 
structure was considered “innovative” in the ETF industry. It was 
indeed incremental innovation. 

Another example of incremental innovation has to do with index 
design. The world’s largest ETF seeks to replicate the performance 
of the S&P 500, one of the most widely followed equity indices 
in the world. Like all indices, the S&P 500 is subject to periodic 
reconstitution which now garners much attention from market 
participants that may seek to buy (sell) expected additions (deletions) 
before they are announced by index providers. For ETFs replicating 
these indices, this trading transparency can be very costly and 
inefficient if the market knows in advance what changes are being 
made to the them. It means that someone can earn an arbitrage-
type profit at the expense of unitholders by front-running index 
rebalances. The latest generation of index ETFs offer off-schedule 
rebalancing which is still transparent but avoids the congestion 
around popular index rebalance and reconstitution. This is another 
example of incremental innovation in the ETF industry.

There was a time when the Canadian ETF market lacked choice and 
innovation, compelling investors to go cross-border shopping to 
buy U.S.-listed ETFs. Accessing U.S.-listed ETFs is relatively easy, 
cost effective and offers good liquidity, but introduces meaningful 
tax and currency considerations for investors. Canadian financial 
professionals and investors strive to achieve the best investment 
outcomes from the standpoint of Canadian investors. In doing so, 
they are often better served by selecting Canadian-listed ETFs. 
Incremental innovation is once again evident in the way in which a 
growing number of Canadian-listed ETFs are designed. For example, 
even in non-currency hedged index ETFs, the timing of currency 
conversion matters. Many indices based on non-Canadian stock 
and bond markets strike an FX spot rate from USD to CAD at 11am 
EST (4pm London EST) for an index calculated outside Canada (e.g. 
S&P 500). Canadian-domiciled ETFs that track such indices strike FX 
spot rates from CAD to USD at the 4pm EST close of North American 
trading. This results in tracking error and is sub-optimal for Canadian 
investors. There are now index-based ETFs in Canada that address 
this need for Canadian investors by aligning FX conversion prices to 
North American trading hours.

e




