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Sustainable investing (SI) has evolved. No longer a “nice-to-have” for policy makers,
regulators and investors, SI is now high on the agenda.
SI frameworks exist in a variety of forms. At the highest level, the United Nations
has set clear goals around sustainability, the most notable being the 17 Social Development Goals (SDGs), and their ambitious aims of improving the lives of people
everywhere. Alongside sits the 2016 Paris Agreement on climate change, addressing the need to limit the rise in global temperatures.
At a governmental level, the European Union (EU) has said it will be “setting out
a roadmap to boost the role of finance in achieving a well-performing economy
that delivers on environmental and social goals as well”. This looks set to translate
into specific legislation requiring asset owners to account for and integrate ESG
factors within their investment process and selection of asset managers.
At the asset management industry level, bodies such as the UN-backed Principles
for Responsible Investment have become a powerful voice, supporting signatories
in the incorporation of sustainability principles into their investment decision-making and ownership practices, and thereby contributing to the development of a
more sustainable global financial system.
Of course, for many investors, particularly larger institutions, SI is nothing new.
In 2013, McKinsey and the Canadian Pension Plan Investment Board established
the “Focusing Capital on the Long Term” (FCLT) initiative to help overcome the
financial market’s focus on short-term performance. Two years later, the FCLT
published a document titled the “Long-term portfolio guide”, which set out a series
of recommendations to asset owners for developing more long-term investment
strategies. This includes the use of longer-term incentives for asset managers and
the development of alternative benchmarks – focused on long-term value creation
– next to conventional market cap weighted indices 1.

1

“Long-Term Portfolio Guide” www.fcltglobal.org/tools/resources/article/investing-for-the-future-a-longterm-portfolio-guide.
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SI is nothing new either for UBS Asset Management. We have a strong legacy of
investing sustainably, which goes back two decades. Over that time we have
evolved, as our clients’ needs and demands have evolved. In 2016, we took the
decision to place SI firmly at the heart of our investment process by establishing
a Sustainable and Impact Investing team, focused explicitly on fully integrating
ESG considerations within our investment process. An important element of our
work in this regard is to establish strategic engagements with companies, focusing
on those factors which we consider most material, in a bid to drive positive change.
Today, whatever an investor’s specific SI requirements might be, a broad range of
approaches exist, which vary greatly in their sophistication. They encompass relatively simple exclusionary offerings, through products which integrate material
ESG factors within the research process, to sustainability-focused strategies which
look to address a specific theme, such as gender or water scarcity, and ultimately,
sophisticated impact-driven solutions which carry an explicit intention to generate
a measurable social and environmental impact alongside financial return.
That proliferation is reflected in both active and passive strategies, with particularly
strong growth witnessed in the passive and ETF space. In Europe alone, there has
been an almost 50% increase every year over the past five years in assets under
management measured against indices constructed around ESG factors2. Most
notable amongst these are the MSCI SRI indices, derived from established and
broadly diversified standard MSCI equity indices but explicitly taking into account
environmental, social and corporate governance risks as well as opportunity factors
within their composition.
Given the breadth of the SI landscape and the myriad of issues it encompasses, our
Sustainable Investing handbook has been written jointly with MSCI to help investors gain a deeper understanding of the issue. We also hope to provoke thought
and debate. As SI integration broadens across asset classes, as legislation and fiduciary obligations increase, and as societal pressures grow, where next for sustainable investing?

2

Calculations based on Morningstar data for UCITS ETFs considering at least one aspect of the broad ESG
framework. As of June 2018.

8

The book falls into two parts. The first, from MSCI, examines the evolution of ESG
investing in the passive space, with a particular focus on the development of SI
indices and benchmarks. The second section offers a practitioner’s view, with chapters from authors at UBS that look more closely at the various capabilities within
the SI space, together with an overview of the different types of solutions and
approaches that investors may wish to consider.
Finally, we would like to thank all those who have contributed to the Sustainable
Investing Handbook. With articles from industry professionals and policymakers,
it is our hope that this publication will contribute to the debate around one of the
most important investment trends of our age.

Clemens Reuter

Michael Baldinger

Ian Ashment

Head Global UBS Passive &
ETF Investment Specialists,
UBS Asset Management

Head of Sustainable &
Impact Investing,
UBS Asset Management

Head of Systematic &
Index Investments,
UBS Asset Management
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The next hurdle: responsible investment as a force for sustainable development

Early in 2005, the United Nations Secretary-General Kofi Annan invited a group
of the world’s largest institutional investors to join a process to develop the Principles for Responsible Investment (PRI). The Principles were launched in April 2006
at the New York Stock Exchange with early signatories managing USD 2 trillion.
When UBS (2009) and MSCI (2010) and many others signed the (aspirational) Principles for Responsible Investment they made a firm commitment. The PRI Mission
states: “We believe that an economically efficient, sustainable global financial
system is a necessity for long-term value creation. Such a system will reward longterm, responsible investment and benefit the environment and society as a whole”.
Even before the PRI Mission was formulated, the preamble to the six Principles of
PRI said: “We recognize that applying these Principles may better align investors
with broader objectives of society.”
Since the launch of PRI in 2006, the number of signatories has grown to over 2,000,
now representing more than USD 80 trillion in assets under management. This
demonstrates responsible investment (RI) is rapidly becoming the standard in the
financial industry. Currently 75% of asset owner signatories’ missions, strategies
and/or investment policies that cover the majority of their AUM reference ESG,
responsible investment, sustainability or a related concept. More than 40% of asset
owner signatories typically implement ESG and other requirements in requests
for proposals (RFPs), investment management agreements (IMAs) and limited partnership agreements (LPAs) and other such typical processes.
According to the latest PRI reporting data, 60% of asset owner signatories incorporate ESG into selection, appointment and monitoring processes. Both investment
managers and service providers have been part of that journey. Some form of ESG
incorporation is now part of more than 95% of mandates for listed equities and
80% for other asset classes.
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Exhibit 1: Total reported AUM covered by RI activities and number of signatories
signed up by end of April of that year.
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Source: UN PRI, as of April 2018.

This increase in PRI signatories and penetration of responsible investment practices
in the industry are very positive. The growth in investment manager signatories
has been even faster than that of asset owners. Fortunately, however, we have
also seen continuous growth in asset owners over the last couple of years. To some
extent that is the result of an increased focus on asset owner tools by PRI (investment strategy, manager selection), but that growth has also been influenced by
regulatory developments, including clarity about the need to incorporate material
ESG issues in fiduciary duty, regulation and guidance, and the growth of stewardship codes around the world. The recent initiatives of the European Commission
and the governments of Japan and the UK, make clear that the regulatory pressure
on asset owners to be responsible investors and incorporate ESG issues is growing.
We believe this will lead more asset owners to join PRI and be more demanding
of their investment managers. Although this growth is a major achievement, there
is no reason for complacency. Many asset owners, investment managers and
service providers still need to follow the lead of UBS, MSCI, and other signatories.
And the global challenges the world is facing (leading Kofi Annan to launch the
PRI) still loom as dark clouds in the sky ahead of us.
The PRI Mission and the Preamble to the Principles make clear that the six Principles
of PRI should not be seen in isolation, but as a means to an end. Of course, the key
objective of RI was, and still is, to incorporate environmental, social and governance
factors in investment and ownership decisions to improve the risk-return profile of
investments. But the assumption has always been that, by doing this, RI would con12
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tribute to that rather vague concept of “broader objectives of society”. The global
community, represented by the UN, adopted the 17 Sustainable Development Goals
(SDGs) in September 2015, which are underpinned by 169 individual targets including
the Paris COP agreement. UN Secretary-General Ban Ki-Moon said at the launch of
the SDGs: “At its essence, sustainability means ensuring prosperity and environmental protection without compromising the ability of future generations to meet their
needs.” The global community adopted the SDGs as a crucial agenda for 2030. Countries, NGOs, companies, and investors all need to help if the 17 SDGs and the 169
underlying targets are to be achieved. Never has the global community set out such
an ambitious agenda, never before has it been as urgent to meet the challenge. The
SDGs act as welcome guidance as to what those “broader objectives of society” are.
At the same time, the SDG agenda raises the question of how current responsible
investment practices contribute to sustainable outcomes. Ever since the early days
of RI, the focus has been on the integration of material environmental, social and
governance (ESG) issues in investment policies, decisions and ownership. This has
been quite successful, even to the extent that we have started to consider RI and
ESG integration as being equal. The focus of RI has very much been on how ESG
factors affect the risk-return profile of investment portfolios and specific investments, but not the other way around, how (responsible) investment practices support
broader objectives of society, now translated into the UN SDGs. In that respect, it
is good to acknowledge that all investments have an impact, whether positive or
negative, on at least one of the SDGs but that the PRI Principles require explicit and
intentional action and integration with the aim of having a positive impact. It is not
just a question of how ESG affects your investments but also how your investments
affect society. As someone told me after a presentation I gave, it mimics the words
of President John F. Kennedy when he said in his 1961 inaugural address: “Do not
ask what your country can do for you, but what you can do for your country”.
The assumption behind Principle 1 of the PRI, incorporation of ESG issues in investment policy and decisions, is that it will ultimately affect the cost of capital: lowering the costs of capital for sustainable businesses and increasing the costs of
capital for non-sustainable businesses. As a result of these lower costs of capital,
sustainable businesses will, in the long run, crowd out non-sustainable businesses.
There is clear evidence that sustainable business practices lead to lower cost of
capital and equal or even better financial performance. The study “ESG & Corporate
Financial Performance: Mapping the global landscape” (December 2015) by Alexander Bassen and Timo Busch, both at the University of Hamburg, analyzed 2,250
13

academic studies and 60 meta-studies. It showed that only 10% of the studies displayed a negative relationship between ESG and corporate financial performance,
with an overwhelming share of positive results. Of these, 47.9% in vote-count
studies and 62.6% in meta-studies yielded positive findings. However, there is
hardly any scientific evidence for the second part of the assumption. The crowding
out hypothesis has yet to meet the test of empirical research.
Equally, the assumption behind Principle 2 of the PRI, incorporation of ESG issues
in active ownership (voting and engagement), is that engagement with investee
companies will highlight the materiality of ESG issues, convince businesses to
adopt more sustainable products, services and processes and thus improve the risk
return profile of the (investments in the) company. A recent study (May 2018) by
Jean-Pascal Gond of Cass Business University, “How ESG Engagement Creates
Value for Investors and Companies”, shows there is clear evidence that engagement
by investors with companies on ESG issues can create shareholder value. The
research team carried out 36 interviews with representatives of large listed companies to obtain a corporate perspective on engagement. They combined this data
with two earlier studies of engagement practices involving 66 institutional investors. The interviews highlighted three ESG engagement dynamics that create distinct types of value for companies and investors. Communicative dynamics –
engagement – enables the exchange of information between corporations and
investors, creating communicative value. Learning dynamics – engagement – helps
to produce and diffuse new ESG knowledge amongst companies and investors,
creating learning value. Political dynamics – engagement – facilitates diverse internal and external relationships for companies and investors, creating political value.
However, the contribution of ESG incorporation in active ownership/engagement
to the “broader objectives of society” is indirect as it is often focused on processes
(ESG risk management) instead of (sustainable) outcomes.
The third way that responsible investment contributes to the SDGs is the allocation
of capital to thematic, environmental and socially themed or even impact investments. The UN Commission on Trade and Development (UNCTAD) estimates that
meeting the SDGs will require USD 5–7 trillion in investment each year from 2015
to 2030. While government spending and development assistance will contribute
to this figure, new flows of private sector capital will be required, and will be crucial,
to meet some of the global challenges put forward by the SDGs. Currently 17% of
PRI signatories report approximately USD 1.2 trillion in total allocated to E&S
themed investments (including finance, renewable energy, clean tech, affordable
14
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housing, etc.). These investments are made under the assumption that they will
provide market rate returns as well as positive outcomes to society. Although preliminary findings in the PRI annual reporting cycle show that inflows are increasing, the total of USD 1.2 trillion is not (yet) anywhere near the level required for
the next 12 years of the SDG agenda.
The conclusion is rather ambiguous. Better corporate social responsibility (CSR) or
ESG practices lead to lower cost of capital but not necessarily to a process of crowding out of unsustainable businesses. Engagement on CSR/ESG may, if successful,
have a positive impact on financial returns, but it remains unclear how broadly
CSR/ESG-oriented engagement is used and if it matches or even surpasses more
traditional forms of engagement focusing on short-term gains. It also remains
unclear whether companies step up their SDG efforts because of investor engagement. There is some allocation of large-scale institutional investors to environmentally and socially themed or impact investments, but it is still quite limited and
outcomes to society are not generally measured. Some institutional investors have
reached the conclusion that aligning their investments with broader objectives of
society requires a shift of focus from processes to outcomes. They have agreed on
a strategy of explicitly decreasing their carbon or even wider environmental footprint and structuring their portfolios to create a positive ESG or even SDG impact.
The “SDG Investment Case” (joint publication of PRI and PWC, October 2017) aims
to show how the SDGs are relevant for institutional investors. Clearly, achieving
the SDGs is in the ultimate interest of beneficiaries, clients (and their children). For
asset owners, fiduciary duties and other investor responsibilities may often be
interpreted as including these types of beneficiary interests. But there are at least
four more financial reasons for investors to align responsible investment with the
SDGs. Any investor with long-term liabilities, or any investor focused on the long
term will acknowledge that, ultimately, global GDP growth is the main (if not the
only) structural source of financial return. Achieving the SDGs will be a key driver
of global GDP growth over the next 15 years (towards 2030). For asset owners who,
based on modern portfolio theory, choose to spread risks along a wide range of
asset classes and geographies, failing to achieve the SDGs will put value at risk.
This has also been framed as the concept of universal ownership. The challenges
put forward by the SDGs reflect the fact that very specific risks exist for specific
industries, companies, geographies, and countries. These risks may be regulatory,
ethical or operational and often also financially material. Integrating the SDG risk
framework into investment decision-making processes is therefore crucial for any
15

(responsible) investor. Companies globally moving towards more sustainable business practices, products and services, provide clear investment opportunities.
Investors will have an interest in investing in companies of the future, providing
solutions to urgent challenges, and positioning themselves ahead of the curve.
Impressive progress has been achieved since the launch of the Principles for
Responsible Investment and the uptake of responsible investment practices by
leading asset owners, investment managers and service providers. Despite recent
confusing messages from the US administration, it is now generally agreed that
taking material ESG issues into account is an essential part of fiduciary duty. This
explains why, more than 12 years after the launch of the Principles for Responsible Investment, the incorporation of ESG issues in investment policies, decisions
and active ownership has become the generally accepted standard. However, that
only brings the financial industry halfway on their journey to better aligning their
investments and ownership with the “broader objectives of society”, renewal of
their license to operate and a necessary re-establishment of trust. The concepts of
loyalty and prudence (often key elements of fiduciary duty) are also being increasingly understood as a means of considering long-term interests of ultimate beneficiaries. Responsible investment is a journey for many investors. Part of that
journey will be to cross the bridge between responsible investment and sustainable
or impact investment. The UN’s 17 Sustainable Development Goals provide an
opportunity for responsible investors to demonstrate how their efforts to incorporate issues, such as climate change, working conditions and board diversity in
their investment approach, are contributing to sustainable economic development.
The work of PRI as well as this book will hopefully help investors to start or continue their journey, and feel invited to explore new horizons.

Kris Douma
Director of Investment Practices
and Engagements, PRI
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How ESG affects equity valuation and risk performance

Executive summary
Many researchers have studied the relationship between companies with strong
environmental, social and governance (ESG) characteristics and corporate financial
performance. A major challenge has been to show that positive correlations — when
produced — provide explanations for the behavior. As the classic phrase used by
statisticians says, “correlation does not imply causation.”
Instead of conducting a pure correlation-based analysis, we focus on understanding how ESG characteristics have led to financially significant effects. This way,
we avoid the risk of data-mining and we can differentiate between correlation and
causality.
We examined how ESG information embedded within companies is transmitted
to the equity market. Borrowing the language of central banks describing how
monetary policy can affect asset prices and economic conditions, we created three
“transmission channels” within a standard discounted cash flow (DCF) model. We
call these the cash-flow channel, the idiosyncratic risk channel and the valuation
channel. The former two channels are transmitted through corporations’ idiosyncratic risk profiles, whereas the latter channel is linked to companies’ systematic
risk profiles.
These three transmission channels are based on the following rationales:
–– Cash-flow channel: High ESG-rated companies are more competitive and can
generate abnormal returns, leading to higher profitability and dividend payments.
–– Idiosyncratic risk channel: High ESG-rated companies are better at managing
company-specific business and operational risks and therefore have a lower
probability of suffering incidents that can impact their share price. Consequently,
their stock prices display lower idiosyncratic tail risks.
–– Valuation channel: High ESG-rated companies tend to have lower exposure to
systematic risk factors. Therefore, their expected cost of capital is lower, leading
to higher valuations in a DCF model framework.
We tested each of these transmission channels using MSCI ESG Ratings data and
financial variables. For the two idiosyncratic transmission channels, high ESG-rated
companies tended to show higher profitability, higher dividend yield and lower
idiosyncratic tail risks.
19

We also found that high ESG-rated companies tended to show less systematic volatility, lower values for beta and higher valuations, which verifies the valuation channel.
Finally, we provide empirical evidence for a causal relationship between ESG and
financial performance by looking at the extent to which changes in ESG Ratings
predicted changes in financial variables. We found that the ESG Rating change
may be a useful financial indicator in its own right, which we call ESG momentum.

Introduction
ESG investing is a very broad field with many different investment approaches
addressing various investment objectives. At a top level, we can break down ESG
investing into three main areas that each have their own investment objective:
1. ESG integration: where the key objective is to improve the risk-return characteristics of a portfolio.
2. Values-based investing: where the investor seeks to align his portfolio with his
norms and beliefs.
3. Impact investing: where investors want to use their capital to trigger change
for social or environmental purposes, e.g. to accelerate the decarbonization of
the economy.
This paper focuses on the first investment objective — ESG as a means to achieve
financial objectives in portfolio management.
In recent years, many researchers from both academia and the asset management
industry have analyzed the relationship between the ESG profile of companies
and their financial risk and performance characteristics. In fact, research has been
so plentiful that several meta studies1 have summarized the results of over 1,000
research reports and found that the correlation between ESG characteristics and
financial performance was inconclusive: The existing literature found positive,
negative and non-existent correlations between ESG and financial performance,
although the majority of researchers found a positive correlation.
The reasons for these inconclusive results likely stem from the different underlying ESG data used and the varying methodologies applied, especially in how far
they control for common factor exposures.
1

For example, see Carpenter et al. (2009) and Fulton et al. (2012).
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However, even researchers finding a positive correlation between ESG and financial performance often fail to explain the economic mechanism that led to better
performance, as they typically focused on historical data analysis. Harvey et al.
(2016) highlight that this type of purely data-focused research entails the risk of
”correlation mining,” i.e. overfitting a financial model to a specific dataset to observe
correlations that will not prevail when tested out of sample.
Another criticism mentioned in Krueger (2015) is the fact that many empirical
studies analyzing the link between ESG and financial performance do not strictly
differentiate between correlation and causality. Often, a correlation between ESG
and financial variables is implicitly interpreted to mean that ESG is the cause and
financial value the effect, although the transmission easily could also be reversed.
For instance, one can argue that companies with high ESG scores are better at
managing their risks, leading to higher valuations. Alternatively, companies with
higher valuations might be in better financial shape and therefore able to invest
more in measures that improve their ESG profile; such investments might lead to
higher ESG scores.
To address these issues, this research paper takes a different approach. Instead of
simply looking for correlations between ESG characteristics and financial performance in historical data, we:
–– Analyze the transmission channels from ESG to financial performance and
develop a fundamental understanding of how ESG characteristics affect corporations’ valuations and risk profiles.
–– Verify these transmission mechanisms using empirical analysis.
–– The advantages of this type of approach are threefold:
–– It mitigates the risk of correlation mining between ESG data and financial performance data. We use MSCI’s Barra Global Equity Model for all financial and
risk data. Model data has not been fitted in any way to the underlying ESG
dataset.
–– It reduces the risk of finding correlations that are caused by unintentional exposures to common factors.
–– It better differentiates between correlation and causality by studying transmission channels.
In essence, our analysis is designed to help explain how ESG affects the financial
profile of companies in a fundamental way, thus producing more convincing evidence than simple correlation studies. In Part 2 of this paper, we address the more
21

practical question of how to integrate ESG into different areas of portfolio management, including policy benchmarks, passive mandates, active mandates and
factor-based investment strategies. In Exhibit A4 in the Appendix, we present key
performance measures of the MSCI ESG Universal Index (which re-weights components in the MSCI ACWI Index according to their ESG profile) and the MSCI ESG
Leaders index (which performs a best-in-class selection based on ESG Ratings).
Both ESG indexes, which are based on MSCI ESG Ratings, showed lower levels of
risk, improved in risk-adjusted returns and higher levels of valuation in line with
this paper’s findings.

Why ESG matters
To develop a fundamental understanding of how ESG characteristics affect corporations’ financial profiles, we rely on existing corporate finance models in establishing the transmission channels of ESG to the financial world.
El Ghoul et al. (2011) and Gregory et al. (2014) show that a DCF model framework
(which describes a company’s value as the sum of future cash flows, discounted at
the cost of capital) can be used to break down the influence of a corporation’s ESG
profile on equity valuations, including cash flows, risk and cost of capital.
The authors argue that it is important to differentiate between the systematic and
idiosyncratic risk of equities. Gregory et al. (2014) explain that systematic risk is
macroeconomic in nature and describes the general market risk all companies are
exposed to, e.g. the risk of shocks in commodity prices, interest rates or inflation
rates. Systematic risk also includes industry-wide issues such as regulatory changes,
technological developments and stranded assets.
In contrast, firm-specific risk is particular to a company. The distinction between
systematic and firm-specific risk is highly important for analyzing the impact of
ESG characteristics on corporate valuation, because investors can typically diversify away firm-specific risk. Therefore, it is solely the systematic risk component
that determines shareholders’ required rate of return as compensation for the risk
to which they are exposed.
Consequently, within a DCF model, systematic risk is typically captured through
the cost of capital (i.e. the denominator in the DCF model), whereas firm-specific
risk is linked to the numerator of the DCF model, i.e. future cash flows.
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We follow this approach and use a standard DCF model as a starting point of our
analysis. However, instead of simply analyzing the impact of ESG characteristics
through the discounted cash flow model, we take the investor’s perspective and
break down the influence of ESG characteristics on corporations into three transmission channels: the cash-flow channel, the idiosyncratic risk channel and the
valuation channel.
In the next two sections, we analyze the two idiosyncratic transmission channels
and the systematic risk channel. Next, we assess the question of causality of ESG.
Subsequently, we analyze the financial value of ESG Rating changes, before examining the intensity-longevity profile of ESG Ratings compared to common factors.
Finally, we show the impact of the various ESG transmission channels on financial
performance.

Data and methodology
We now validate the three transmission channels using MSCI ESG Ratings2 for
the MSCI World Index universe for the January 2007 to May 2017 time period.
The universe contains over 1,600 stocks and is therefore sufficiently diversified
for the statistical analysis performed in this paper. All risk and factor calculations
are performed using the Barra Long-Term Global Equity Model (GEMLT).
All the results shown in this paper are neutralized for industry exposure (through
the use of industry-adjusted ESG scores) and size. We created size-adjusted ESG
scores as the residuals from regressing standard MSCI ESG scores on the size
exposure in the GEMLT model and an intercept variable.
In our analysis, we show the distribution of financial variables across five size-adjusted ESG score quintiles (Q1 to Q5), with Q1 indicating the companies with the
lowest ESG Rating and Q5 the highest-rated companies. Financial variables, such
as beta or book-to-price ratio, are based on GEMLT and are therefore in the format
of z-scores3. For each of these financial variables, we show the average value over
the 10-year observation period as light blue dots, the current exposure as red dots
and the 5% to 95% range of observed values as vertical bars.
2

For more information see msci.com/products/esg/about_msci_esg_research, msci.com/esg-ratings.

3

Z-scores are normalized values, calculated by first subtracting the cross-sectional mean from all values and
then dividing the difference by the cross-sectional standard deviation. Z-scores have zero mean and unit
standard deviation. Following the GEMLT methodology, for risk-related variables, we subtract cross-sectional global means; for fundamental data-related variables, we subtract cross-sectional country means to
control for potential country biases in fundamental data. Standard deviation is calculated globally.
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The results of all simulations, including the corresponding t-statistics that show
their statistical significance, are summarized in Exhibit A1 in the Appendix.

Idiosyncratic transmission channels
In this section, we analyze the company-specific impact of ESG on risk and performance. The firm-specific risk profile of companies is transmitted through the
numerator (future cash flows) in the DCF model framework and can be broken
into two separate channels: The transmission of ESG into future opportunities and
therefore into profitability on the one hand, and the transmission to firm-specific
downside risk protection on the other.

Cash-flow channel
The cash-flow transmission channel can be summarized as follows:

Strong
ESG profile

1. More
competitive

2. Higher
profitability

3. Higher
dividends

Gregory et al. (2015) explain the economic rationale of the cash-flow channel:
1. Companies with a strong ESG profile are more competitive than their peers. For
instance, this competitive advantage can be due to the more efficient use of
resources, better human capital development or better innovation management.
In addition to this, high ESG-rated companies are typically better at developing
long-term business plans and long-term incentive plans for senior management.
2. High ESG-rated companies use their competitive advantage to generate abnormal returns, which ultimately leads to higher profitability.
3. Higher profitability results in higher dividends.
The competitive advantage of high ESG-rated companies cannot be readily
observed. Therefore, our empirical analysis focuses on the second and third steps
of the cash-flow channel, i.e. higher profitability and higher dividends.
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Higher profitability and dividends
We found data supporting the assertion that high ESG-rated companies (Q5) were
more profitable and paid higher dividends, especially when compared to bottom
quintile (Q1) companies, as can be seen in Exhibits 1 and 2.
Exhibit 1: Gross Profitability of ESG Quintiles
Gross Profitability – z-score
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Gross profitability (z-score) of size-adjusted ESG quintiles is computed as most recently reported sales less
cost of goods sold, divided by most recently reported company total assets. Data from January 2007 to May
2017. Average value over the period is represented by blue dots; current exposure by red dots. The vertical
bars represent the 5% to 95% range of observed values. Source: MSCI.

Exhibit 2: Trailing Dividend Yield of ESG Quintiles
Trailing Dividend Yield – z-score
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Trailing dividend yield (z-score) of size-adjusted ESG quintiles is computed by dividing the trailing 12-month
dividend per share by the price at the last month-end. Data from January 2007 to May 2017. Average value
over the period is represented by blue dots; current exposure by red dots. The vertical bars represent the
5% to 95% range of observed values. Source: MSCI.
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High-dividend yields play an essential role in our analysis, because sustainability
investors typically have a long-time investment horizon4. Gupta et al. (2016) analyzed the importance of dividends for long-term performance. Exhibit 3 illustrates
their breakdown of the total return for the MSCI ACWI Index into stock price
increases, dividends and dividend growth, over different time periods. The performance contribution of dividends to portfolio returns was increasingly important as time horizons lengthened.
Exhibit 3: In the Long Run, Cash Flows to Shareholders Drive Most of the Portfolio
Return
MSCI ACWI – Average absolute return contribution (%)
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The graph presents a decomposition of the total return of the MSCI ACWI Index for the time period from
December 1994 to September 2015. Total return is decomposed into dividend yield and price return components, and price return is further decomposed into dividend per share (company fundamental) growth
and price-to-dividend (valuation ratio) growth. Source: MSCI.

Therefore, the apparent tilt of high ESG-rated strategies, such as the ESG Universal
Index towards high dividend-paying companies may have helped enhance mediumto long-term improvement of risk-adjusted returns. Performance data can be found
in Exhibit A4 in the Appendix.

4

See Eccles and Kastrapeli (2017).
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Idiosyncratic risk channel
The second company-specific transmission channel relates how well high ESGrated companies manage their business and operational risks. Their stock prices
typically have shown lower idiosyncratic tail risk, as outlined below:

Strong
ESG profile

1. Better risk
management

2. Lower risk of
severe incidents

3. Lower
tail risk

The economic rationale for this transmission channel is explained in Godfrey et
al. (2009), Jo and Na (2012) and Oikonomou et al. (2012). It is summarized as follows:
1. Companies with strong ESG characteristics typically have above-average risk
control and compliance standards across the company and within their supply
chain management.
2. Due to better risk control standards, high ESG-rated companies suffer less frequently from severe incidents, such as fraud, embezzlement, corruption or litigation cases (cf. Hong and Kacperczyk [2009]) that can seriously impact the
value of the company and therefore the company’s stock price. Hoepner et al.
(2013) call this an “insurance-like protection of firm value against negative
events.”
3. Less frequent risk incidents ultimately lead to less stock-specific downside or
tail risk in the company’s stock price.
The authors also support this transmission channel by empirical analysis. For
instance, Hoepner et al. (2013) observe that high ESG-rated companies showed
statistically significant lower downside risk measures, such as volatility, lower
partial moments and worst-case loss.
We will now verify each step of the idiosyncratic risk channel.
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Better risk management practices
The analysis of companies’ exposure and management techniques in relation to
environmental, social and governance risks is the backbone of MSCI ESG Research’s
framework: the MSCI ESG Rating model measures both risk exposure to and risk
management of a company’s key ESG issues. Table A3 in the Appendix shows an
overview of the key risk issues that are assessed as part of the MSCI ESG Rating
research process.
To score well on a key issue, management needs to be commensurate with the level
of exposure: a company with high ESG risk exposure must also have very strong
management, whereas a company with limited exposure can have a more modest
approach. Conversely, a highly exposed company with poor management will score
worse than a company with the same management practices but lower exposure
to the risk.
In each of 157 GICS® sub-industries, the MSCI ESG Rating model incorporates only
a handful of key issues that it determines are the most financially significant for
the specific industry. That is, not all ESG issues are considered important; those
that are not deemed significant do not carry a weight in a company’s rating. In
essence, the MSCI ESG Rating is a reflection of companies’ residual risk exposure
to their industry’s most significant key issues after taking into account companies’
risk-mitigation techniques. Therefore, these ESG Ratings are a suitable starting
point for our analysis.

Lower risk of severe incidents
To assess the ability of companies’ risk management functions to successfully mitigate severe incidents that can lead to financial losses, we looked at the frequency
of large adverse idiosyncratic stock price moves. To be precise, for the 10-year
observation period, we identified companies in the MSCI World Index that have
had a drawdown of more than 95% or went bankrupt in the 3-year period after
the company was categorized in either the top or bottom ESG Rating quintile, which
we consider to be an idiosyncratic risk incident. For each of these incidents, we
look at each company’s ESG Rating before the respective 3-year drawdown period
started. Exhibit 4 shows how frequently such incidents occurred (the “incident
frequency”) for the top and bottom ESG quintile over the full 10-year time period.
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Exhibit 4: Idiosyncratic Incident Frequency of Top and Bottom ESG Quintile
Number of stocks
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For each month, we report the number of stocks that realized a more than 95% cumulative loss over the
next three years, taking the price at month-end as the reference point for return calculation. Source: MSCI.

Over the past ten years, higher ESG-rated companies showed a lower frequency
of idiosyncratic risk incidents, suggesting that high ESG-rated companies were
better at mitigating serious business risks. We have also tested the robustness of
this result by using different drawdown thresholds (25%, 50% and 95%) and drawdown periods (three years and five years). In each parameter setup, companies
with high ESG Ratings had a significantly lower incident frequency than companies with poor ESG Ratings.

Lower idiosyncratic tail risks
Better risk management practices should ultimately be visible in the form of
reduced stock-specific risk of the corresponding stock price – especially stock-specific tail risk as discussed in Hoepner et al. (2013).
To understand how ESG characteristics are linked to tail risks, Exhibit 5 compares
the residual volatility of companies across ESG quintiles, i.e. the volatility that is
not explained by the common factors in the MSCI Barra Global Equity Model.
Exhibit 6 shows the kurtosis of stock returns across ESG quintiles; kurtosis is a
commonly used measure for tail risks.
Both stock-specific risk measures show lower idiosyncratic risk for high ESG-rated
companies, in particular with respect to tail risks.
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Exhibit 5: Residual CAPM Volatility of ESG Quintiles
Residual CAPM Volatility – z-score
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Residual CAPM volatility (z-score) is defined as the volatility of the residual returns from the CAPM regression used in calculating historical beta (see Exhibit 9 for an explanation as to how historical data is calculated). Data from January 2007 to May 2017. Average value over the period is represented by blue dots;
current exposure by red dots. The vertical bars represent the 5% to 95% range of observed values. Source:
MSCI.

Exhibit 6: Kurtosis of ESG Quintiles
Kurtosis – z-score
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Residual CAPM volatility (z-score) is defined as the volatility of the residual returns from the CAPM regression used in calculating historical beta (see Exhibit 9 for an explanation as to how historical data is calculated). Data from January 2007 to May 2017. Average value over the period is represented by blue dots;
current exposure by red dots. The vertical bars represent the 5% to 95% range of observed values. Source:
MSCI.
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Systematic risk transmission channel
We now analyze how companies’ ESG profile impacts their exposure to systematic
risk and how this impact may ultimately lead to financially significant effects. In
a DCF model framework, the systematic risk exposure affects the denominator of
the DCF model.

Valuation channel
Eccles (2011), El Ghoul et al. (2011) and Gregory et al. (2014) argue that a strong ESG
profile leads to higher valuations through the following transmission process:

Strong
ESG profile

1. Low systematic
risk

2. Low cost
of capital

3. High
valuation

Larger investor base

Their economic rationale is as follows:
1. Companies with a strong ESG profile are less vulnerable to systematic market
shocks and therefore show lower systematic risk. For instance, energy or commodity-efficient companies are less vulnerable to changes in energy or commodity prices than less efficient companies and therefore their share price tends
to show less systematic market risk with respect to these risk factors.
2. In a CAPM model framework (cf. Ruefli 1999), the beta of a company has two
important functions: first, beta measures the systematic risk exposure of companies (i.e. lower beta means less systematic risk) and second, it translates the
equity risk premium into the required rate of return for the individual company.
Therefore, lower systematic risk means a company’s equity has a lower value
for beta and therefore investors require a lower rate of return. Ultimately, this
translates into a lower cost of capital for a company. This argument can be
extended to multi-factor models, where the systematic risk exposure of a
company is measured by several factor loadings instead of one beta.
3. Finally, a lower cost of capital leads directly to the last step of the transmission
mechanism: in a DCF model framework, a company with lower cost of capital
would have a higher valuation.
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In addition to this, Hong and Kacperczyk (2009) together with El Ghoul et al. (2011)
show that the transmission channel from lower systematic risk to higher valuations
can also be explained through the relative size of the investor base. That is, the
authors argue that companies with low ESG Ratings have a relatively small investor base due to two effects:
–– Investor preferences: Many risk-averse investors and socially conscious investors
avoid exposure to low ESG-ranked companies.
–– Information asymmetry: The problem of asymmetric information between companies and their investors is less severe for high ESG-rated companies, since
high ESG-rated companies are typically more transparent, in particular with
respect to their risk exposures and their risk management and governance standards.
While the impact of ESG Ratings on a company’s investor base is fairly difficult to
measure in practice, it can be a key motivation for large asset owners to integrate
ESG in their portfolios. For instance, Swiss Re (2017) mention that “a shift to ESG
benchmarks would lead to a smaller investment universe and hence lower demand
for the excluded securities. Over the long term, we expect that such movements
will motivate these companies to further include ESG aspects into their business
approach and extend their ESG-related disclosure. Due to the improved resilience
to long-term risks, this is beneficial for investors as well as for the company itself.
Consequently, ESG factors will have an impact on company valuation and cost of
capital, and as such become an integral part of financial analysis.”
Next, we examine how ESG Ratings have affected systematic risk, the cost of
capital and equity valuations.

Lower systematic risk
Exhibit 7 compares the average systematic volatility of ESG Rating quintiles within
the MSCI World Index over a 10-year period, while Exhibit 8 compares the earnings
variability of the ESG-rated quintiles.
Exhibits 7 and 8 illustrate that companies with high ESG Ratings have shown less
volatile earnings and less systematic volatility, in line with the conjecture that
companies with high ESG Ratings show lower systematic risk exposure.
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Exhibit 7: Systematic Volatility of ESG Quintiles
Systematic Volatility – z-score
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Systematic volatility (or common factor risk) is calculated as the volatility predicted by all the factors of the
GEMLT model. Data from January 2007 to May 2017. Average value over the period is represented by blue
dots; current exposure by red dots. The vertical bars represent the 5% to 95% range of observed values.
Source: MSCI.

Exhibit 8: Variability in Earnings of ESG Quintiles
Variability in Earnings – z-score
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Variability in earnings (z-score) is computed as the standard deviation of company reported annual earnings
over the last five fiscal years, divided by the average annual earnings. Data from January 2007 to May
2017. Average value over the period is represented by blue dots; current exposure by red dots. The vertical
bars represent the 5% to 95% range of observed values. Source: MSCI.
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Lower cost of capital
In a CAPM model framework, the cost of capital is determined by the expected
return, which is calculated as the risk-free rate plus the stock’s beta times the
market’s excess return. Therefore, the stock’s beta is a one-to-one measure for the
cost of capital, i.e. higher cost of capital coincides with higher values of beta. Exhibit
9, which compares the average beta of ESG quintiles, demonstrates that high ESGrated companies experienced lower levels of beta and therefore – in the context
of the CAPM – lower costs of capital.
Exhibit 9: Historical Beta of ESG Quintiles
Historical Beta – z-score
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Historical beta (z-score) is computed as the slope coefficient from a time-series regression of stock excess
returns, against the cap-weighted excess returns of the estimation universe over a trailing window of 504
trading days, with a 252-day half-life. Data from January 2007 to May 2017. Average value over the period
is represented by blue dots; current exposure by red dots. The vertical bars represent the 5% to 95% range
of observed values. Source: MSCI.

Higher valuation
Ultimately, we expect lower costs of capital to result in higher company valuations.
Exhibits 10 and 11 compare the average book-to-price and predicted earnings-toprice ratios of ESG quintiles, respectively. The two exhibits show that high ESG
Ratings coincided with higher valuations in terms of both book-to-price and earnings-to-price ratios5.

5

A higher valuation means lower book-to-price and lower earnings-to-price ratios.
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Exhibit 10: Book-to-Price Ratio of ESG Quintiles
Book-to-Price – z-score
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Book-to-price ratio is computed as the last reported book value of common equity divided by current market
capitalization. Data from January 2007 to May 2017. Average value over the period is represented by blue
dots; current exposure by red dots. The vertical bars represent the 5% to 95% range of observed values.
Source: MSCI.

Exhibit 11: Predicted ETOP Ratios of ESG Quintiles
Predicted Earnings to Price – z-score
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Predicted earnings-to-price ratio is computed by dividing the average analyst estimate of 12-month forward-looking earnings by the current market capitalization. Data from January 2007 to May 2017. Average
value over the period is represented by blue dots; current exposure by red dots. The vertical bars represent
the 5% to 95% range of observed values. Source: MSCI.
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It is worth noting that the valuation channel has been supported by both academic
and industry researchers. El Ghoul et al. (2011) show that higher ESG-rated companies had lower costs of capital according to four different measures while controlling for common factor exposures. Dunn et al. (2016) observe that high ESG
Ratings coincided with lower systematic risk and higher valuations. Furthermore,
Melas et al. (2016) show that ESG Ratings exhibited a negative correlation to the
value factor, which is in line with the observation that high ESG-rated stocks have
carried higher valuations (and consequently less exposure to the value factor).
In addition, Desclee et al. (2015) found a similar transmission channel in the corporate bond market: in their analysis, they show that higher ESG-rated corporate
bonds had lower systematic risk, lower spreads and therefore higher valuations
while controlling for common corporate bond factors.

From correlation to causality
When it comes to understanding whether higher ESG Ratings can lead to higher
valuations or whether higher valuations lead to higher ESG Ratings, we have a
chicken-and-egg problem. Krueger (2015) emphasized that the direction of causality between positive correlations for ESG Rating and corporate valuation is not
clear: higher ESG Ratings can – through lower systematic risk and lower cost of
capital – lead to higher valuations. Alternatively, higher valuations can indicate
successful companies that have more money to invest in sustainability-related
areas, leading to a higher ESG Rating6.
Understanding the causal relationship between ESG characteristics and financial
values is crucial in showing the benefits of ESG investing. To start with, the fundamental basis of our transmission channels is the observation that ESG characteristics influence both the systematic and idiosyncratic risk profile of corporates.
Consequently, we examine the extent to which a change in a company’s ESG characteristics has been a leading indicator for changes in systematic and idiosyncratic
risk, and how far these changes in the risk profile have led to a change in the

6

The question of causality between ESG Ratings and systematic and idiosyncratic risk is also analyzed in
Dunn et al. (2016). The authors show by using a regression model that ESG Ratings are predictive of future
systematic and idiosyncratic risk figures, while controlling for the current level of risk and common factor
exposures. The authors’ empirical results show ESG Ratings to be predictive for both future systematic and
future stock-specific risk for up to five years.
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financial target variable of the transmission channels. This analysis helps us understand how ESG Rating changes have affected ESG strategies.
Testing and verifying causality empirically is more difficult than looking at correlations alone. While correlations can be assessed by simply analyzing datasets
at a given point in time, understanding causality requires an analysis of changes
over time, which limits the dataset to events where actual changes have occurred.
Another limiting factor is the length of time series that is available for observing
rating changes, which in our case is the 10-year time period used for the empirical
analysis of the transmission channels.
As a consequence, we expect the statistical significance of our causality analysis
to be lower than for the static analysis of the transmission channels, in particular
due to the relatively short time series. For that reason, we focus the causality
analysis on those channels where we were able to find empirical support for causality, namely, the valuation channel (where the empirical evidence was strongest)
and the idiosyncratic risk channel.

Causality in the systematic risk channel
To assess causality in the valuation channel, we analyze the extent to which
changes in the ESG profile of companies have led to changes in the systematic risk
profile, changes in the cost of capital and, finally, changes in the valuation of companies.
The economic rationale can be derived directly from the previous arguments for
the valuation channel:
–– An improving ESG profile means a company is becoming less susceptible to
systematic risks.
–– Lower systematic risk leads to a reduction in a company’s cost of capital.
–– The reduction in cost of capital leads to an increase in valuation.
We now analyze the same financial variables as in the valuation channel, with
one key difference: we assess to what extent changes in companies’ ESG profiles
predicted changes in these financial variables. Therefore, we plot the change of
key variables over three buckets of changes in ESG Ratings – downgrades, neutral
(no change) and upgrades. As we can see from Exhibit A2 in the Appendix, rating
changes of more than one notch were relatively rare and are therefore aggregated
into one combined upgrade and downgrade bucket. Since ESG characteristics can
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be expected to influence corporations’ financial profile mainly in the medium- to
long-term (i.e. over a multi-year period), we look at changes in financial variables
over a 3-year time period after the change in ESG Rating occurred.

Decreasing systematic risk
Exhibit 12 shows the change in companies’ systematic volatility (as above) over the
rating change buckets. Companies with a rating upgrade demonstrated a relative
improvement in their systematic risk profile compared to neutral or downgraded
companies. As expected, the statistical significance of the result (shown in Exhibit
A1 in the Appendix) is lower than in the corresponding analysis of the valuation
channel.
Exhibit 12: Change in Companies’ Systematic Volatility
Systematic Volatility – z-score change
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Change in systematic volatility (also known as common factor risk) is computed using the volatility predicted
by all the factors of the responsive variant of the GEMLT model. The difference is calculated between the
volatility 36 months after the analysis date and the volatility as of the analysis date (see also Exhibit 1).
Data from January 2007 to May 2017. Average value over the period is represented by blue dots; current
exposure by red dots. The vertical bars represent the 5% to 95% range of observed values. Source: MSCI.
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Decrease in cost of capital
Analogous to the valuation channel, we use companies’ betas as proxies for their
cost of capital. In Exhibit 13, we assess how far a rating upgrade or downgrade
predicted a fall or rise in a company’ beta respectively. These changes can be used
as a proxy for a change in their cost of capital.
We observed a relative decrease in beta for companies whose ESG Rating improved
compared to downgraded companies. As for systematic volatility, the statistical
significance was lower than in the analysis of the valuation channel.
Exhibit 13: Change in Companies’ Beta
Historical beta – z-score change
0.30
0.25
0.20
0.15
0.10
0.05
0
-0.05
-0.10
-0.15
-0.20
-0.25
Downgrade
mean

No change

Upgrade

current

Change in historical beta (z-score) is computed as the difference between historical beta 36 months after
the analysis date and beta as of the analysis date (see also Exhibit 3). Data from January 2007 to May 2017.
Average value over the period is represented by blue dots; current exposure by red dots. The vertical bars
represent the 5% to 95% range of observed values. Source: MSCI.
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Increase in valuation
The final step of the causality analysis is to study the impact a change in the cost
of capital had on a company’s valuation. We analyze this relationship in Exhibit
14, looking at the predicted earnings-to-price ratio. We observe that rating upgrades
led to a relative decrease in the predicted earnings-to-price ratio compared to rating
downgrades, indicating an increase in valuation.
Exhibit 14: Change in Predicted Earnings-to-price Ratio
Predicted Earnings-to-price – z-score change
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Change in predicted earnings-to-price ratio is computed as the difference between predicted earnings-toprice ratio 36 months after the analysis date and earnings-to-price ratio as of the analysis date (see also
Figure 5). Data from January 2007 to May 2017. Average value over the period is represented by blue dots;
current exposure by red dots. The vertical bars represent the 5% to 95% range of observed values. Source:
MSCI.

To conclude, we have analyzed the causality of the valuation channel analogously
to the valuation channel itself, using changes in financial variables relative to
changes in ESG Ratings. However, the statistical significance of the obtained results
is clearly lower than for the valuation channel, which can be explained by the
relatively short time period of our analysis. To improve the statistical significance
of our analysis, a longer time series is needed; this will be an important focus of
future research.
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Causality in the idiosyncratic risk channel
Obtaining statistically significant evidence of causality for all the different steps
in the cash-flow channel and the idiosyncratic risk channel is more challenging
than for the valuation channel.
We therefore focus on the empirically strongest result that we found, i.e. the relationship between a change in ESG Ratings and the impact on the incident frequency.
Exhibit 15 shows the idiosyncratic risk profile (measured as incident frequency) of
rating upgrades and rating downgrades. Over the 10-year observation period,
rating upgrades had a lower incident frequency than rating downgrades, supporting the assertion that rating changes are a leading indicator for idiosyncratic risks.
Exhibit 15: Proportion of Large Losses by Rating Notch Changes
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For each month, stocks are sorted into three groups – rating upgrades, neutral and downgrades over the
previous 12 months. For each group, we then compute the proportion of stocks that realized a more than
95% cumulative loss over the next three years, assuming the price at month-end as the reference point for
return calculation. The graph shows only the time series of upgrades and downgrades (see also Exhibit 12).
Source: MSCI.

To conclude, in our causality analysis of the systemic and idiosyncratic risk channels, we found that downgraded companies experienced a relative increase in both
systematic and stock-specific risk compared to companies whose ESG Rating was
upgraded.
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ESG momentum
Assessing the transmission of a change in a company’s ESG profile to a change in
financial indicators, such as valuation or profitability is not only important for
testing causality: it is also important because the change in financial variables,
such as valuation can be a source of alpha. For instance, Gregory et al. (2014) argue
from a conceptual point of view that since ESG characteristics have impacted
corporations’ valuation through systematic risk, a change in a company’s ESG
profile should be a predictor for a change in valuation and therefore for stock
returns.
In a more practical analysis, Nagy et al. (2016) show that an investment strategy
which tilts a hypothetical standard market cap-weighted portfolio towards companies that show a positive ESG Rating trend significantly outperformed both the
benchmark and a comparable strategy that tilted the portfolio weights towards
companies with high ESG Ratings.
To verify the conjecture that ESG Rating changes — which we call ESG momentum
— can be a financially significant indicator and a potential link to returns, we
compare the historical performance of the top ESG momentum quintile to the
bottom ESG quintile. The ESG momentum indicator is calculated as the year-onyear change in the industry-adjusted ESG score.
The results in Exhibit 16 show significant outperformance of the top ESG momentum quintile over the bottom quintile, corresponding with the findings from our
transmission-channel analysis: an improvement in ESG characteristics has led to
increasing valuations over time.
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Exhibit 16: Financial Performance of Top versus Bottom ESG Momentum Quintile
Cumulative return (%)
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Cumulative performance differential of the top ESG momentum quintile versus the bottom ESG momentum
quintile. ESG momentum is defined as the 12-month change in ESG score. Source: MSCI.

We conclude that ESG momentum can be a useful financial indicator in its own
right and may be used in addition to the actual ESG Rating in index or portfolio
construction methodologies.
It is important to emphasize that the financial value of ESG momentum is also
supported in existing literature, for instance by Khan et al. (2015). The authors
used MSCI ESG data to create customized ESG scores and performed a regression
analysis of stock returns to ESG score changes (i.e. ESG momentum), neutralized
with respect to changes in size, market-to-book ratio, leverage, profitability, R&D
intensity, advertising intensity and institutional ownership and sector membership.
The authors found statistically significant predictive power of ESG momentum for
stock returns.
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Factor intensity and longevity
The verification of the different transmission channels and the causality analysis
also points to other important conclusions about the differences between ESG
Ratings and more traditional factors. Those differences relate to the intensity of
the signal (i.e. financial impact per unit of time) and the longevity of the signal (i.e.
how long the signal persists):
–– Intensity: Looking at the impact ESG Ratings have shown in the transmission
channels, especially on systematic and idiosyncratic risk figures, we consider
that the intensity of ESG Ratings is lower than common factors, such as momentum or low volatility.
–– Longevity: The existence of a risk-reduction effect, even three years after an
ESG Rating upgrade, indicates a relatively long timespan for ESG as an investment signal.
Now, we assess the differences between ESG and common factors in terms of
intensity and longevity in a more quantitative way. We use the information ratio
(IR) of a factor as a measure of its intensity and factor stability as a measure of the
longevity of the factor (Exhibit 17).
We observe that dynamic factors, such as momentum, are quite intense (i.e. high
IR), but their lifespan is relatively short.
Defensive factors such as dividend yield are in the middle of the intensity-longevity spectrum. The two factors with the longest lifespan are in fact ESG and size,
but their intensity as measured by their IRs is relatively low.
ESG momentum shows higher intensity levels than ESG itself, but also a shorter
lifespan.

44

How ESG affects equity valuation and risk performance

Exhibit 17: Intensity and Longevity of Common Factors, ESG Ratings and ESG
Momentum
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Factor stability
Factor stability is computed as the average cross-sectional correlation between factor exposures (or ESG
scores and ESG momentum scores) at month-end and three months later. For GEMLT factors, factor performance is computed as the annualized information ratio of monthly factor returns; for ESG, it is computed
as the annualized Sharpe ratio of the equally-weighted top minus bottom quintile portfolio created from
ESG scores. Source: MSCI.

In essence, ESG Ratings have displayed a different intensity-longevity profile to
most other factors, with important implications for how and where more traditional
factors and ESG Ratings can be used, based on our historical analysis. While these
factors have become increasingly popular in quantitative strategies and strategies
replicating factor indexes that have experienced high turnover, the longevity of
ESG Ratings makes them especially suited for integration into indexes that serve
as benchmarks.
In addition, combining traditional factors with ESG could have resulted in both
the short-term performance benefits of quantitative factors and the medium- to
long-term risk reduction potential of ESG Ratings.
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ESG and stock performance
As previously discussed, the jury is still out as to whether good ESG characteristics
have led to higher stock returns. In the following, we run a 10-year backtest with
monthly rebalancing of the five ESG quintile portfolios. These five sub-portfolios
are equally-weighted and – for the sake of simplicity – are not neutralized with
respect to other factor exposures.
Since regional differences have affected the contribution of ESG characteristics to
financial performance, we have split the simulation into two regions: US equities
and MSCI World ex-US equities.
Exhibits 18 and 19 show the performance of the five ESG quintile sub-portfolios
for these two regions over time.
Exhibit 18: Historical Performance of ESG Rating Quintiles for the US
Cumulative return (%)
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Equally-weighted quintiles are formed every month from the US constituents of the MSCI World Index.
The ranking is based on the MSCI ESG score. Returns are measured in local currency and include dividend
reinvestment. Source: MSCI.
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Exhibit 19: Historical Performance of ESG Rating Quintiles for World ex US
Cumulative return (%)
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Equally-weighted quintiles are formed every month from the non-US constituents of the MSCI World Index.
The ranking is based on the MSCI ESG score. Returns are measured in local currency and include dividend
reinvestment. Source: MSCI.

In both regions, the highest ESG-rated companies’ quintile (Q5) performed slightly
better over the 10-year backtesting period than the other quintiles. In Europe, the
two lowest ESG quintiles (Q1 and Q2) provided the weakest performance; therefore,
the performance advantage of higher ESG-rated companies is visible across the
entire universe. In contrast to Europe, there was little difference in performance
in the US for the different ESG quintiles; there was no statistically significant
performance difference between quintiles Q1 to Q4.
Overall, higher ESG-rated companies mildly outperformed those with lower
ratings.
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Conclusion
By creating transmission channels, we have shown how ESG has affected the
valuation and performance of companies, both through their systematic risk profile
(lower costs of capital and higher valuations) and their idiosyncratic risk profile
(higher profitability and lower exposures to tail risk). Thus, the transmission from
ESG characteristics to financial value is a multi-channel process, as opposed to
factor investing where the transmission mechanism is typically simpler and one
dimensional.
In addition, ESG Ratings were lower in intensity than traditional factors, such as
momentum or low volatility (i.e. the financial impact per unit of time for ESG
Ratings is relatively low), but typically lasted for several years. Classical factors
such as momentum typically have lasted for a few months only, making them
suitable for factor investing but not necessarily as long-term policy benchmarks.
Key findings include:
–– To extract the optimal value from ESG data, ESG integration required a
multi-channel approach that uses both systematic and idiosyncratic risk information provided in the ESG Rating within a long-term investment horizon.
–– ESG Ratings may need to be integrated into the financial analysis of companies
to ensure model valuations are in line with stock market valuations.
–– Both ESG Ratings and ESG momentum were important indicators. While ESG
Ratings measured both systematic and idiosyncratic risks and consequently
influenced corporate valuation and profitability measures, ESG momentum indicated potential future changes, e.g. valuation changes.
–– ESG Ratings may have acted as long-term predictors for future tail risks; in this
study, they reflected how exposed a company was to key risks and how well it
mitigated those risks. Thus, it may be useful to incorporate ESG Ratings into the
asset allocation process and policy benchmarks.
–– ESG Ratings may be suitable for integration into policy benchmarks due to their
robustness, long-term nature and potential long-term protection from tail risks.
–– The financial industry may be able to use financial risk measures as proposed
in this paper to assess, validate and compare the financial performance of different ESG Ratings.
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Appendix
Exhibit A1: Summary of Simulations
Variable

Exhibit Avarage Percent Bottom Top
|t-stat| |t|>2
bucket bucket
avarage average

Gross Profitability

1

1.49

28.80

-0.08

0.06

Trailing Dividend Yield

2

1.89

53.60

-0.15

0.01

Residual CAPM Volatility

5

3.00

88.00

0.17

-0.09

Kurtosis

6

1.21

15.20

0.03

-0.05

Systematic Volatility

7

2.35

59.20

0.15

-0.06

Variability in Earnings

8

1.73

44.00

0.20

0.07

Historical Beta

9

1.27

15.20

0.14

0.08

10

1.46

25.60

0.11

0.04

Predicted Earnings to Price

11

0.97

5.60

-0.03

-0.10

Systematic Volatility (change)

12

1.35

0.17

0.14

0.07

Historical Beta (change)

13

1.04

0.14

0.10

0.04

Pred. earnings to price (change)

14

0.63

0.01

0.03

0.00

Book-to-price

Source: MSCI. Data from January 2007 to May 2017.

The table shows the respective time series averages of the exposure of the companies in the top-rated and bottom-rated bucket over the 10-year observation
period. The standard deviation of the z-score distribution is calculated each month
as the inverse of the square root of the effective number of stocks in the portfolio
that is long the top bucket and short the bottom bucket, as per the methodology
described in Appendix 3 of Roisenberg et al. (2017). This standard deviation is then
used to compute the t-statistic of the z-score difference between the top and bottom
bucket each month. The table shows the time series average of the absolute value
of the t-statistics, and the percentage of months where this absolute value is above
two.
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Exhibit A2: ESG Rating Migration Matrix
row: from
column:to

AAA

AA

A

BBB

BB

B

CCC

AAA

68

21

8

3

1

0

0

AA

14

55

20

8

2

1

0

A

3

17

54

19

5

2

0

BBB

1

4

19

55

16

5

1

BB

0

1

5

23

53

16

2

B

0

1

2

8

22

57

10

CCC

0

0

1

4

8

19

68

The table shows the probability of a migration of a company’s ESG Rating in percent over a one-year time
period. Source: MSCI.

Exhibit A3: ESG Research Methodology Overview
3 Pillars

10 Themes

37 ESG Key Issues

Environment

Climate Change
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Product Carbon Footprint

Financing Environmental
Impact
Climate Change
Vulnerability
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Water Stress

Raw Material Sourcing
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Pollution & Waste

Toxic Emissions & Waste

Electronic Waste

Packaging Material & Waste
Environmental
Opportunities

Opportunities in Clean
Tech

Opps in Renewable Energy

Opportunities in Green
Building
Social

Human Capital

Labor Management
Health & Safety

Human Capital
Development
Supply Chain Labor
Standards

Product Liability
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Product Safety & Quality

Privacy & Data Security

Chemical Safety

Responsible Investment

Financial Product Safety

Health & Demographic Risk

Stakeholder
Opposition

Controversial Sourcing

Social
Opportunities

Access to Communications Access to Health Care
Access to Finance

Opps in Nutrition & Health
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Governance

Corporate
Governance*

Board*

Ownership*

Pay*

Accounting*

Corporate Behavior Business Ethics

Corruption & Instability

Anti-Competitive Practices Financial System Instability
Tax Transparency
* C orporate Governance Theme carries weight in the ESG Rating model for all companies. In 2018, we
introduce sub-scores for each of the four underlying issues: Board, Pay, Ownership, and Accounting.
Source: MSCI.

Exhibit A4: Performance Metrics of MSCI ESG Universal and MSCI ESG Leaders
Indexes
MSCI Index
Total Return %

ACWI

ESG Universal

ESG Leaders

8.3

8.7

8.6

Total Risk%

12.3

12.0

11.9

Return/Risk

0.67

0.72

0.73

Sharpe Ratio

0.64

0.69

0.70

Active Return %

0.4

0.4

Tracking Error %

1.0

1.0

Information Ratio

0.45

0.37

1.0

0.97

0.96

Hist. Beta

2,457

2,017

1,149

Turnover%

# Stocks

2.8

14.1

9.2

Price to Book

1.9

2.0

2.1

Price to Earnings

16.7

16.8

17.4

Dividend Yield %

2.6

2.7

2.6

ESG Score

5.5

6.3

6.6

Source: MSCI. Data from May 2011 to September 2017.
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Executive summary
How can environmental, social and governance (ESG) characteristics be integrated
consistently across various types of equity portfolio? We address this question as
it applies to factor-based and active allocations.

Key findings
Factor allocations: Combining ESG and common factors is more complex than
integrating ESG into passive portfolios, as investors may seek to gain ESG exposure
while not impairing the strategy’s investment objective by reducing exposure to
target factors. The trade-off between ESG exposure and target factors was less
severe for defensive factors, such as minimum volatility and more severe for
dynamic factors, such as momentum and value.

–– We discuss two ways of combining ESG with common factors: a two-step
approach, where a standard factor methodology is applied on top of an ESG index,
and a one-step approach, where the strategy is optimized to minimize the sacrifice in factor exposure per unit of ESG improvement.
–– The two-step approach has worked reasonably well for some defensive factors,
such as low volatility, which were positively correlated with ESG and therefore
complemented each other. For dynamic factors, which may be negatively correlated with ESG, the two-step approach impaired exposure to the target factor.
A one-step optimization approach has done a better job historically of preserving the strategy’s investment objective and allowed for the addition of constraints, such as those used in risk budgeting and controlling the ESG level. It
was also more robust than the two-step approach, where the two steps were not
coordinated and therefore might have offset each other or led to highly concentrated strategies with unintended active factor exposures.
Actively managed allocations: We analyzed close to 1,200 global equity funds,
finding that they showed no significant level of ESG integration during the study
period. However, our simulations showed that applying a consistent overlay to
fund holdings using ESG Ratings and ESG momentum led to an improvement in
risk and risk-adjusted return characteristics, in line with the findings in Chapter1.

1

This analysis was originally published by MSCI as Part 4 of a four part series, which can be downloaded in
its entirety at https://www.msci.com/research-archive.
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Introduction
When integrating ESG into factor allocations, one has to ensure that the existing
factor exposures are not impaired. Similarly, active managers often use both factor
allocation techniques and stock-picking techniques to generate excess returns
(alpha)2. In addition to preserving the existing alpha potential of both factor and
active allocations, an effective ESG integration methodology should aim to provide
better risk-adjusted returns. In this chapter we thus explore how asset owners and
asset managers can effectively integrate ESG into factor-based and actively
managed allocations. The objective is to improve risk-adjusted returns by taking
ESG risks into account without impairing the existing alpha strategy.
We first examine how to effectively integrate ESG into factor allocations. We then
discuss how ESG can be integrated into active allocations.

Factor-based allocations
Factor investing and ESG investing have become the two most important trends
in institutional asset management in recent years. Underlying both trends is a
desire to improve risk-adjusted returns.
However, there are key differences between the two: as we discussed in Chapter
1, the main benefit of ESG investing stems from mitigating risks. In addition, ESG
investing requires a longer time horizon than most factors.
Some institutional investors also seek to improve risk-adjusted returns by combining ESG with factors. This demand for combined approaches has driven research
in this area. Melas et al. (2016) assessed to what extent ESG Ratings have shown
positive or negative correlations to factors (and can support or hinder factor investing when factors are combined with ESG Ratings). The authors found that ESG is
positively correlated to defensive factors, such as low volatility. Thus, tilting these
factor strategies towards high ESG Ratings did not have a strong adverse impact
on their factor exposure. In contrast, dynamic strategies, such as value or momentum experienced a negative correlation. Hence, one has to carefully manage the
trade-off between factor exposure and ESG tilt when combining both investment
2

Roisenberg et al. (2016).
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approaches. In general, there are two potential ways to combine factor exposures
with ESG by overlaying the factor-based strategy with an ESG index:
Two-step approach: The most straightforward approach is to integrate ESG and
factors sequentially. For instance, one can use an existing ESG index methodology
and overlay it with an existing factor index methodology. Factor indexes typically
either sub-select securities or tilt index weights towards companies with high
target factor exposure.
One-step approach: One can use an optimization approach with the factor exposure
of the index as the target variable and the desired level of ESG improvement of the
index overlay as a constraint. One would typically add certain investment constraints, such as long-only or limits on sector deviations and tracking error to
ensure the optimizer does not create undesirable risk exposures.

The one-step and two-step approaches are not limited to the area of index construction: they can also be applied in the context of creating actively managed
portfolios, where the manager has the choice between applying an active ESG
strategy and active factor strategy in sequence or combining them in a one-step
optimization approach.
As an example, we contrast the pros and cons of the two different index-based
approaches. Overall, we find that the one-step approach provides a more compelling model.
–– The two-step approach is easier to understand and more straightforward to
implement (as it combines two existing stand-alone indexes), at the cost of not
achieving the optimal trade-off between factor exposure and ESG improvement.
–– In contrast, the one-step approach reaches the optimal trade-off, at the cost of
being less simple. In addition, the one-step approach offers the possibility of
adding constraints to the construction process, such as limits on tracking error
or active sector exposures. Institutional investors facing risk budget limits may
seek to impose such constraints.
–– The one-step approach allows the exposure to be set to one of the two signals,
e.g. the desired ESG improvement. In the two-step approach, both the factor and
ESG exposures cannot be predefined and can therefore fluctuate over time.
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–– The two-step approach has not always delivered robust results as each step
sub-selects constituents, i.e. step one selects highly rated ESG stocks, step two
picks stocks with high factor exposures. This may lead to situations where the
second step partially or even fully offsets the improvement in the ESG profile
achieved by the first step.
–– The two-step sub-selection algorithm led to very concentrated or factor-biased
hypothetical portfolios replicating the resulting index.
–– The two-step approach may produce varying results over time: while the twostep process may work reasonably well at a given rebalancing (in terms of
improving the ESG and factor profile), it may fail to do so at a subsequent rebalancing.
–– In contrast, the one-step approach provided a more robust result in combining
the factor and ESG exposures (since it tilted the portfolio towards both indicators
in a single optimization process) and in avoiding extremely concentrated or factor-biased results, by using corresponding constraints in the optimization
process.
To better understand the above trade-offs between integrating ESG and factors,
we display them graphically in Exhibit 1 (Alighanbari and Doole, 2017). We illustrate how the one-step optimization approach affects the target factor exposure
per percentage increase in ESG exposure3. For comparative purposes, the chart
also contains simulations of a two-step approach (gray squares), where a factor
overlay is created on top of the MSCI ESG Leaders Index, which uses best-in-class
selection for ESG-rated stocks.

3

The trade-off lines take a quadratic shape, since the underlying optimization has a linear objective function
with linear (i.e. ESG improvement) and quadratic (i.e. tracking error) constraints.
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Exhibit 1: Factor-ESG Trade-Offs Vary for the One-step and Two-step Approaches
Change in Index-level ESG Score

0%
0%

10%

Change in Target Active Factor Exposure

Reference

-5%

30%

Min Vol on ESG
Qty ESG20

Qty ESG30

Yield ESG20
Mom ESG20

40%

60%

70%

Val ESG20
MV ESG30
Yield ESG30 Val ESG30

Mom ESG30

Momentum on ESG

MV ESG40
Size ESG30
Yield ESG40
Mom ESG40
Val ESG40
MV ESG50
Size ESG40
Mom ESG50
Yield ESG50
Val ESG50

Quality on ESG

Size ESG50

Enhanced Value on ESG

-45%

80%

Size ESG20

Qty ESG50

-25%

50%

MV ESG20

Qty ESG40

-15%

-35%

20%

Eq Wtd on ESG
HDY on ESG

Value ESG

QualityESG

SizeESG

Momentum ESG

Min Vol ESG

Yield ESG

Two-Step ESG + [Factor]

Based on MSCI World Index. Source: MSCI ESG Research. Data as of 31 December, 2017.

In general, the trade-off between ESG integration and factor integration (as measured by the sacrifice ratio4) was clearly more severe in the two-step than in the
one-step approach. Sacrifice ratios varied significantly in the two-step approach,
as we can see in Exhibit 1. There was only a very mild trade-off between ESG and
factor integration for minimum volatility, whereas all other factors showed significant sacrifice ratios – even factors such as quality that have a positive correlation
with ESG. In contrast, the one-step approach obtained less severe sacrifice ratios
across all factors. The strategy of combining ESG with minimum volatility is discussed in further detail in Alighanbari and Doole (2017).
In addition, the variation in the sacrifice ratios across the universe of factors was
relatively small. This means that the underlying optimization process in the onestep approach was effective in minimizing the sacrifice ratios across all factors,
(almost) irrespective of the correlation between ESG and the corresponding factor.
The chart also shows the flexibility of a one-step optimization-based approach in
explicitly managing the trade-off between exposure to the target factor and
improvement in the ESG profile of the index.
4

The sacrifice ratio measures the effect of rising and falling inflation on a country’s total production and
output. Adapted to our purposes, the ESG-factor sacrifice ratio is defined as the percentage decrease in
factor exposure per percentage increase in ESG exposure. For all factors, the sacrifice ratio was negative,
with the ESG-minimum volatility sacrifice ratio showing the least impact with the value closest to zero.
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We now illustrate the differences between integrating ESG with defensive factors
and dynamic factors, using two tests: we combined ESG with minimum volatility
(which demonstrated the least severe trade-off) and value (which showed a very
severe trade-off). For both tests, we compared integrating ESG in one-step and
two-step approaches. For the two-step approach, we used standard MSCI indexes
to illustrate the simplicity of applying this method to ESG integration.
Step 1 – ESG integration: We start with the MSCI World ESG Leaders Index, which
selects the top half of ESG-rated constituents (in terms of free-float) globally per
region and GICS®5 sector.
Step 2 – Factor integration: We overlay the standard MSCI Minimum Volatility
Indexes and MSCI World Enhanced Value Indexes6, respectively, on the MSCI
World ESG Leaders Index7. For this two-step set-up, the selection-oriented MSCI
ESG Leaders Index is better suited than the MSCI ESG Universal Index, which
applies tilts to ESG weights. That is because the minimum volatility and enhancedvalue overlays would change the weights of the underlying universe, potentially
undermining the ESG tilts of the ESG Universal methodology.

For the one-step optimization approach, we use the MSCI World Value ESG Target
Index8, an optimized index that seeks to maximize its factor exposure (Kulkarni
et al., 2017). This index uses a minimum 20% increase in the level of ESG compared
to the parent index, and a tracking error constraint as well as sector, country and
non-target factor deviation constraints. These constraints reflect many asset
owners’ desire to control and limit active risk. As noted above, we cannot impose
similar constraints in the two-step approach except for minimum volatility, where
the second step is also based on an optimization process.

Combining ESG with minimum volatility
Given that ESG had a positive correlation (and thus the smallest trade-off) with
minimum volatility, we expect to see relatively small differences between using a
two-step approach and a one-step optimized approach, as suggested in Exhibit 1.
5

GICS is the global industry classification standard jointly developed by MSCI and Standard & Poor’s.

6

MSCI Minimum Volatility Indexes Methodology; MSCI Enhanced Value Indexes. Methodology documents
can be found at https://www.msci.com/index-methodology.

7

The minimum volatility index uses the MSCI Barra portfolio optimizer to calculate a minimum-variance
index with constraints for active sector, industry and country exposures.

8

MSCI Minimum Volatility ESG Target Indexes Methodology https://www.msci.com/index-methodology.
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Exhibit 2 compares the ESG profiles of the MSCI World Index (the parent index)
with three ESG-related indexes, as of December 31, 2017:
1. The MSCI World ESG Leaders Index
(the basis of step one of the two-step approach).
2. The MSCI World ESG Leaders Minimum Volatility Index
(the result of the two-step approach).
3. The MSCI World Minimum Volatility ESG Target Index
(the result of the one-step approach).
Both the two-step and one-step approaches improved the ESG profile to levels that
were very close to the ESG score of the stand-alone MSCI World ESG Leaders Index.
This confirms Exhibit 1’s finding that there was no severe trade-off between ESG
integration and minimum volatility integration during the study period, because
both signals were positively correlated. The one-step approach obtained a slightly
higher level of ESG integration due to the use of an optimizer, but the difference
between the two approaches was very small.
Exhibit 2: ESG Profiles of Combined ESG-Minimum Volatility Indexes
MSCI World
Index

MSCI World
ESG Leaders
Index

MSCI World
ESG Leaders
Min Volatility
(USD) Index

MSCI World
Minimum
Volatility
ESG Target

Integration
Key Integration Metrics
ESG Score

5.7

6.8

6.6

6.7

ESG Leaders (AAA-AA) (%)

24.1

41.4

37.5

40.3

ESG Laggards (B-CCC) (%)

12.4

2.6

2.6

3.1

ESG Trend Positive (%)

17.9

10.9

16.1

16.1

ESG Trend Negative (%)

7.4

6.3

5.4

2.9

ESG Pillars
Environmental Score

5.5

6.1

6.2

6.1

Social Score

4.6

5.1

4.9

5.0

Governance Score

4.8

5.1

4.9

5.0

Lack of Independent Board
Majority (%)

10.2

9.3

13.4

15.0

Deviation from One Share
One Vote (%)

22.8

21.4

22.9

20.2

5.5

4.4

7.5

8.6

Key Governance Metrics

No Female Directors (%)
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MSCI World
Index

MSCI World
ESG Leaders
Index

MSCI World
ESG Leaders
Min Volatility
(USD) Index

MSCI World
Minimum
Volatility
ESG Target

Values
Tobacco Producers (%)

1.3

0.0

0.0

1.0

Ties to Controversial Weapons (%)

0.8

0.0

0.0

0.0

13.3

5.0

3.3

5.2

Global Compact Compliance
Violation or Watch List (%)
Red Flag Controversies (%)
Orange Flag Controversies (%)

3.4

0.0

0.0

0.0

27.6

19.7

14.7

15.8

Source: MSCI ESG Research. Data as of 31 December 2017.

Exhibit 3 compares the risk and return characteristics of these indexes. Both ESG
integration approaches achieved significantly better risk and return profiles than
the parent MSCI World Index and the MSCI World ESG Leaders Index. At first
glance, these results provide evidence of the positive correlation between ESG and
minimum volatility, explaining why these two factors worked well together in
both a two-step and a one-step portfolio construction approach in these simulations.
The two-step approach displayed a slightly better risk and return profile than the
one-step approach, which may seem counter-intuitive, since the optimization
approach would be expected to reach the optimal trade-off with ESG integration
while maintaining a low level of volatility. However, the one-step approach had to
meet an ESG improvement constraint that exceeded the ESG score of the two-step
approach.
In addition, the two-step approach offered less diversification than the one-step
approach. The second step in the former approach imposed investment constraints
(e.g. concentration constraints) on the more limited investment universe used in
step one (the MSCI World ESG Leaders Index). In contrast, the minimum volatility
optimization in the one-step approach applied these constraints to the full MSCI
World Index universe, which had approximately twice the number of components
and therefore required the optimizer to maintain a more diverse index universe.
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Exhibit 3: Performance Profiles of Combined ESG-Minimum Volatility Indexes
MSCI World
Index

MSCI World
ESG Leaders
Index

MSCI World
ESG Leaders
Min Volatility
(USD) Index

MSCI World
Minimum
Volatility
ESG Target

Total Return (%)

11.2

10.8

13.0

Total Risk (%)

11.8

11.5

7.9

12.3
8.0

Return/Risk

0.95

0.94

1.64

1.53

Sharpe Ratio

1.48

0.92

0.91

1.60

Active Return (%)

0.0

-0.4

1.8

1.1

Tracking Error (%)

0.0

0.9

7.4

7.2

Information Ratio

NaN

-0.40

0.24

0.15

Historical Beta

1.00

0.98

0.53

0.55

No of Stocks

1631

804

183

251
22.8

Turnover (%)

1.7

7.3

20.7

Price To Book

2.0

2.2

2.6

2.5

Price to Earnings

17.3

17.7

18.7

18.3

Dividend Yield (%)

2.6

2.6

2.7

2.8

Source: MSCI ESG Research. Data from 30 November to 31 December 2017.

Exhibit 4 confirms that the one-step approach resulted in an index that had better
diversification and capacity than the two-step approach.
Exhibit 4: Concentration and Capacity Profiles of ESG-Minimum Volatility Indexes
MSCI World
Index

MSCI World
ESG Leaders
Index

MSCI World
ESG Leaders
Min Volatility
(USD) Index

MSCI World
Minimum
Volatility
ESG Target

Avg No of Stocks

1631

804

183

251

Effective No of Stocks

364

239

113

139

100.0

48.8

18.3

26.9

9.9

13.1

15.2

14.4

Concentration Metrics*

Market Cap Coverage (%)
Top 10 Sec Wt (%)
Size Family Exposures**
Large (%)

82.5

81.7

71.8

75.0

Mid (%)

17.5

18.3

28.2

25.0

Small (%)

0.0

0.0

0.0

0.0

Micro (%)

0.0

0.0

0.0

0.0
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MSCI World
Index

MSCI World
ESG Leaders
Index

MSCI World
ESG Leaders
Min Volatility
(USD) Index

MSCI World
Minimum
Volatility
ESG Target

0.22

Capacity of the Index***
Stock Ownership
(% of Float Market Cap)
Average

0.03

0.05

0.31

95th percentile

0.03

0.05

1.02

0.52

Maximum

0.03

0.05

1.04

0.52

Stock Ownership
(% of Full Market Cap)
Average

0.02

0.04

0.24

0.16

95th percentile

0.03

0.05

0.76

0.47

Maximum

0.03

0.05

1.04

0.52

* Monthly average; ** Monthly average, size family data available from June 2008;
*** Assuming a fund size of USD 10.0 bn as of the latest index review
Source: MSCI ESG Research. Data as of 31 December 2017.

To conclude, both one-step and two-step approaches achieved similar levels of
integration for both ESG and minimum volatility. However, the one-step approach
resulted in a more diversified index that provided greater capacity. In addition, the
one-step approach was more robust as it controlled the trade-off in the integration
of both signals. Investors who seek to combine ESG with minimum volatility may
balance the simplicity of the two-step approach against the robustness of the onestep approach.

Combining ESG with value
Now we turn to the combination of ESG with value, which would be expected to
be more challenging due to the historic negative correlation between the two.
Exhibit 5 compares the ESG profiles of the parent MSCI World Index with three
ESG-related indexes:
1. The MSCI World ESG Leaders Index
(the basis of step one of the two-step overlay approach).
2. The MSCI World ESG Leaders Enhanced Value Index
(the result of the two-step approach).
3. The MSCI World Value ESG Target Index
(the result of the one-step optimized approach).
Both the two-step and one-step approaches show ESG levels that were close to the
World ESG Leaders Index.
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Exhibit 5: ESG Profiles of Combined ESG-Enhanced Value Indexes
MSCI World
Index

MSCI World
ESG Leaders
Index

MSCI World
ESG Leaders
Min Volatility
(USD) Index

MSCI World
Minimum
Volatility
ESG Target

1631

804

183

5.7

6.8

6.8

6.8

ESG Leaders (AAA-AA) (%)

24.1

41.4

42.0

44.2

Integration
Key Integration Metrics
ESG Score

251

ESG Laggards (B-CCC) (%)

12.4

2.6

2.5

8.1

ESG Trend Positive (%)

17.9

10.9

10.8

14.8

ESG Trend Negative (%)

7.4

6.3

8.3

5.1

ESG Pillars
Environmental Score

5.5

6.1

6.0

5.9

Social Score

4.6

5.1

5.3

5.3

Governance Score

4.8

5.1

4.8

4.9

Lack of Independent Board
Majority (%)

10.2

9.3

26.6

15.5

Deviation from One Share
One Vote (%)

22.8

21.4

19.0

15.1

5.5

4.4

10.9

2.8

Key Governance Metrics

No Female Directors (%)
Values
Tobacco Producers (%)

1.3

0.0

0.0

2.9

Ties to Controversial Weapons (%)

0.8

0.0

0.0

0.0

13.3

5.0

8.0

9.3

Global Compact Compliance
Violation or Watch List (%)
Red Flag Controversies (%)
Orange Flag Controversies (%)

3.4

0.0

0.0

0.0

27.6

19.7

22.3

21.6

Source: MSCI ESG Research. Data as of 31 December 2017.

In contrast to the earlier example using the minimum-volatility factor where different ESG levels were achieved, in the case of value both the two-step and one-step
approaches achieved the same level of ESG exposure. These differing results
confirm that the one-step optimized approach allowed a pre-set of the level of ESG
integration, whereas the two-step approach offered little control over the level of
ESG improvement.
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We observed earlier that the two-step approach showed a much more significant
sacrifice ratio when combining ESG with value than the one-step approach. To
probe deeper, Exhibit 6 shows the factor breakdown and the corresponding performance contribution in the MSCI Long-Term Global Equity Model (GEMLT). We
observe that the one-step approach (right-hand side) showed a higher exposure to
the two value factors (book-to-price and earnings yield) – and a stronger contribution to excess returns during our study period.
This result confirms our finding that there was a severe trade-off between the
integration of ESG and value in the two-step approach. In contrast, the one-step
optimization approach offered an effective way to manage the trade-off between
the two signals and achieved strong levels of both ESG and value.
Exhibit 6: Factor Exposures of Combined ESG-Enhanced Value Indexes
MSCI World ESG Leaders Enhanced Value Index
-0.5

MSCI World Value ESG Target Index

0.5 Average Exposure -0.5

0

0

0.5

0

0.5

BtoP
Earn. Yield
Div. Yield
Earn. Qlty
Inv. Qlty
Beta
Size
Res. Vol.
Mid Cap
Leverage
LT Reversal
Proﬁtability
Liquidity
Earn. Var.
Growth
Momentum

BtoP
Beta
Earn. Yield
Div. Yield
Inv. Qlty
Earn. Qlty
LT Reversal
Mid Cap
Size
Leverage
Earn. Var.
Growth
Res. Vol.
Liquidity
Proﬁtability
Momentum
-0.5
Return Contribution

0

0.5

Return Contribution

Average Exposure

-0.5

Return Contribution

Average Exposure

Source: MSCI ESG Research. Data as of 31 December2017.

To conclude, the one-step approach produced strong results when integrating both
defensive and dynamic factors. In addition, the one-step approach enabled investors to add investment constraints, such as tracking-error limits and pre-setting
the level of ESG integration. In contrast, the two-step approach did not allow for
direct control over the level of ESG integration and may in some situations have
resulted in an entirely ineffective ESG-factor integration, even for factors that
were historically positively correlated with ESG.
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Active allocations
While ESG integration is in its early days, active managers can use a range of
techniques to integrate ESG in their portfolios, such as incorporating ESG characteristics into fundamental analysis and building them into systematic quantitative
models. The variety of active investment strategies poses two key challenges for
integrating ESG:
1. How to incorporate ESG into an investment strategy while preserving
the manager’s objectives.
2. How to measure and communicate the effectiveness of ESG integration.
Asset owners face a parallel set of challenges. Some focus on the manager’s ESG
integration process, asking detailed questions about the manager’s use of internal
and external ESG research, training, the knowledge of their investment staff
regarding ESG issues, and examples of where ESG factors influenced a specific
investment decision. This approach effectively delegates ESG integration to the
active manager, but can result in inconsistent or incomplete ESG integration across
different allocations.
Some asset owners are beginning to be more prescriptive in their investment policy
statements, for instance by setting a minimum ESG threshold or targeting a portfolio-wide ESG score. However, some active managers may resist such direction,
out of concern that prescriptive ESG targets may interfere with their investment
strategies and impede their ability to deliver active returns. We use securities data
of active funds and analyze the financial impact of applying an ESG overlay. We
investigate two different ESG integration strategies:
1. Minimum ESG standard: Set a minimum ESG standard by excluding the lowest
ESG-rated companies.
2. ESG momentum: Capture improving profitability and valuations by investing
in companies with improving ESG scores, or engage with portfolio companies
to improve their ESG practices.
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Data source
In this study, we focus on diversified active global and international (Global ex-US)
equity mutual funds (subsequently referred to collectively as “global funds”) for
the period from September 2003 through November 20179. Using MSCI’s Peer
Analytics data set, which contains historical holdings for over 25,000 funds, we
selected only global funds with at least 75% of assets under management (AUM)
invested in equities and with at least 85% exposure to developed markets10. Furthermore, ETFs and other index-tracking funds were excluded, as were the 5%
most extreme performance outliers. Finally, we applied a size screen: funds below
USD 1 million and above USD 500 billion in AUM were excluded from our sample11.
As a result, our data set consisted of 1,182 unique funds; as of November 2017,
there were 850 funds in our dataset with USD 951 billion in AUM.

Descriptive ESG statistics of the fund data set
Comparing the ESG profile of a broad universe of funds covering many different
investment topics and regions is quite challenging: levels of ESG integration and
ESG-related corporate disclosure standards differ significantly across regions and
industries. In addition, there are no widely accepted global reporting standards for
ESG.
First, we wanted to see whether funds in our universe had a positive or negative
tilt towards highly ESG-rated companies, and how the average tilt of the funds
was distributed. Thus, we compared how much sample funds’ ESG scores differed
from their respective benchmarks’12 ESG scores; we call the difference the active
portfolio ESG score. The distribution of average active portfolio ESG scores (measured by breaking the fund universe into four quartiles) is shown in Exhibits 7
and 8.

9

Generally, we aimed to report statistics for the longest possible subsample. For the calculation of fund
return and volatility statistics, we required at least a 5-year return history, so we report those statistics only
from September 2008. MSCI ESG score data starts in 2007, so statistics involving only ESG data could be
reported for a somewhat longer period starting in 2007.

10 In selecting the set of funds for analysis, we followed the approach used by Roisenberg et al. (2016). Lipper
reports fund strategies which include their geographical focus. The paper sought to focus on global, diversified, developed market portfolios; the two regions that correspond best were Global and Global ex US
funds. Global ex US funds are popular in the US where often there is a different manager for the US and
non-US part of the portfolio.
11 Roisenberg et al. (2016) used the same criteria in defining the eligible universe of funds.
12 We used each fund’s benchmark, as provided in the database.
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On average, the fund universe showed no active tilt to ESG and no positive or
negative ESG trend compared to the benchmark during the 10-year observation
period, implying that the typical fund in the sample was not focused on ESG characteristics. In addition, the four ESG quartiles had fairly similar ESG profiles: the
median difference between the top and the bottom quartile was 0.57 standard
deviations in terms of their ESG scores, which corresponds to only one rating
notch13.
Exhibit 7: No Active ESG Tilt or Trend Shown by Average Active Fund
Average active ESG score of funds, expressed as z-score
0.5
0.4
0.3
0.2
0.1
0
-0.1
-0.2
-0.3
-0.4
-0.5
01. Jan 07

01. Jan 09
Q1

Q2

01. Jan 11
Q3

Q4

01. Jan 13

01. Jan 15

01. Jan 17

All funds

Average ESG score difference by quartile (z-score). Funds were sorted into four quartiles based on their
active ESG score. The z-scores were calculated by dividing the fund-level active ESG score by the standard
deviation of ESG score in the MSCI World Index. Source: MSCI ESG Research. Data from January 2007 to
November 2017.

Next, we determined whether actively managed funds used ESG momentum as
an investment factor. In Chapter 1, we saw that ESG momentum could be an important contributor to portfolio performance. Exhibit 8 shows no significant difference
in exposure to ESG momentum across the four ESG quartiles, which means the
active managers in our sample universe did not, in general, use ESG momentum
as an investment factor.

13 One rating notch corresponds to an ESG z-score difference of 0.6. See Exhibit A3 in the Appendix.
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Exhibit 8: ESG Momentum not Generally Used by Active Managers
Average weight of rating change buckets
60%
50%
40%
30%
20%
10%
0%
Q1
Down

Q2
No change

Q3

Q4

Up

Time-series averages of weights of downgraded, upgraded and unchanged rating stocks by ESG tilt quartile.
Weights of these groups were calculated every month (after excluding unrated stocks), and the time-series
averages are shown. Source: MSCI ESG Research. Data from January 2007 to November 2017.

ESG and financial performance characteristics
As discussed, ESG Ratings have historically shown positive correlations to size and
quality and a negative correlation to the value factor. In this section, we sort funds
based on their active ESG scores to see how their ESG characteristics are related
to their exposures and other properties. Exhibit 9 assesses to what extent these
ESG quartiles showed exposure to these factors. For example, among the largest
tilts, we find that the lower ESG quartiles had larger exposures to small- and
mid-cap companies than the top quartile. These differences in size-related exposure, combined with the negative performance of the Size factor, and positive
performance of the Mid Capitalization factor14 over the period, explain in part the
outperformance of those funds (Exhibit 10).

14 Between January 2007 and November 2017, the GEMLT Size factor had a -6.1% cumulative performance,
while the Midcap factor had a 6.2% cumulative performance.
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Exhibit 9: Fund Exposures to Factors by ESG tilt quartile
ESG tilt quartiles
Factor
Size

Bottom

Q2

Q3

Top

All funds

-0.43

-0.22

-0.17

-0.26

-0.27

Dividend Yield

-0.24

-0.11

-0.05

-0.03

-0.11

Leverage

-0.07

-0.06

-0.07

-0.07

-0.06

Book-to-Price Ratio

-0.04

-0.03

-0.04

-0.06

-0.04

Beta

0.09

0.06

0.02

0.00

0.04

Growth

0.13

0.06

0.02

0.00

0.05

Mid Capitalization

0.15

0.08

0.05

0.05

0.08

Profitability

0.11

0.08

0.10

0.12

0.10

Time-series average of fund active exposures to selected GEMLT (Barra Global Total Equity Model for
Long-term Investors) factors before the application of the three strategies (out of 16 GEMLT factors, we
illustrate the seven factors that showed the largest exposures). Funds are sorted into four quartiles based
on their active ESG tilt. Source: MSCI ESG Research. Data from January 2007 to November 2017.

In fact, this bias towards smaller companies may (at least to some extent) explain
the differences in ESG profiles experienced by lower-rated funds: small-cap and
mid-cap companies tended to have lower ESG profiles, especially in the first half
of the sample period. On the other hand, the top ESG quartile funds experienced
a high quality tilt, which is in line with our findings that ESG and defensive factors,
such as quality, complement each other. Nevertheless, the best-performing funds
in each ESG tilt quartile (Exhibit 10) have shown very similar active returns, which
suggests their ESG tilt did not affect their outperformance. In addition, in Chapter
1 we found evidence that strong ESG characteristics were associated with lower
levels of risk. We now examine whether funds in our data set experienced better
risk characteristics in relation to their active ESG scores. We look at the distribution
of average realized volatility by average ESG scores in Exhibit 11.
Exhibit 10: Time-Series Statistics of Average Active Performance by ESG Tilt Quartile
ESG tilt quartile
Active Return (ann., %)
Average

Bottom

Q2

Q3

Top

All funds

1.02

0.70

0.79

0.46

0.74

Median

0.92

0.65

0.69

0.39

0.69

Max

2.87

2.20

2.55

2.74

2.00

Min

0.11

-0.46

0.13

-0.88

0.02

Time-series statistics of 5-year fund active performance by ESG score tilt quartile. Source: MSCI ESG
Research. Data from September 2008 to November 2017.
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Exhibit 11: Time-Series Statistics of Average Realized Volatility by ESG Tilt Quartile
ESG tilt quartile
Volatility (ann., %)
Average

Bottom

Q2

Q3

Top

All funds

18.7

18.3

18.2

18.5

18.4

Median

19.0

19.2

19.0

19.0

19.0

Max

24.1

24.0

23.2

24.0

23.6

Min

11.4

11.2

11.0

11.1

11.2

Time-series statistics of 5-year fund volatility by ESG score tilt quartile.
Source: MSCI ESG Research. Data from September 2008 to November 2017.

All ESG quartiles had relatively similar volatility profiles, possibly because there
was little difference in ESG score between the top and bottom quartiles, i.e. roughly
one rating notch. In contrast, in Chapter 1 we found that highly ESG-rated companies were associated with lower levels of risk — the difference between the
highly and poorly rated company quintiles was several ESG Rating notches15.

Integrating ESG into active portfolios
How can asset owners and active managers use ESG Ratings and ESG score changes
(ESG momentum) in their existing active allocations and portfolios? We want to
test whether the ESG integration could have enhanced the active manager’s existing alpha strategy.
Active portfolio managers can integrate ESG into their investment processes in
numerous ways. For instance, ESG can be integrated into the financial analysis of
companies, stock selection processes, portfolio construction, risk and compliance
management as well as voting and engagement. Because the financial analysis and
stock selection techniques used by active portfolio managers can be very different,
we focus our analysis on systematic ESG integration in the portfolio construction
process. Integrating ESG into other areas of the investment process offers additional
opportunities for active managers, but those areas are beyond the scope of this paper
because an in-depth understanding of each active manager’s investment approach
would be required. We want to test whether ESG integration into active equity
portfolios could have accomplished three objectives: 1) used the risk reduction signal
of ESG Ratings; 2) employed ESG momentum in the weighting scheme to enhance
performance; and 3) helped maintain the existing alpha strategy of the funds.
15 Factor performance analyses that include ESG characteristics will become more straightforward in the
pending integration of MSCI ESG Ratings into the Barra Equity model. The integration of MSCI ESG
Ratings into the Barra Equity model started with the European model in 2018.
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To do this, we overlay both MSCI ESG Ratings and ESG momentum on our data
set. We need to ensure that the ESG overlay introduces only minimal deviations
from the manager’s original portfolio in terms of industry, country and factor
allocations. We do this by neutralizing the strongest allocation biases that are
inherent in MSCI ESG Ratings16, i.e. regional biases and size biases17, as follows:
–– We standardize ESG scores by country to eliminate positive Europe and negative
US biases.
–– We apply a size adjustment18 to the country-standardized ESG score to minimize
the effect on the active portfolio’s generally observed small-cap tilt.
These adjusted ESG scores are used for our ESG integration simulation. We did
not, however, adjust ESG momentum scores, since they show much lower levels
of correlation to existing factors than ESG scores, as can be seen in Exhibit A2 in
the Appendix. The ESG integration approach that we have applied to each fund in
our universe is based on a two-step approach19:
Step 1 – Integration of ESG Ratings: Across all quartiles, we removed the lowestrated companies from each fund’s universe. We simulated an exclusion of the
bottom 10%, 20% and 30% of ESG-rated companies respectively, which represent
three degrees of ESG integration.
Step 2 – Integration of ESG momentum: After removing the lowest-rated companies,
we applied scaling factors to the constituents’ weights:

–– Constituents with positive ESG momentum received a scaling factor of two
(roughly doubling their weight).
–– Constituents with negative ESG momentum received a scaling factor of 0.5
(roughly halving their weight).
16 Melas et al. (2016).
17 Industry biases are already neutralized by using MSCI Industry-adjusted ESG scores.
18 The adjustment is the same as in Chapter 1: we regress the ESG scores on the size exposures with an intercept term. The residual from this regression is used as the size-adjusted ESG score.
19 We used an overlay approach to integrating ESG in our simulation. However, in Part 2 of the original series
from which this analysis was taken, we saw that a one-step approach often achieved superior results, both
from a risk and a return perspective. As we noted, a one-step approach can help manage potential tradeoffs between the existing alpha strategy of the active manager and ESG integration. However, in our simulation, we were restricted to applying a simple ESG overlay (using factor-neutralized ESG scores) instead of
using potentially more powerful optimization techniques because we lacked access to the funds’ individual
factor and stock-picking processes.
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–– All other constituents had a scaling factor of one (keeping the same weight).
After scaling the weights by the respective scaling factors, the sum of all weights
was renormalized to one.
In essence, this integration approach would have reduced the ESG risk (by excluding the lowest-rated companies), employed ESG momentum in the weighting
scheme to enhance performance, and neutralized factor exposure of ESG scores,
helping maintain the existing alpha strategy of the funds. Next, we checked to see
if this ESG integration approach was successful. We examined the effect on the
funds’ financial performance and risk profile as well as the impact on the active
managers’ factor strategies. Instead of dividing funds into quartiles based on their
ESG tilt, we classified them based on their realized 5-year active returns.
Exhibit 12: Average Change in ESG Z-score by Fund Active Return Quartile
Change in 5-year active return (%)
0.35
0.30
0.25
0.20
0.15
0.10
0.05
0.00
-0.05

10% 20% 30%

10% 20% 30%

10% 20% 30%

10% 20% 30%

Bottom

Q2

Q3

Q4

Exclusion

Momentum tilt

Exclusion + tilt

Exclusion
10% 20% 30% level
All funds

Original
active return

Time-series average of change in ESG z-score after the application of the three strategies. Funds are sorted
into four quartiles based on their 5-year active returns before the application of the simulated overlays.
Source: MSCI ESG Research. Data from September 2008 to November 2017.

First, we assessed how ESG integration would have affected the returns of active
managers. Did ESG integration have a different impact on the ESG scores of betteror worse-performing managers? Exhibit 12 shows that integrating ESG would have
led to a fairly uniform increase of about half a rating notch in the average ESG
z-score level at the 10% exclusion level and about one full rating notch at the 30%
exclusion level. We also see that the improvement in the average score was entirely
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driven by the exclusion of the lowest-rated companies, whereas the impact of the
ESG momentum tilt was negligible.
Next, we analyzed the effect of our ESG overlay on the funds’ return and risk
characteristics. Returns improved substantially as the level of ESG integration
increased across all active return quartiles: the best return by far was achieved
when the worst 30% of ESG-rated companies were excluded (Exhibit 13). The return
improvement was fairly stable across the second to fourth quartiles, but it was
slightly weaker in the lowest active return quartile. Both steps – the exclusion of
the bottom-rated companies and the tilt towards ESG momentum – contributed to
improved performance.
Exhibit 13: Average Change in Active Return by Active Return Quartile
Change in 5-year volatility (%)
0.10
0.05
0.00
-0.05
-0.10
-0.15
-0.20

10% 20% 30%

10% 20% 30%

10% 20% 30%

10% 20% 30%
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Q3

Q4
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Momentum tilt

Exclusion + tilt

Exclusion
10% 20% 30% level
All funds

Original
active return

Time-series average change in 5-year fund active returns after the application of the three strategies. Funds
were sorted into four quartiles based on their 5-year active returns before the application of the simulated
overlays. Source: MSCI ESG Research. Data from September 2008 to November 2017.

Now we turn to how fund risk, as measured by volatility, was affected by different
levels of ESG integration. The overall risk profile of funds improved with the level
of ESG integration, except for the top quartile where there was a slight increase
in volatility. Excluding the lowest-rated companies provided the main contribution
to risk reduction; the tilt towards ESG momentum had a relatively small effect
(Exhibit 14).
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In short, integrating ESG using both ESG Ratings and ESG momentum improved
both risk and performance characteristics across our entire universe of close to
1,200 funds during the study period. These findings were in line with those in
Chapter 1. While the exclusion of the lowest-rated companies both enhanced performance and reduced risk, the tilt towards ESG momentum mainly aided performance. In addition, the results were fairly stable across the four active return
quartiles, meaning that the success of ESG integration did not depend on the type
of alpha strategy.
Exhibit 14: Average Change in Volatility by Active Return Quartile
Change in ESG z-score
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Exclusion
10% 20% 30% level
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Original
active return

Time-series average change in 5-year fund volatilities after the application of the three strategies. Funds
are sorted into four quartiles based on their 5-year active returns before the application of the simulated
overlays. Source: MSCI ESG Research. Data from September 2008 to November 2017.

Finally, we examined to what extent the ESG overlay would have changed the
funds’ exposure to common factors (Exhibit 15). In general, integrating ESG had a
fairly moderate effect on active factor exposures. In particular, the use of size-neutralized scores effectively preserved the existing size allocation of the active managers. Our ESG overlay did not impair the active managers’ ability to generate alpha
from factors. At the same time, integrating ESG would have improved risk-adjusted
returns during our study period.
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In summary, the improvement in risk-adjusted returns that we observed in active
funds may provide a fruitful avenue for asset owners and asset managers to better
exploit the full financial benefits of ESG Ratings.
Exhibit 15: Factor Fund Exposure per active return quartile before and after ESG
ESG tilt quartiles
Bottom

Q2

Q3

Top

All funds

Size before

Factor

-0.24

-0.16

-0.21

-0.35

-0.24
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-0.34

-0.23

-0.27
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-0.31

Dividend Yield before

-0.07

-0.09

-0.14

-0.24

-0.13

Dividend Yield after

-0.09

-0.10

-0.14

-0.26

-0.14

Leverage before

-0.04

-0.05

-0.08

-0.13

-0.07

Leverage after

-0.07

-0.08

-0.10

-0.16

-0.09

0.02

0.00

-0.06

-0.16

-0.05

Book-to-price before
Book-to-price after

-0.01

-0.05

-0.10

-0.18

-0.08

Momentum before

-0.02

0.03

0.07

0.12

0.05

Momentum after

-0.02

0.04

0.08

0.13

0.05

0.04

0.04

0.07

0.14

0.06

Growth before
Growth after

0.05

0.05

0.09

0.16

0.08

Mid Capitalization before

0.07

0.06

0.08

0.12

0.08

Mid Capitalization after

0.08

0.08

0.10

0.13

0.10

Profitability before

0.04

0.06

0.12

0.22

0.11

Profitability after

0.09

0.12

0.18

0.25

0.15

Time-series average fund active exposures to selected GEMLT factors before and after the application of
the three strategies (out of 16 GEMLT factors, we show the seven that showed the largest exposures). Funds
are sorted into four quartiles based on their 5-year active returns before the application of the simulated
overlays. Source: MSCI ESG Research. Data from September 2008 to November 2017.

Conclusion
Strong ESG profiles have historically been associated with lower levels of risk and
better risk-adjusted returns, providing the main rationale for integrating ESG into
equity allocations. In this chapter we examined how asset owners and asset managers may have been able to combine ESG with factor-based and active portfolios
while preserving their investment strategies. Evaluating the trade-off between
adding ESG exposure and maintaining existing portfolio factor exposures is a
critical part of the analysis.
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For factor-based portfolios, we first addressed the expected trade-offs between
ESG and factor exposures. ESG has shown positive correlations to defensive factors,
such as minimum volatility, and thus the trade-off was fairly mild. However, we
observed a negative correlation between ESG and dynamic factors such as value;
therefore the trade-off may have to be managed carefully when combining ESG
with these factors.
We described two ways of creating approaches that combine ESG with factors.
First, a two- step approach can be used where a standard factor overlay is applied
to an existing best-in-class ESG index. This approach is very easy to understand
as it combines existing standard index methodologies. However, it does not minimize the ESG-factor trade-off. In addition, the two-step approach is less robust
than the one-step approach, since its two sub-steps may offset each other or may
lead to highly concentrated or factor-biased results.
For dynamic factors such as value, where the trade-off between ESG and the factor
may be stronger, a one-step approach may be more appropriate. In the one-step
approach, an optimizer minimizes the sacrifice in factor exposure per unit of ESG
integration. This approach was effective with both defensive and dynamic factor
indexes, without causing significant reductions in factor returns.
Active strategies are typically more diverse than strategies that aim to replicate
indexes, especially in terms of the regional coverage and systematic equity factor
exposures they apply. All the same, our example shows that applying an ESG integration overlay would have improved their risk and return characteristics over a
10-year period. Using close to 1,200 global equity funds, we showed that applying
an ESG overlay using both ESG Ratings and ESG momentum improved risk characteristics and risk-adjusted returns for the majority of funds.
In short, we found that three basic ESG integration methodologies — ESG best-inclass selection, ESG weight-tilting and portfolio optimization with an ESG improvement constraint — suggested ways that institutional investors could have used
MSCI ESG Ratings to improve the risk profile and risk-adjusted returns in factor-based and active allocations.
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Appendix
Ratings overview
Exhibit A1: MSCI ESG Rating Classes with Leading, Average and Lagging Companies
AAA

AA

A

Leader

BBB

BB

B

Average

CCC

Laggard

Exhibit A2: Correlations between ESG Momentum and Common Factors in MSCI
World (equal weighted)
Factor
Beta
Momentum
Size
Earnings Yield
Residual Volatility

Correlation

Factor

-0.02
0.02

Correlation

Leverage

0.00

Liquidity

-0.01

-0.02

Mid Capitalization

0.03

0.01

Earnings Quality

-0.03

Investment Quality

-0.01

-0.03

Growth

0.00

Profitability

Dividend Yield

0.00

Earnings Variability

-0.04

-0.03

Long-Term Reversal

-0.02

Book-to-Price Ratio

0.03

Source: MSCI ESG Research. Data from September 2008 to November 2017.

Exhibit A3: Time-Series Statistics of ESG Score Tilt Averages by ESG Tilt Quartiles
ESG tilt quartiles
ESG score tilt, z-score

Bottom

Q2

Q3

Top

All funds

Average

-0.28

-0.08

0.05

0.29

0.00

Median

-0.26

-0.07

0.05

0.30

0.00

Max

-0.21

-0.04

0.09

0.41

0.03

Min

-0.40

-0.13

0.00

0.22

-0.05

Time-series averages of various ESG tilt characteristics by ESG tilt quartile. Funds were sorted into four
quartiles based on their active ESG score. The z-scores were calculated by dividing the fund-level active
ESG score by the standard deviation of ESG score in the MSCI World Index. Average, median, maximum
and minimum active ESG scores were calculated every month for the four quartiles, and the table shows
the time series average. Source: MSCI ESG Research. Data from September 2008 to November 2017.
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Executive summary
Recent studies by MSCI ESG Research continue to show a historical link between
criteria (ESG) and stronger corporate financial performance. The latest such study,
“Foundations of ESG Investing1” examines how ESG correlated to the valuation
and performance of companies, both through their systematic profile (lower cost
of capital and higher valuations) and their idiosyncratic risk profile (higher profitability and lower exposure to tail risk). However, investors may still question
whether this positive relationship between ESG and stronger financial characteristics, such as operating margins, asset turnover ratios, return on invested capital
(ROIC), or economic spread, simply shows the connection between ESG and
improved financial performance as opposed to providing new insights.
In this paper, we apply an ESG filter to a highly selective universe of 100 companies
that have already been screened for value creation as measured by ROIC, economic
spread, margins, and asset turnover ratio. We found that, over the last five years2,
companies with higher ESG Ratings exhibited higher average returns on invested
capital, compared to companies with lower ESG Ratings. They were also valued at
a premium over their other top-performing peers with lower ESG Ratings.
Contrary to conventional wisdom, the main additional value of our ESG Ratings
did not come from our governance assessment in this case, but rather from how
well these firms managed their industry-specific environmental and social risks,
which varied considerably across different business models.

1

Giese, G., Lee, L.-E., Melas, D., Nagy, Z., and Nishikawa, L. (2017) Foundations of ESG investing, Part 1:
How ESG affects Equity Valuation, Risk and Performance. MSCI.

2

This study uses historical data over a limited period of time. The five year period was selected because the
MSCI ACWI universe has ESG data starting in 2012/2013. As per Appendix 6, 28 of these 100 companies
only had five years of ESG data available as they are EM companies. From this list of companies we have
excluded Tobacco. Performance over a longer time period may differ considerably due to a number of
factors. Past performance is not indicative of future results, which may also differ considerably.
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Introduction: what is value creation?
At its heart, economic value creation for shareholders can be assessed as the difference between a company’s cost of capital and its return on invested capital
(ROIC). A company with ROIC that exceeds its cost of capital is creating value, while
one with returns equal to or below the cost of capital is not.
The ability to create value for shareholders often requires that management maintain a sustainable competitive advantage, to shield the firm’s profitability from
competitive pressures over time. Competitive advantage can take multiple forms,
ranging from superior products and customer loyalty to network effects and
switching costs. Might it also include effective management of ESG risks and opportunities? To test this hypothesis, we analyzed 100 MSCI ACWI Index constituent
companies with above-average value creation, as defined above, in industries that
have been highly profitable over the last ten years. Corporate profitability may be
closely tied to industry dynamics, but within each industry it is possible to identify
companies that outperform or underperform relative to their industry peers.

The ESG advantage
Amongst a universe of companies that have generated substantial value for their
shareholders over the last decade (Jan. 2007–Dec. 2017), we found that companies
with strong management of industry-specific ESG risks and opportunities outperformed peers with poorer management of those same ESG risks and opportunities
over the five-year period from Jan. 2013 to Dec. 2017.
To identify our initial universe of top-performing companies we looked at average
ROIC figures by sector (2007 to 2017) for the MSCI ACWI Index. Consumer Staples,
Information Technology, Health Care, and Consumer Discretionary stood out with
sustained average ROIC figures well above the global average. Within these sectors,
we identified industries with the highest spread of ROIC above the sector average
cost of capital over the last ten years: Household Products, Personal Products,
Internet Software & Services, IT Services, Health Care Technology, Health Care
Equipment, Textiles, Apparel & Luxury Goods, Multiline Retail, Hotels, Distributors
and Food & Staples Retailing.
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Finally, we zeroed in on the five of these that had best-in-class margins and the
most efficient balance sheets (high asset turnover ratio): Household Products, Personal Products, IT Services, Health Care Technology and Textiles, Apparel & Luxury
Goods (see appendices, 1, 2 and 3 for more details about this selection process).
Amongst this group we found it was possible to differentiate further by adding an
ESG Ratings overlay. After breaking down this group of 100 companies into quintiles based on the industry-adjusted scores underlying their MSCI ESG Ratings 3,
we found that, over the last five years, the companies in the top quintile, with the
best ESG Ratings, exhibited superior valuations (Exhibit 1) and higher ROICs
(Exhibit 2) when compared to companies in the bottom quintile, with the worst
ESG Ratings of this group.
Exhibit 1: Price to Book (x)
The chart shows the difference in average price-to-book (x) values between the
top 20 companies and the bottom 20 companies in the analytical sample by industry-adjusted score in each year from 2013–2017.
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Source: MSCI ESG Research, Thomson Annual Data, Data as of December 2017.

3

The score is calculated by normalizing the Weighted Average Key Issue Score to the Industry peer set,
adjusted to reflect any Ratings Review Committee overrides; see the ESG Ratings Methodology for details.
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Exhibit 2: Return on invested capital (%)
The chart shows the difference in average ROIC (%) values between the top 20
companies and the bottom 20 companies in the analytical sample by industry-adjusted score in each year from 2013–2017.
ROIC (%)
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Source: MSCI ESG Research, Thomson Annual Data, Data as of December 2017.

Within this narrow universe of companies with high returns, high margins, and
strong balance sheet efficiency, the companies with the best ESG Ratings – i.e.
those most effectively managing the ESG risks and opportunities to which they
are exposed – had better returns and commanded higher valuations. In contrast,
the companies with the worst ESG Ratings – i.e. those doing the poorest job of
managing material ESG risks and opportunities – had a lower relative price-to-book
ratio on average and lower relative returns. ESG analysis, based on our ESG Ratings,
helped identify and differentiate the companies within this group.
Not just governance
While our top quintile companies had slightly better governance scores than their
bottom quintile peers, over the course of five years, the differences were generally
small (Exhibit 3). Environmental and social score differences (Exhibit 4) were much
greater.
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Exhibit 3: Governance Pillar Scores
This chart shows the average annual corporate governance score for the top and
bottom quintile companies. Both tended to exceed the average for MSCI ACWI
Index companies, but the top quintile group was only marginally above the bottom
quintile group.
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Source: MSCI ESG Research. Data as of December 2017.

Exhibit 4: Environmental and Social Pillar Scores
The chart shows the difference in average environmental and social pillar scores
from 2013–2017 for the top and bottom quintile companies in the analytical set.
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Source: MSCI ESG Research. Data as of December 2017.
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Social Pillar Scores
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Source: MSCI ESG Research. Data as of December 2017.

As per Exhibit 5, the environmental and social pillar scoring differences between
the top and bottom ESG Rating quintiles were much greater than the governance
pillar differences, indicating that these were the more important issues underlying
the performance differences we found between these two groups. This was likely
due to the fact that the governance pillar scores for all of the companies in this
group were relatively high, as would be expected of companies meeting the initial
high performance screens by which this group was defined.
Exhibit 5: Delta % between Top and Bottom Quintile within the Three Pillar Scores
The chart shows the percentage difference in average environmental, social and
governance pillar scores from 2013–2017 for the top and bottom quintile companies
in the analytical set.
120%
100%
80%
60%
40%
20%
0%
2013
Environmental %

2014

2015

Social %

Source: MSCI ESG Ratings. Data as of December 2017.
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Who stands out?
What does better or worse management of environmental and social risks and
opportunities look like? It depends on the industry. For companies in household
and personal products, such as L’Oréal or Hengan, key risks stem from product
contents and sourcing (collectively, 58% of the ESG Rating) with higher-rated companies demonstrating an ability to manage issues like the safety of chemical ingredients, the upstream carbon intensity of raw materials and supplies, and the operational and reputational risks associated with key raw materials4. For example,
companies reliant on palm oil, which goes into many cosmetics (among other things)
may see higher costs as they shift towards purchasing certified palm oil that is
produced more sustainably. In addition, as certification and labeling schemes are
still in the process of establishing common protocols, some companies have enjoyed
the ambiguity of definitions by claiming entire product lines as “natural” without
evidence of significant use of organic ingredients or reduced artificial ingredients.
This could lead to lawsuits for deceptive marketing of the products.
In contrast, for IT consulting and services companies like Accenture or Fidelity
NIS, privacy and data security and human capital development are some of the
most financially relevant issues, together accounting for nearly half the ESG
Rating5. Levers like employee engagement channels and professional development
programs often correlate to higher employee productivity, while data breaches can
require costly remediation and lead to loss of customer confidence.
Exhibit 6: Top and Bottom Companies by Industry
This table shows the ESG Ratings for the top and bottom-scoring companies from
each industry, plus brief summaries of their key ESG strengths and weaknesses.
Rating

Commentary

Household & Personal Products
L’Oreal

AAA

L’Oreal already sources all its palm oil products from
suppliers with Roundtable on Sustainable Palm Oil
(RSPO) certification. The company has also updated
the evaluation and selection score card for its suppliers of palm oil and derivatives.

Hengan International

CCC

Hengan has no formal commitment or monitoring
capabilities to source paper pulp from certified sustainable suppliers.

4

See MSCI ESG Ratings industry report for Household & Personal Products for further discussion.

5

See MSCI ESG Ratings industry report for Software & Services for further discussion.
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Rating

Commentary

Accenture

AAA

Accenture has adopted an innovation-led approach,
with R&D and incubation programs in key locations.
These labs support clean tech developments, such as
smart grid and intelligent infrastructure as well as
development of its human capital by offering diverse
talent development pipelines.

FIDELITY NIS

BB

Fidelity National Information Services (Fidelity NIS)
demonstrates only average employee benefit
initiatives and development programs to mitigate
risks related to employee management.

ADIDAS AG

AAA

In 2016, Adidas surpassed most of its goals, including
carbon reduction, certified materials scouring and
hazardous chemical phase-out, and set new targets
for 2020.

RALPH LAUREN
CORPORATION

CCC

Ralph Lauren remains exposed to the risk of higher
input costs as a result of fluctuating energy prices,
reformulation costs due to changing chemical
regulation, and stakeholder scrutiny over its
sourcing practices.

IT Consulting & Services

Textiles & Luxury

Source: MSCI ESG Ratings. Data as of February 5, 2018.

Conclusion
We found that companies with strong ESG risk management rose to the top of an
already historically high performance group. Companies with strong MSCI ESG
Ratings exhibited a higher return on invested capital and price-to-book multiple
even among the strongest-performing companies. ESG Ratings provided an additional layer of information about the relationship between ESG performance and
financial performance during this five-year span. Most of this ESG outperformance
was driven by management of social and environmental risks and opportunities,
as there was relatively little variation in governance scores among this group of
high-quality companies. Our environmental and social scores provided an industry-specific overlay investors may use to further differentiate outperforming companies.
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Appendix 4: ESG Research methodology overview
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Appendix 5: Key Issue selection and weight
To select Key ESG Issues for each industry and determine weights, we combine (1)
the level of contribution of the industry to a given environmental or social externality and (2) the expected time frame for risks/opportunities to materialize. For
more details on the methodology, see the ESG Ratings Methodology Document.
The matrices below show these determinations for 2017 for the industries highlighted in this paper. See the relevant industry reports for further discussion.
Household Products
Short Term
(<2 years)
Chemical Safety (22%)

Medium Term
(2–5 years)

Opportunities in
Nutrition & Health (22%)
Product Carbon
Footprint (17%)

Long Term
(>5 years)

Corporate
Governance (22%)

Raw Material
Sourcing (17%)

Low Contribution

Moderate Contribution

High Contribution

Application Software, Systems Software,
& IT Consulting & Other Services
Short Term
(<2 years)
Medium Term
(2–5 years)

Carbon Emissions
(5%)

Opportunities in Clean Tech
(24%)
Privacy & Data Security (24%)
Human Capital
Development (24%)

Long Term
(>5 years)

Corporate
Governance (23%)

Low Contribution
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Moderate Contribution

High Contribution
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Apparel, Accessories & Luxury Goods, Footwear, Textiles
Short Term
(<2 years)
Chemical Safety (22%)

Medium Term
(2–5 years)

Labor Management (22%)
Product Carbon Footprint (17%)

Long Term
(>5 years)

Raw Material Sourcing (17%)

Low Contribution

Moderate Contribution

Corporate
Governance (22%)

High Contribution

Source: MSCI.

Appendix 6: 100 stocks included in the analysis
Company

SEDOL

ACCENTURE PUBLIC LIMITED COMPANY

B4BNMY3

ADIDAS AG

4031976

ALLIANCE DATA SYSTEMS CORPORATION

2762030

AMADEUS IT GROUP SA

B3MSM28

AMOREPACIFIC Group

6665931

ANTA SPORTS PRODUCTS LIMITED

B1YVKN8

ASICS Corporation

6057378

ATOS SE

5654781

AUTOMATIC DATA PROCESSING, INC.

2065308

Beiersdorf Aktiengesellschaft

5107401

BROADRIDGE FINANCIAL SOLUTIONS, INC.

B1VP7R6

BURBERRY GROUP PLC

3174300

CAPGEMINI SE

4163437

CCC SPOLKA AKCYJNA

B04QR13

CERNER CORPORATION

2185284

CHURCH & DWIGHT CO., INC.

2195841

CIELO S.A.

B614LY3

COGNIZANT TECHNOLOGY SOLUTIONS CORPORATION

2257019

COLGATE-PALMOLIVE COMPANY

2209106

COMPAGNIE FINANCIERE RICHEMONT SA

BCRWZ18

COMPUTERSHARE LIMITED

6180412

DABUR INDIA LIMITED

6297356

DIGITAL REALTY TRUST, INC.

BKXH1N7

DXC TECHNOLOGY COMPANY

BYXD7B3

Eclat Textile Co Ltd

6345783

EQUINIX, INC.

BVLZX12

Feng Tay Enterprises Co Ltd

6336055
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Company

SEDOL

FIDELITY NATIONAL INFORMATION SERVICES, INC.

2769796

FISERV, INC.

2342034

FLEETCOR TECHNOLOGIES, INC.

B4R28B3

FORMOSA TAFFETA CO.,LTD

6348588

FUJITSU LIMITED

6356945

GARTNER, INC.

2372763

GLOBAL PAYMENTS INC.

2712013

GODREJ CONSUMER PRODUCTS LIMITED

B1BDGY0

GROUPE CGI INC.

2159740

HANESBRANDS INC.

B1BJSL9

HCL TECHNOLOGIES LIMITED

6294896

Hengan International

1044

Henkel AG & Co. KGaA

5002465

HERMES INTERNATIONAL S.C.A.

5253973

HINDUSTAN UNILEVER LIMITED

6261674

HUGO BOSS AG

B88MHC4

INFOSYS LIMITED

6205122

INTERNATIONAL BUSINESS MACHINES CORPORATION

2005973

IRON MOUNTAIN INCORPORATED

BVFTF03

JACK HENRY & ASSOCIATES, INC.

2469193

Kao Corporation

6483809

KERING S.A.

5505072

KIMBERLY-CLARK CORPORATION

2491839

Kimberly-Clark de Mexico, S.A.B. de C.V.

2491914

KOSE Corporation

6194468

LEIDOS HOLDINGS, INC.

BDV82B8

LES VETEMENTS DE SPORT GILDAN INC.

2254645

LG HOUSEHOLD & HEALTH CARE LTD

6344456

LI & FUNG LIMITED

6286257

Lion Corporation

6518808

L’OREAL S.A.

4057808

LPP SA

7127979

LULULEMON ATHLETICA INC.

B23FN39

LUXOTTICA GROUP SPA

4800659

LVMH MOET HENNESSY LOUIS VUITTON SE

4061412

MARICO LIMITED

B1S34K5

MASTERCARD INCORPORATED.

B121557

MICHAEL KORS HOLDINGS LIMITED

B7341C6

NATURA COSMETICOS S.A.

B014K55
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Company

SEDOL

NIKE, INC.

2640147

Nomura Research Institute, Ltd.

6390921

NTT DATA CORPORATION

6125639

OTSUKA CORPORATION

6267058

PANDORA A/S

B44XTX8

PAYCHEX, INC.

2674458

PAYPAL HOLDINGS, INC.

BYW36M8

Pola Orbis Holdings Inc

B5N4QN8

Pou Chen Corporation

6696157

PT Unilever Indonesia Tbk

6687184

PVH CORP.

B3V9F12

RALPH LAUREN CORPORATION

B4V9661

RECKITT BENCKISER GROUP PLC

B24CGK7

RUENTEX INDUSTRIES LIMITED

6758422

SABRE CORPORATION

BLLHH27

SAMSUNG SDS CO.,LTD.

BRS2KY0

SHENZHOU INTERNATIONAL GROUP HOLDINGS LIMITED

B0MP1B0

Shiseido Company, Limited

6805265

SPECTRUM BRANDS HOLDINGS, INC.

B3MYPN8

TATA CONSULTANCY SERVICES LIMITED

B01NPJ1

TECH MAHINDRA LIMITED

BWFGD63

THE ESTEE LAUDER COMPANIES INC.

2320524

THE PROCTER & GAMBLE COMPANY

2704407

The Swatch Group AG

7184725

THE WESTERN UNION COMPANY

B1F76F9

TOTAL SYSTEM SERVICES, INC.

2897697

TravelSky Technology Ltd

6321954

UNDER ARMOUR, INC.

B0PZN11

UNICHARM CORPORATION

6911485

UNILEVER PLC

B10RZP7

V.F. CORPORATION

2928683

VISA INC.

B2PZN04

WIPRO LIMITED

6206051

WORLDPAY GROUP PLC

BYYK2V8

Source: MSCI.
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Executive summary
Industry researchers and practitioners have become increasingly sophisticated in
determining how integrating best-in-class environmental, social and governance
(ESG) signals can impact portfolio exposures to traditional financial factors with
an aim to reduce portfolio risk, and produce higher risk-adjusted returns over the
medium to long term. Similarly, the broad effects of excluding entire business lines,
typical of the more traditional values-aligned of a socially responsible portfolio,
are also generally understood. However, little research has been done on the performance implications of exclusions based on alleged corporate wrongdoing, though
such exclusions are common. In this study, we investigate the risk and return
impact of excluding companies involved in events negatively impacting stakeholders, testing three model portfolios with increasingly stringent criteria. Our universe
for analysis consists of constituents of the MSCI World Index, which represent
approximately 1,600 large and mid-cap public companies in developed markets,
over the sample period of February 2007 through June 2017. We found that exclusions of the worst types of corporate wrongdoing had a mildly positive effect on
returns but that, beyond this, as exclusions increased, so did tracking error. Returns
were also negatively impacted by more sweeping exclusions. For a given level of
severity, larger companies had lower stock-specific returns on average than their
smaller peers. The smallest stocks with alleged wrongdoing outperformed the
average MSCI World stocks of similar size, indicating that over this period smaller
companies were not penalized in their stock price by the occurrence of moderate
or even severe events.

Introduction
In recent years, institutional investors have increasingly directed capital to investments that take into account environmental, social and governance (ESG) factors1.
The dominant practices in ESG investing have typically fallen along two lines. The
more traditional approach tries to align a portfolio with investors’ ethical or social
values by excluding companies whose business model or behavior contravene
those professed values. To achieve values-alignment, portfolios are typically constructed to exclude companies involved in certain lines of business (e.g. tobacco or

1

For example, signatories to the United Nations Principles for Responsible Investments have grown to
number over 1,700 institutions, accounting for over USD 90 trillion in assets. https://www.unpri.org/.
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controversial weapons) or that have faced serious allegations of wrongdoing (e.g.
human rights violations or environmental degradation). A more recent approach
takes a risk or performance focus and aims to improve a portfolio’s long-term
risk-adjusted returns by integrating select ESG factors that could impact the risks
and opportunities of portfolio companies. To achieve better long-term returns,
investors typically use ESG signals in portfolio construction that are specifically
aimed at capturing industry best-in-class performers, such as industry-relative
ESG Ratings.
Industry researchers and practitioners have become increasingly sophisticated
about how integrating best-in-class ESG signals can impact portfolio exposures to
traditional financial factors, such as value, quality, or volatility (e.g. Northern Trust,
2016; Melas et al, 2016). There is also a growing body of research suggesting that
integrating ESG factors has historically reduced portfolio risk, and produced higher
risk-adjusted returns over the medium- to long-term (e.g. Nagy et al, 2016; Dunn
et al, 2017; Chaudhry, 2016; Hitchens et al, 2015). Similarly, the broad effects of
excluding entire business lines, typical of values-alignment methods, are also generally understood, inasmuch as this approach often leads to notable industry skews
and, depending on the scope of exclusion, may hurt performance (e.g. Kacperczyk
and Hong, 2009); at minimum, no performance gain is expected from it.
Less is known about the performance implications of incorporating exclusions
based on alleged wrongdoing, though this approach is commonly deployed in realworld portfolios that profess to invest with ESG principles. In contrast to the more
straightforward best-in-class and industry- or business-line exclusions, investors’
aims for excluding companies implicated in alleged wrongdoing are often less
straightforward. There are three main rationales, and individual investors often
cite more than one in choosing to exclude alleged corporate wrongdoers from their
investments:
1. Ethical reasons – An unwillingness to hold stocks in companies whose behavior crosses non-negotiable ethical lines.
2. Reputational risk – Concerns that holding stocks of alleged wrongdoers could
harm the investor’s reputation or raise uncomfortable questions from stakeholders.
3. Performance risk – A belief that companies facing allegations of serious wrongdoing may experience prolonged poor performance following the allegations
and/or that such allegations indicate underlying problems at the company.
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This multiplicity of rationales is driven in part by the fact that alleged wrongdoing
comes in many flavors. These are event-based incidents, some of which may be
more directly financial, such as accounting irregularities, paying bribes, or major
product recalls. But often the financial impact of these events is either uncertain
in scope or negligible in relation to the size of a company. Examples include labor
disputes, health and safety problems, and toxic spills. The severity of wrongdoing
varies as well, with a range of possible negative impacts on stakeholders. Finally,
not all allegations of wrongdoing receive equal public attention or elicit equal public
backlash, which could also influence the effects on a company’s financials (Kölbel
et al, 2017).
Companies are not a uniform category either: some may be better equipped to
manage controversial events, or certain types of controversial events, than others.
For example, smaller companies could have fewer resources or less capacity than
larger ones to absorb negative fallout. Or, conversely, smaller companies may not
attract as much public or stakeholder attention to controversial incidents as larger
ones, thereby avoiding potential costs to rectify the situation or rebuild their reputation.
From the perspective of portfolio construction and performance, if the exclusion
of companies involved in alleged wrongdoing is more akin to making ethics-based
exclusions, or is done largely to protect the investor’s reputation, we might anticipate a negative performance impact (though if we assume that such events are
largely idiosyncratic, we would not expect to see the sector biases introduced by
business activity exclusions). On the other hand, if wrongdoing presents a risk that
weighs on a company’s financial prospects, we would expect to see some positive
portfolio performance effects from excluding such companies. To date little
research has been done to disaggregate the effects of wrongdoing-based exclusions
on portfolio performance over time and to understand how these exclusions contribute to under- or out-performance.
In this paper, we investigate three main questions:
1. To what extent do exclusions that are highly company-specific and event-based
impact the sector, country, and factor/style skews of a portfolio, i.e. result in
unintended bets?
2. To what extent do these effects change with the severity of the wrongdoing?
3. Does size matter as to how companies financially weather an incident of wrongdoing?
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To investigate these questions, we analyzed the effects of excluding increasingly
large selections of stocks based on the severity of wrongdoing in which they had
been implicated. We found that exclusion of a small number of stocks involved in
the most severe events had a moderately positive effect on portfolio returns over
our sample period. Increasing the number of stocks excluded – expanding to include
implications in less severe wrongdoing – quickly increased tracking error and led
to a number of unintended systematic bets and deterioration of realized active
returns. In an analysis of stock-specific performance among excluded companies,
we found that smaller companies accused of wrongdoing tended to have more
positive returns over the study period than larger companies with the same level
of alleged wrongdoing. This suggests that smaller firms may have paid a smaller
performance penalty when they got into trouble.

Data and methods
To study the effect of excluding corporate wrongdoers, we constructed three model
portfolios. We began with simple market cap-weighted portfolios based on the
MSCI World Index. We then applied increasingly stringent exclusion criteria to
each portfolio based on severity of wrongdoing. For this we used the MSCI ESG
Controversies research. Our analysis focuses on risk and return aspects of these
exclusion-based portfolios from February 2007 through June 20172.

Data
MSCI ESG Controversies research defines a controversy as an incident or ongoing
situation in which a company faces allegations of negatively impacting stakeholders3 via some type of wrongdoing. While public data and media reporting are
essential sources of information, the aim of ESG Controversies research is to objectively assess the severity of the negative impact of each event or situation, rather
than the extent of negative press attention or public opprobrium. As such, no
distinction is made in the data between incidents with equivalent negative impact
on stakeholders even if the reach or volume of reporting on those incidents is
dramatically different. The emphasis of the research methodology is on accurately
assessing the on-the-ground impact of the event. In addition to the sources of
2

Exclusions were updated monthly based on the most recent controversy scores.

3

Depending on the nature of the controversy, relevant stakeholders may include customers, workers, communities, the environment, shareholders, or society at large. See Appendix 1 for the full list of controversy
categories.
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information that are monitored, the research process entails that companies are
provided the opportunity to review controversies cases attributed to them and to
provide factual updates related to each incident.
Controversies are classified as Very Severe, Severe, Moderate, or Minor according
to a rules-based matrix that gauges two dimensions of each case: the scale of the
negative impact (e.g. number of injuries, size of geographic area affected, etc.) and
nature of the negative impact (e.g. death or irreparable damage versus minor procedural failing, etc.). The severity assessment is accompanied by an assessment of
whether the case is ongoing or concluded, and whether it represents a structural
failing at the company. A 0–9 score is derived formulaically from these factors
with the score of 10 being reserved for instances where there is no wrongdoing
alleged. A company’s overall score, which we used as the exclusion criteria in
portfolio construction, is determined by its most severe case. The overall score for
a company is hence driven by the lowest score associated with any case and is not
affected by multiple cases of varying severity (see Appendix 1 for the category
list).
Sources are monitored continuously and consist of government databases (e.g. US
Environmental Protection Agency, Food & Drug Administration, and equivalent
agencies in other countries), NGOs (e.g. Amnesty International, Natural Resources
Defense Council), and thousands of news media sources in several languages spanning the globe, all of them vetted for reliability. Controversies are logged and
assessed when they first appear in any of the monitored public information sources.
They are subsequently updated as additional information becomes available. They
can remain active for several years depending on how they develop and whether
and how they are resolved. The intent of the data set is to identify and track situations where wrongdoing is alleged and then provide an objective and consistent
assessment of how serious the negative impact is.
New information about an instance of alleged wrongdoing may result in a change
in the assessment and consequently the score. For example, if the death toll in a
factory accident grows larger in the days or weeks following the initial report of
the event, the severity assessment could be changed, for example from Moderate
to Severe. Similarly, new information indicating high-level executive involvement
in a controversy could shift the assessment. And finally, as lawsuits are settled or
situations resolved, the status of a case may change from ongoing to concluded,
also affecting the score. Changes in the scores are published daily.
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Exhibit 1 shows the weight of various score segments in the MSCI World Index
over the study period. The most severe cases represented less than 10% of the
index market capitalization throughout the sample period, hitting a peak around
2012 and 2013. Expanding the criteria to more moderate cases (represented by
scores of 0–4) captures a much larger portion of the universe: starting with roughly
30% weight, this group also reached a peak in 2012 of around 70%.
Exhibit 1: Weight Distribution of MSCI World Index Controversy Scores, February
2007-June 2017
Percent of MSCI World Index by Weight
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Source: MSCI.

Increasing coverage of the MSCI World Index over the 2007–2012 period caused
these shifts in score distribution. As companies with no controversy scores were
added to coverage, some of them began to appear in groups identified for exclusion
in this study. In the later years of the study period, wider availability of information and increased methodological formalization also contributed to shifts in score
distributions.

Model portfolios
We constructed three controversy groups, starting by identifying companies with
the most extreme ESG controversies in the MSCI World Index and successively
adding stocks implicated in less severe events. We created the corresponding three
model portfolios by excluding these groups from the MSCI World Index to test the
effect of such exclusions at varying thresholds. We rebalanced the portfolios
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monthly, excluding newly disqualified stocks and re-adding any that became qualified due to controversy case updates, as well as adjusting for MSCI World Index
quarterly rebalances. Monthly portfolio rebalancing is a common practice among
investors applying exclusion rules. Between the time required for MSCI ESG Controversies to assess a new event and the monthly rebalancing frequency, the portfolios were unlikely to capture any instantaneous stock price movements when a
new incident was reported publicly. A newly disqualified stock could potentially
remain in the portfolio for almost a month; likewise, newly qualifying stocks could
remain excluded during the same timeframe. The performance effects captured
by our analysis would typically be over a longer time period.

Portfolio 1: World ex Worst
In the first model portfolio we took a very conservative approach to the screening
process, maximizing the remaining opportunity set by excluding only a small set
of companies that were involved in the worst types of alleged wrongdoing – typically either massive scandals or incidents representing gross violations of global
norms around human rights, environmental protection, and so on. These corresponded to companies with an ESG Controversies score of 0 and assessment of
Very Severe.
The investment hypothesis behind this approach would be that allegations of corporate bad behavior are so common as to be expected and that only a handful of
truly egregious cases would noticeably impact financials or draw sufficient public
attention to hurt the investor. From an ethical standpoint, the position of this
approach would be one of compliance with minimal standards, such as those set
out by the United Nations Global Compact4.
Examples of companies excluded from this portfolio at various points throughout
our sample period:
–– Tokyo Electric Power (Tepco): Tepco was assessed Very Severe for environmental, community, and workforce impacts following the devastation of its
Fukushima nuclear power facility in 2011. As of the end of June 2017, the workforce case had been upgraded because the company addressed working conditions with excessive radiation exposure. The environmental case remained Very
Severe as the area surrounding the nuclear facility remained environmentally

4

United Nations Global Compact (no date) The 10 Principles of the UN Global Contract Available at: https://
www.unglobalcompact.org/what-is-gc/mission/principles.
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damaged and 1,500 spent nuclear fuel rods continued to threaten further radiation leaks. The community impact case also remained Very Severe as the area
surrounding the facility was still unsafe to inhabit. More than 2,000 people died
early deaths either from radiation exposure or other impacts associated with
trauma and evacuation.
–– BP PLC: BP was assessed Very Severe in 2010 after the Deepwater Horizon oil
spill in the Gulf of Mexico, which followed years of inadequate safety management. The spill released 3.2 million barrels of oil into the Gulf over 87 days before
it was stopped, constituting the largest offshore oil spill in US history. The case
was upgraded in 2016 after a US federal judge approved a USD 20 billion settlement that provided adequate funding for the remaining cleanup; the company
had already completed substantial cleanup activities and settled with thousands
of government and business entities.

Portfolio 2: World ex Severe
In the World ex Severe model portfolio, we excluded the most egregious cases
(Worst) plus an additional set of companies facing incidents or allegations of wrongdoing more serious than most. These exclusions corresponded to companies with
an MSCI ESG Controversies score of 0–2.
The investment hypothesis behind this approach would be that headline risk
matters in any serious case of alleged wrongdoing but that garden-variety negative
news is still just noise. From an ethical or reputational perspective, this approach
would represent a compromise: an attempt to maintain a reasonable opportunity
set while avoiding association with any significant wrongdoing.
In addition to the stocks with Very Severe cases excluded in the World ex Worst
portfolio, examples of companies excluded from the World ex Severe portfolio at
various points throughout our sample period include:
–– Carnival Corp.: In addition to being excluded from 2012–2015 with a score of 0
related to a cruise ship crash that killed 32 people, Carnival was excluded from
the ex Severe portfolio again in late 2016 with a Severe case upon pleading guilty
to criminal charges that it intentionally used bypass equipment to illegally discharge waste into the sea off the US and UK coasts over the course of ten years.
–– Rio Tinto PLC: Rio Tinto has long been assessed Severe in connection with its
40% ownership stake in the Grasberg Mine in Papua, Indonesia (Freeport-McMoran owns the other 60% and has been assessed Very Severe because of its
direct controlling relationship with the mine. It was likewise excluded from this
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portfolio). The mine, through its financial support for Indonesian security forces,
is alleged to be complicit in killings, torture, rape, and other human rights violations. Rio Tinto is also assessed Severe for the exceptional environmental
damage inflicted by the riverine tailings disposal (RTD) used by the Grasberg
mine (Freeport-McMoran is again assessed Very Severe for this case).

Portfolio 3: World ex Moderate
Finally, to test the effects of extensive wrongdoing-based exclusions, we constructed the World ex Moderate portfolio, which excluded all of the companies
excluded by the World ex Severe portfolio plus companies implicated in what might
be thought of as garden-variety negative incidents or allegations regarding environmental, social, or governance issues. These exclusions corresponded to companies with MSCI ESG Controversies scores of 0–4.
The investment hypothesis behind this approach would be that any such incident
could have the potential for negative financial impacts or be indicative of poor
management. From an ethical perspective, an investor seeking to hold only “good”
companies that avoid trouble might apply such a broad-brush approach.
In addition to the companies excluded because of Very Severe and Severe events,
the World ex Moderate portfolio excluded companies with allegations of Moderate
wrongdoing such as:
–– Alphabet: The company formerly known as Google has been implicated in
numerous Moderate cases in the last few years. These include allegations of
anti-competitive behavior dating back to at least 2011, typically alleging that the
company has privileged its own services in search results; numerous allegations
of privacy and data security violations related to data tracking as well as security
flaws; allegations that the company has paid its female employees substantially
less than male employees; and numerous allegations of tax evasion in several
jurisdictions.
–– Marks and Spencer Group: M&S has faced Moderate allegations related to
working conditions in its supply chain. There were recent allegations of poor
working conditions for Syrian refugees in Turkish garment factories supplying
the company as well as older allegations regarding working conditions in supplier
factories in Cambodia and Bangladesh.
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Controversy group characteristics
In the following we briefly look at some characteristics of these groups. First, we
find that there was a link between the size of the company and the probability of
being implicated in a more or less severe event. Exhibit 2 plots the size exposure5
of groups of stocks against the MSCI ESG Controversies scores, showing the ranges
used in the construction of the model portfolios. Larger stocks tended to be implicated in more severe wrongdoing, and as the case severity decreased, the size of
the corresponding companies also decreased. This may be because larger companies have more capacity to do damage via a larger footprint or because incidents
involving larger companies are more likely to be reported.

Size exposure

Exhibit 2: Size Exposures of Stocks Against Controversy Score Ranges
Size exposure is a z-score. That is, it expresses how many standard deviations the
company’s market capitalization is from the weighted average. The weighted
average market capitalization of MSCI World Index constituents at the end of June
2017 was approximately USD 118 bn, and the standard deviation was approximately
USD 50 bn.
1
0.8
0.6
0.4
0.2
0
-0.2
-0.4
0
2007

1-2
2012

3-4

5-10

Score range

2017

Second, we analyzed potential linkages between alleged wrongdoing and sector. Tables 1–3 describe the
composition of the excluded group of companies for each of the three portfolios, by year. Source: MSCI.

5

We use the Global Total Market Equity Model to calculate portfolio exposures. The size exposure of the
model is directly related to the size of the company, more positive values corresponding to larger companies.
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Total %

Total Number
9

16.7%

2008

11.1%

2009

11.1%

11.1%

22.2%

2010

7.1%

21.4%

21.4%

7.1%

28.6%

14.3%

2011

20.0%

24.0%

12.0%

4.0%

16.0%

12.0%

4.0%

8.0%

2012

20.7%

24.1%

10.3%

10.3%

10.3%

10.3%

3.4%

6.9%

2013

23.3%

23.3%

10.0%

16.7%

6.7%

10.0%

6.7%

2014

36.4%

22.7%

4.5%

13.6%

4.5%

13.6%

2015

31.6%

36.8%

15.8%

2016

28.6%

33.3%

4.8%

19.0%

2017

26.3%

26.3%

5.3%

21.1%

5.3%

Average
21.2%
over
time

20.3%

9.2%

14.8%

21.0%

5.5%

2.8%

1.4%

8.9%

16.1%

15.6%

7.4%

7.2%

20.9%

9.4%

MSCI
World
average

6.7%

44.4%

Utilities

6

100%

2007

Telecom

100%

55.6%

IT

Consumer
Staples
50.0%

22.2%

Financials

Consumer
Discretionary
33.3%

11.1%

Health Care

Industrials

Materials

year

Energy

Exhibit 3: Sector Distribution of Worst Companies
For each year, the chart shows the fraction of companies in each sector among all
the excluded companies. The average proportion of each sector among the entire
MSCI World Index is displayed at the bottom; these ratios remained roughly stable
from year to year.

11.1%

100%

9

100%

14

100%

25

3.4%

100%

29

3.3%

100%

30

4.5%

100%

22

5.3%

10.5%

100%

19

4.8%

9.5%

100%

21

10.5%

100%

19

0.0%

3.8%

100%

18

2.8%

5.0%

100%

1693

5.3%

Source: MSCI.

As evident in Exhibit 3, Very Severe cases did not occur in all sectors equally during
the study period. They historically occurred more frequently in sectors whose
operations had the most intensive effects on the environment and surrounding
communities – namely Energy and Materials. Consumer Staples occurred frequently, too, given product safety issues. No Very Severe cases occurred in the
Telecom sector. The IT and Financials sectors were less frequently implicated.
Exhibit 4: Sector Distribution of Severe or Worse Companies
For each year, the chart shows the fraction of companies in each sector among all
the excluded companies. The average proportion of each sector among the entire
MSCI World Index is displayed at the bottom; these ratios remain roughly stable
from year to year.
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Total Number

Health Care

25.4%

9.8%

4.7%

100%

193

2.3%

22.7%

8.8%

4.6%

100%

216

Total %

2.1%

12.0%

Utilities

10.9%

20.8%

Telecom

21.2%

16.2%

IT

15.0%

4.6%

Financials

4.1%

7.9%

Consumer
Staples

Industrials

Consumer
Discretionary

Materials

6.7%

2008

Energy

2007

year

2009

10.9%

6.3%

17.6%

17.2%

9.0%

3.2%

22.6%

9.5%

3.6%

100%

221

2010

11.9%

8.6%

21.3%

13.1%

9.4%

4.5%

19.7%

7.8%

3.7%

100%

244

2011

10.4%

8.4%

22.8%

13.6%

9.6%

5.6%

19.6%

6.8%

0.4%

2.8%

100%

250

2012

8.1%

13.8%

18.8%

10.8%

8.5%

10.4%

10.4%

8.8%

2.7%

7.7%

100%

260

2013

8.6%

11.3%

20.6%

14.5%

11.3%

8.3%

12.3%

6.4%

1.7%

5.1%

100%

408

2014

11.8%

10.5%

16.5%

12.5%

12.0%

8.8%

13.5%

4.8%

2.5%

7.0%

100%

399
345

2015

11.3%

12.2%

14.5%

12.8%

13.6%

9.3%

13.6%

4.1%

2.9%

5.8%

100%

2016

8.4%

10.5%

15.5%

16.2%

15.2%

10.8%

12.5%

2.0%

2.7%

6.1%

100%

296

2017

7.4%

13.2%

13.6%

13.6%

14.5%

12.4%

14.5%

2.5%

2.5%

5.8%

100%

242

Average
over
time

9.4%

9.4%

17.5%

15.1%

11.5%

7.1%

17.0%

6.5%

1.4%

5.2%

100%

279

MSCI
World
average

6.7%

8.9%

16.1%

15.6%

7.4%

7.2%

20.9%

9.4%

2.8%

5.0%

100%

1693

Source: MSCI.

Including less severe events (score 0–2) leads to a more even distribution by sector.
The Energy and Consumer Staples sectors were still overrepresented amongst
Severe events, whereas the Telecom and IT sectors were the most underrepresented.

18.0%

17.4%

11.0%

18.4%

17.2%
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Total Number

14.2%

Total %

8.6%
8.7%

Utilities

2008
2009

Telecom

18.1%

IT

Consumer
Discretionary

16.8%

Financials

Industrials

14.4%

2007

Health Care

Materials

7.2%

year

Consumer
Staples

Energy

Exhibit 5: Sector Distribution of Moderate or Worse Companies
For each year, the chart shows the fraction of companies in each sector amongst
all the excluded companies. The average proportion of each sector amongst the
entire MSCI World Index is displayed at the bottom; these ratios remain roughly
stable from year to year.
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4.9%
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0.3%
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100%
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9.3%

10.8%

20.8%

14.2%

9.0%

9.8%

11.2%

20.7%

14.4%

9.5%

9.3%

13.0%

17.7%

14.2%

8.2%

8.7%

11.4%

18.5%

15.5%

10.2%

8.6%

2014

11.6%

9.4%

16.9%

15.3%

11.4%

7.6%

13.1%

4.5%

2.9%

7.4%

100%

2015

12.0%

10.0%

16.7%

14.9%

10.6%

8.1%

13.2%

4.8%

3.1%

6.6%

100%

651

2016

9.3%

10.5%

16.1%

16.3%

11.0%

9.0%

14.8%

4.0%

3.0%

6.1%

100%

657

2017

5.4%

10.5%

15.9%

17.3%

11.3%

9.6%

14.6%

6.9%

3.6%

4.9%

100%

533

Average
over
time

9.1%

11.5%

17.9%

15.9%

9.8%

7.1%

14.9%

6.1%

1.9%

5.9%

100%

575

MSCI
World
average

6.7%

8.9%

16.1%

15.6%

7.4%

7.2%

20.9%

9.4%

2.8%

5.0%

100%

1693

Source: MSCI.

Finally, if we take into account Moderate and Worse events (score 0–4), the distribution again becomes more uneven. The Energy sector remained the most overrepresented, and the IT sector was the most underrepresented relative to the sector’s representation among index constituents.
Overall, we see that, historically, certain sectors were overrepresented amongst
companies with alleged wrongdoings, even though the controversy analysis process
included no explicit sector biases. This indicates that certain sectors may have been
more inclined by their nature to undertake activities with potentially harmful
impacts on their environment, stakeholders or the public at large – especially for
very severe cases. The investment implication of this observation is that even if
at the outset, a controversy-focused investor may not have a sector-based exclusion
approach in mind, the portfolio they build can end up having a sector tilt nevertheless.
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Exclusion effects
Our analysis focuses on risk and return aspects of these exclusion-based portfolios
from February 2007 through June 2017. First, at the high level, we look at the
relationship between the tracking error and the active return relative to the MSCI
World Index. Not surprisingly, the realized tracking error increased with the
weight of excluded stocks, from 0.3% for the World ex Worst portfolio to 1.8% for
the World ex Moderate portfolio. Second, we found that the exclusion of the most
severe controversies led to a mild outperformance of the portfolio, but screening
out more moderate infractions put a drag on performance.

Active Return (%, annualized)

Exhibit 6: Tracking Error and Active Return of Model Portfolios Relative to MSCI
World, Feb 2007–June 2017
These results reflect monthly rebalancing of the portfolios to exclude newly disqualified stocks and include newly qualified stocks.
0.10
0.05

World ex Worst

0.00
-0.05
World ex Severe
-0.10
-0.15
-0.20
-0.25
-0.30
0.0

World ex Moderate
0.5

1.0

1.5

2.0

Tracking Error (%, annualized)
Source: MSCI.

What drove the differences in portfolio returns? As Exhibit 7 shows, returns can
come from two sources: either systematic tilts, or asset-specific contributions.
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Exhibit 7: High-level Performance Attribution of Screened Portfolios, Feb 2007–June
2017
Return Source (%)

World ex Worst

World ex Severe

0.07

-0.05

-0.25

0.01

0.03

0.04

Total Active
Style

World ex Moderate

Industry

0.03

0.07

-0.03

Country

0.00

-0.04

-0.01

Currency

0.00

-0.13

-0.12

Specific

0.03

0.03

-0.13

Source: MSCI.

Systematic effects
We look at some of the systematic effects in the most risky portfolio: World ex
Moderate. Style exposures provide a good illustration of the unintended bets that
a portfolio can take after excluding a large number of stocks. In this particular
case, the resulting contributions were positive overall, but further analysis reveals
that many of the style factor bets actually detracted from performance. On the
plus side, after exclusion, there was a pronounced tilt towards the smaller companies in the benchmark universe (see Exhibit 2 and Exhibit 8). This is visible in the
positive Mid Capitalization and negative size exposures, which resulted in a 26 bps
positive contribution. The lower residual volatility of the portfolio also added 18 bps
to return. The portfolio was also somewhat tilted towards higher price momentum
stocks, which added 20 bps.
Offsetting the positive contributions, the portfolio had a tilt towards lower dividend
yield, lower investment quality, and higher liquidity stocks, which collectively
subtracted 35 bps from performance overall. The total contribution from style
factors reached 4 bps.
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Exhibit 8: Style factor contributions to the World ex Moderate Portfolio Active
Performance Relative to MSCI World, Feb 2007–June 2017
World ex Moderate

Average active exposure

Annualized Contribution

Momentum

0.02

0.20%

Mid Capitalization

0.23

0.18%

Residual Volatility

-0.05

0.18%

Size

-0.30

0.06%

0.06

0.04%

-0.03

0.03%

Growth
Long-Term Reversal

0.02

-0.01%

Earnings Quality

Earnings Variability

-0.06

-0.03%

Profitability

-0.01

-0.03%

Book-to-Price

-0.04

-0.05%

0.02

-0.05%

Leverage

-0.02

-0.05%

Earnings Yield

-0.11

-0.07%

Dividend Yield

-0.11

-0.10%

Investment Quality

-0.07

-0.10%

0.10

-0.15%

Beta

Liquidity
Source: MSCI.

Unintended currency bets also collectively detracted 13 bps from the World ex
Moderate portfolio’s performance, and, as such, were responsible for half of the
underperformance. As Exhibit 9 shows, the portfolio had a small positive tilt on
the Japanese Yen, which alone was responsible for a 17 bps drag on portfolio performance. Other currency tilts had much smaller individual effects.
Exhibit 9: Top/bottom Three Currency Factor Contributions to the World ex Moderate Portfolio Active Performance Relative to MSCI World, Feb 2007 – June 2017
World ex Moderate
Japan
United States
Sweden

Average active exposure

Annualized Contribution

0.05

-0.17%

-0.07

-0.06%

0.01

-0.01%
0.02%

Switzerland

-0.01

Hong Kong

0.01

0.02%

Australia

0.01

0.08%

Source: MSCI.
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Again, based on these historical observations, we can draw similar conclusions:
the portfolios created by excluding controversial stocks did not target any style or
country bias, but ended up having them nevertheless with sometimes important
contributions arising from them.

Stock-specific effects
Besides systematic effects, stock-specific contributions can also be an important
part of portfolio performance. As Exhibit 7 shows, while net stock-specific contributions for the full ten-year period were mildly positive when excluding only the
most severe cases of alleged wrongdoing, they deteriorated as exclusions were
extended to include less severe events.
At first glance, this indicates that, historically, stocks with the most severe cases
underperformed their peers, but stocks with a lower level of severity, were outperformers. However, this conclusion needs to be nuanced, as the effect of the
monthly rebalancing frequency in these results cannot be seen clearly at this point.
It is possible that both gross and less severe alleged wrongdoings tended to cause
negative price effects, but they simply lasted longer for the more serious cases. If
that were true, the negative price impact of very severe cases could be more easily
avoided in portfolios with monthly rebalancing, whereas a more frequent – and
more costly – rebalancing may be needed to avoid the negative price effect of less
severe cases. Further research is needed to shed more light on this question.
So far, we have been talking about the three groups of excluded companies as if
they formed a homogeneous entity. But was the stock price reaction uniform
amongst stocks with a similar level of controversies, or was there something differentiating them?
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Speciﬁc Return Contribution (annualized, %)

Exhibit 10: Average Stock-specific Return Contribution Relative to Size for Companies with Events of the Same Severity
2.5
2.0
1.5
1.0
0.5
0.0
-0.5
-1.0
-1.5
-1.5

-1
Severe and Worse

-0.5
Moderate and Worse

0

0.5

1
Quartile Size Exposure

MSCI World

Source: MSCI.

The chart illustrates the relationship between size and stock-specific returns for
companies involved in negative incidents of the same severity for the period February 2007–June 2017. All stocks meeting criteria for exclusion from the World
ex Severe and World ex Moderate portfolios were sorted monthly by size exposure
and divided into four equally-weighted quartile sample portfolios whose performance is evaluated over the sample period.
Size exposure is a z-score. That is, it expresses how many standard deviations the
company’s market capitalization is from the weighted average. The weighted
average market capitalization of MSCI World Index constituents at the end of June
2017 was approximately USD 118 bn, and the standard deviation was approximately
USD 50 bn.
Exhibit 10 reveals an interesting trend. For a given level of severity, larger companies had lower stock-specific returns on average than their smaller peers. The
smallest stocks with alleged wrongdoing outperformed the average MSCI World
stocks of similar size, indicating that over this period smaller companies were not
penalized in their stock price by the occurrence of moderate, or even severe, events.
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The finding that large companies seem to be penalized by the market more than
small companies for alleged wrongdoing could be due to a number of factors. One
reason could be that market reactions to these incidents are mediated through
media coverage, and media treatment of larger companies may differ from coverage of smaller companies. Previous research focused purely on the intensity and
reach of media coverage, versus the nature and impact of the incidents themselves,
suggests that media of greater reach have a larger negative financial impact (Kölbel
et al, 2017). It is possible that for an incident of given severity or “true” on-theground impact on stakeholders, larger companies may attract more media coverage
from outlets with greater reach; even fairly serious issues associated with smaller
companies may not result in much press.
Another reason could be that companies of different sizes may have different
reputations for corporate social responsibility (CSR). Previous research has suggested that CSR activities may act as a protective shield, or a form of insurance,
against shocks from negative events. In this line of argument, companies with a
stronger CSR reputation would be better positioned to absorb negative events
(Godfrey, 2005; Godfrey et al, 2009). The prevailing research has suggested,
however, that larger companies rather than smaller companies tend to undertake
more CSR activities of the variety that academic researchers have used in these
studies. Hence, our findings would run counter to this line of reasoning.
Research indicating that companies with both the strongest CSR reputations and
weakest CSR reputations tended to attract greater media scrutiny suggests a more
nuanced explanation (Luo et al, 2012). It is possible that larger companies tend to
occupy both ends of the spectrum: they have more resources to invest in enhancing their CSR reputation and have larger footprints that can lead to larger negative
impacts. Occupying the extreme ends of CSR reputation could mean that they
attract more intensive and wider media coverage when negative events occur.
The current dataset measures the level of impact or harm to stakeholders of each
single incident, rather than the level or nature of media attention to any given
incident. Further studies would first need to establish the relationship between an
incident and its media coverage, and then between how differences in coverage
might mediate how incidents translate into market reactions.
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Conclusion
Our findings suggest a number of practical implications for investors. Exclusions
based on alleged wrongdoing are a blunt instrument. As the exclusion criteria
become more stringent, portfolio tracking error increases without necessarily
leading to outperformance. Unintended systematic bets or negative stock-specific
contributions seemingly caused this. However, our analysis indicates that excluding only a handful of the worst offenders did not significantly impact the model
portfolios’ risk or returns.
Our analysis also suggests that events with severe negative stakeholder impacts
may not (or may not always) hurt a company’s returns. While existing literature
would suggest that larger companies with greater resources to manage stakeholder
relationships could be better equipped to absorb negative events, our findings
suggest otherwise. In fact, larger companies seemed to suffer more than smaller
companies from involvement in incidents with negative stakeholder impact. It is
possible that the negativity of media coverage rather than the negativity of the
actual impact could more directly affect company returns.
As indicated in the introduction, institutional investors have varied and sometimes
multiple reasons for excluding corporate wrongdoers from their portfolio. They
may implement this type of exclusion in order to: (1) withhold capital from companies that contravene their ethical standards or established global norms; (2)
protect the investor’s own reputation by avoiding investments associated with
corporate wrongdoing; and/or (3) mitigate financial risks that may result from
corporate wrongdoing, such as penalties or revenue loss.
For investors that aim to meet a minimal ethical standard, our analysis indicates
that excluding only the worst offenders from a portfolio would have allowed them
to meet this objective while retaining close to the full market opportunity set. As
of May 2017, holding a hypothetical MSCI World ex Worst portfolio would mean
that investors would have avoided stocks like Freeport-McMoran, BHP Billiton,
and Saipem, which violated the Global Compact on issues ranging from environmental pollution to community destruction to large scale corruption.
For investors that aim to protect their reputations, excluding the worst offenders
is a critical starting point, as these companies are associated with the most severe
negative stakeholder impact. Such a portfolio, however, would still have contained
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companies implicated in Severe controversies. Carnival and Rio Tinto, for example,
remained in the World ex Worst portfolio. Investors with higher reputational
sensitivities should be aware that excluding a broader set of companies implicated
in less severe controversies did appear to incur a cost in both unintended bets and
stock-specific returns. It bears noting that for investors with higher reputational
sensitivities, the proliferation of information and news alert functionalities may
seem to suit the purposes of avoiding association with poor press coverage.
However, implementing exclusions based on the growing flow of news could
quickly increase portfolio tracking error, as well as run the risk of excluding both
false positives (negative news events that later prove to have no grounding) and
false negatives (incidents that do not initially attract press coverage but in fact
have large negative stakeholder impact).
Finally, for investors who aim to mitigate financial risks, our analysis suggests that
purely excluding corporate wrongdoers was too blunt an approach. While allegations of corporate wrongdoing may sometimes connect to negative reputational
and financial impact, the relationship does not appear to be universal. Company
size, type of controversy (labor rights versus toxic spills versus bribery), and nature
of media coverage could all play mediating effects that are not well understood.
Additionally, allegations of wrongdoing are single events and ignore the industry
and organizational contexts that can differentiate companies’ capacity to rectify
the negative stakeholder impact or mitigate the financial impact. A more holistic
view of companies’ risk management capacity is likely more effective for capturing potential financial impact from single negative events.
As allocations to ESG-related investments continue to grow, investors have become
increasingly sophisticated, differentiated, and nuanced in the objectives they aim to
achieve and the tools they use to implement their objectives. This study contributes
to the growing literature on the performance implications of integrating ESG factors
in portfolio construction. Whereas industry research in recent years has focused
on taking a risk-based approach to integrating ESG factors, no research to date has
explored the performance implications of the widely-used approach in portfolio
construction of excluding stocks implicated in harming stakeholders. This paper
makes a first attempt to understand whether the implications of Controversies-based
exclusions are more akin to ethically-based exclusions or to risk-based approaches.
Our findings suggest the former. Investors should be cautious about making exclusions beyond the handful of worst offenders, given the potential impact on portfolio
performance from unintended bets and uncontrolled stock-specific impacts.
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Appendix
Appendix 1: List of MSCI ESG Controversies Categories
Sub-Pillar

Performance Indicators

Environment

–– Biodiversity & Land Use
–– Toxic Emissions & Waste
–– Energy & Climate Change
–– Water Stress
–– Operational Waste (Non-Hazardous)
–– Supply Chain Management
–– Other

Customers

–– Anticompetitive Practices
–– Customer Relations
–– Privacy & Data Security
–– Marketing & Advertising
–– Product Safety & Quality
–– Other

Human Rights & Community

–– Impact on Local Communities
–– Human Rights Concerns
–– Civil Liberties
–– Other

Labor Rights & Supply Chain

–– Labor Management Relations
–– Health & Safety
–– Collective Bargaining & Union
–– Discrimination & Workforce Diversity
–– Child Labor
–– Supply Chain Labor Standards
–– Other

Governance

–– Bribery & Fraud
–– Governance Structures
–– Controversial Investments
–– Other

Source: MSCI.

Environment
Biodiversity & Land Use: This indicator measures the severity of controversies
related to a company’s use or management of natural resources where there is an
alleged or anticipated negative impact on the environment, especially in ecologically
sensitive areas. Topics covered under this indicator include issues such as species
loss, reduction in biodiversity, habitat damage, depletion of or competition for
natural resources, loss of economic value (for example, in fisheries or tourism), as
well as post-consumer waste issues. Biodiversity impacts primarily caused by toxic
releases are captured under the Toxic Emissions & Waste key performance indi124
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cator (KPI). Competition for water resources and controversies regarding water
usage are captured under the Water Stress KPI. When there is a substantial impact
on a local community that results from an environmental controversy classified
under Biodiversity & Land Use, an additional controversy case is logged and
assessed under the Impact on Communities KPI in the Human Rights & Communities sub-pillar; the assessment in that case is based on the impact on the community rather than the environmental impact.
Toxic Emissions & Waste: This indicator measures the severity of controversies
related to a firm’s operational non-GHG emissions or releases to land, air, and/or
water. This includes controversies related to accidental spills or releases as well as
the environmental impacts of standard operational emissions, whether within or
in exceedance of levels allowed by permit. When there is a substantial impact on
a local community that results from an environmental controversy classified under
Toxic Emissions & Waste, an additional controversy case is logged and assessed
under the Impact on Communities KPI in the Human Rights & Communities
sub-pillar; the assessment in that case is based on the impact on the community
rather than the environmental impact.
Energy & Climate Change: This indicator measures the severity of controversies
related to a firm’s climate change and energy-related impacts. Issues covered
include, for example, lawsuits over a company’s alleged contribution to climate
change, public controversy or criticism of a company’s contribution to climate
change, or status as an exceptionally large emitter of GHGs, as well as resistance
to calls for improvement.
Water Stress: This indicator measures the severity of controversies related to a
firm’s water management practices. Issues covered include, for example, ecological
damage resulting from water withdrawals, depletion of water resources for other
users, and regulatory action or community disputes regarding the company’s water
usage. This indicator does not capture water pollution cases, which are covered
under the Toxic Emissions & Waste KPI. When there is a substantial economic
impact on a local community that results from an environmental controversy
classified under Water Stress, an additional controversy case is logged and assessed
under the Impact on Communities KPI in the Human Rights & Communities
sub-pillar; the assessment in that case is based on the impact on the community
rather than the environmental impact.
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Operational Waste (Non-Hazardous): This indicator measures the severity of controversies related to the impact of a firm’s non-hazardous, non-toxic operational
waste, meaning waste, emissions, or effluents produced through normal operations
and/or as part of the production of a product. Controversies related to toxic and
hazardous waste emitted to air, land, or water are captured under the Toxic Emissions & Waste KPI. Controversies related to post-consumer waste are captured
under Biodiversity & Land Use.
Supply Chain Management: This indicator measures controversies related to sourcing raw materials or other inputs that have a substantial negative environmental
impact. Issues covered include, for example, degradation of natural resources
through use of raw materials that are resource intensive and/or waste intensive,
including tropical hardwoods, palm oil, or unsustainable fisheries.
Other: This indicator measures any environmental issues that fall outside of the
more targeted indicators listed above.

Social: Customers
Anticompetitive Practices: This indicator measures the severity of controversies
related to a firm’s anti-competitive business practices. Topics covered include, for
example, price fixing, collusion, bid rigging, and predatory pricing. Business-to-business claims are generally not covered unless a regulator joins the suit. Likewise,
standard pre-merger regulatory inquiries are not considered controversial.
Marketing & Advertising: This indicator measures the severity of controversies
related to a firm’s marketing and advertising practices. Topics covered include, for
example, false or deceptive marketing or advertising, marketing of products for
off-label uses, and controversies regarding the marketing of products to children
or other vulnerable populations, labeling controversies, and spam or ad-ware. Controversies about known product safety issues are covered under the Product Safety
& Quality KPI.
Product Safety & Quality: This indicator measures the severity of controversies
related to the quality and/or safety of a firm’s products and services. Topics covered
include, for example, food safety, controversial media content, product recalls,
service disruptions, and the use of chemicals of concern in products.
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Customer Relations: This indicator measures the severity of controversies related
to how a firm treats its customers or potential customers. Topics covered include,
for example, fraudulent or improper billing, excessive or hidden fees, predatory
financial products, and restricted or discriminatory access to products or services.
Privacy & Data Security: This indicator measures the severity of controversies
related to a firm’s privacy and data security practices. Issues covered include, for
example, controversial legal uses of personal data, security breaches, regulatory
action against the company related to these, and changes to a company’s policies
or practices that erode customer privacy. Privacy issues affecting employees are
captured under the Labor Management KPI in the Labor & Supply Chain sub-pillar. Government surveillance and related issues are captured under the Civil Liberties KPI in the Human Rights & Communities sub-pillar.
Other: This indicator measures any customer issues that fall outside of the more
targeted indicators listed above.

Social: Human Rights & Community
Impact on Communities: This indicator measures the severity of controversies
related to a firm’s interactions with communities in which it does business. Topics
covered include, for example, land use disputes, negative economic impacts resulting from environmental damage or the presence of company operations, disputes
over access to economic opportunities or jobs, impacts of facility closures, and
disputes over access to clean water, clean air, or other natural resources. Controversies that are primarily about environmental impact are classified under the
appropriate Environment pillar KPI (e.g. Biodiversity & Land Use, Toxic Emissions
& Waste). A case in which there are substantial environmental impacts in addition
to community impacts may be logged and assessed under environmental KPI as
well as under Impact on Communities.
Civil Liberties: This indicator measures the severity of controversies related to the
impact of a firm’s operations on civil liberties. Topics covered include, for example,
cooperation with repressive governments requiring censorship, conducting surveillance, or limitations on other civil liberties such as freedom of movement and
freedom of the press. Violations of customer privacy are captured under the Privacy
& Data Security KPI in the Customers sub-pillar. Violations of employee privacy
are captured under the Labor Management Relations KPI in the Labor & Supply
Chain sub-pillar.
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Human Rights Concerns: This indicator measures the severity of controversies
related to the impact of a firm’s operations on human rights. Topics covered include,
for example, complicity in killings, physical abuse, displacement, or other rights
violations, as well as complicity with such actions by governments or other parties.
Other: This indicator measures any human rights or community issues that fall
outside of the more targeted indicators listed above.

Social: Labor Rights & Supply Chain
Labor Management Relations: This indicator measures the severity of controversies
related to a firm’s labor-management relations. Topics covered include, for example,
instances of wrongful termination, reductions in benefits, mistreatment of either
employees or contractors, controversial workforce reductions, controversies over
wages and hours, employee privacy issues, and forced labor.
Health & Safety: This indicator measures the severity of controversies related to
the health and safety of a firm’s employees, temps and contractors, and franchisee
employees. Topics covered include, for example, on-the-job accidents, injuries, and
fatalities, mental health issues, as well as kidnappings and physical harm experienced by employees in the field. This KPI does not cover health and safety issues
in the traditional supply chain, for example in supplier factories; those issues are
captured under the Supply Chain Labor Standards KPI.
Collective Bargaining & Union: This indicator measures the severity of controversies
related to a firm’s union relations practices. Topics covered include, for example,
anti-union activities, efforts to prevent non-unionized employees from unionizing,
strikes, lock-outs, and the use of replacement workers, acrimonious contract negotiations, and controversies regarding alleged breaches of union contracts. Organized
strikes by non-unionized employees are also captured here. Union issues in the
supply chain are captured under the Supply Chain Labor Standards KPI. Health
and safety issues raised by a union but not primarily about the company’s relationship with the union are captured under the Health & Safety KPI.
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Discrimination & Workforce Diversity: This indicator measures the severity of controversies related to a firm’s workforce diversity, including its own employees as
well as temporary employees, contractors, and franchisee employees. Topics covered
include, for example, allegations of discrimination on the basis of sex, race, ethnicity, or other characteristics. Discrimination at supplier facilities is captured under
the Supply Chain Labor Standards KPI. Discrimination on the basis of unionization
or union sympathies is captured under the Collective Bargaining & Unions KPI.
Child Labor: This indicator measures the severity of child labor controversies in a
firm’s own operations or its supply chain. Topics covered include allegations that
the company has used underage workers or that underage workers are present at
supplier facilities.
Supply Chain Labor Standards: This indicator measures the severity of controversies related to workers in a firm’s supply chain. Topics covered include, for example,
allegations of unsafe working conditions, inadequate pay, excessive working hours
or overtime, union issues at supplier facilities, the use of forced labor or prison
labor by suppliers, and discrimination. Underage labor in supplier operations is
captured under the Child Labor KPI.
Other: This indicator measures any labor issues that fall outside of the more targeted indicators listed above.

Governance
Bribery & Fraud: This indicator measures the severity of controversies related to
a firm’s business ethics practices. Topics covered include, for example, bribery,
insider trading, money laundering, tax evasion or avoidance, violations of government sanctions, and accounting irregularities.
Governance Structures: This indicator measures the severity of controversies
related to a firm’s corporate governance practices. Topics covered include, for
example, shareholder or board-level objections to pay practices and governance
structures and shareholder resolutions seeking change to governance practices,
as well as conflicts of interest, unethical behavior, or misrepresentation of, or lack
of qualifications on the part of directors or senior executives.
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Controversial Investments: This indicator measures the severity of controversies
related to the social and environmental impact of a firm’s lending, underwriting,
and financing activities. Topics covered include, for example, financing projects
that are controversial because of their actual or anticipated environmental or social
impact, as well as criticism of mining companies, real estate investment trusts, and
similar companies that receive royalties or own shares in a particular project that
they neither own nor operate.
Other: This indicator measures any governance issues that fall outside of the more
targeted indicators listed above.
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Executive summary
The launch of the United Nations Sustainable Development Goals (SDGs) in 2015
provided a framework that has been largely embraced by investors whose objectives include positive social or environmental outcomes as well as financial returns.
In 2016, MSCI ESG Research adopted the SDG framework designed to help institutional investors align their investments to the SDGs, offering data on companies’
revenue from relevant products and services. In the intervening year, we have
observed a substantial uptick in investor interest in this area. For some investors
the initial goal was to measure their existing portfolios’ exposure to companies
whose businesses are aligned with the SDGs. Other investors have dedicated allocations to funds with an impact objective, creating products with impact or
SDG-alignment objectives, or considered SDGs as presenting thematic investment
opportunities.
This guide is aimed primarily at institutional investors looking to measure their
public equity portfolios’ alignment with the UN SDGs, define an eligible universe
of publicly traded companies for impact-themed investment, or develop a public
equity fund with an impact or SDG focus. In addition to institutional investors, it
may also be of use to wealth managers and those serving the retail space. We
describe common investor considerations and approaches, options for aggregate
portfolio reporting, and current levels of exposure to SDG solutions amongst MSCI
ACWI Index companies. For more background on the concept – and challenges – of
investing for impact in public equities, see our 2016 paper, “Toward Sustainable
Impact Through Public Markets”.

Key takeaways
–– Interest in investing for impact in public equities is on the rise, illustrated by
high profile commitments from mostly European institutions such as APG and
PGGM1. We have also observed interest in specific regions and market segments,
including from retail brokerage providers and wealth management.
–– The most common use cases we have observed among MSCI clients range from
portfolio reporting to company identification for purposes of eligible universe
definition, stock selection, and/or product creation.
–– As of August 1, 2017, about 22% of MSCI ACWI Index companies (27% by market

1

Tagger, J. (2017) Global Goals: European Pension Funds Tilt Capital Toward “SDG Investing” Available at:
http://impactalpha.com/global-goals-european-pension-funds/.
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cap weight) had at least 10% of revenue from social or environmental solutions,
such as major disease treatments, affordable housing, alternative energy, or sustainable water solutions.
–– Similarly, as of August 1, 2017, about 5% of companies (4% by weight) derived
50% or more of revenue from SDG-aligned products or services. We consider
these companies pure-play solution providers from a public market impact perspective.

Investing for impact
Investing for positive impact differs from more traditional values-based investing,
in which investors seek to avoid owning or financing activities of which they
disapprove, and from ESG integration, in which investors seek to appropriately
account for risks and opportunities arising from ESG issues in their investment
decision-making process without explicitly linking them to particular social or
environmental goals. Instead, there are dual aims: to generate financial returns
while simultaneously generating positive outcomes for society and/or the environment. This is typically done by directing capital towards companies that provide
solutions to social or environmental challenges.
Until 2015 or so, impact investing was largely limited to small-scale, private equity
strategies. While this type of investment has continued to grow, some investors
have sought to apply an impact lens across multiple asset classes – investing for
impact with the aim of aligning public equity and public debt portfolios with sustainable solutions to social and/or environmental challenges. This latter type of
institutional investor, who typically seeks at least market rate returns alongside
positive social or environmental gains, is the intended audience of this paper.
High profile institutional examples include APG and PGGM in the Netherlands,
which have together committed tens of billions of euros by 2020 to investments
in companies providing SDG solutions, and have begun working with other institutions to develop a taxonomy of solutions and metrics by which to measure
impacts2.

2

Institutional Investment into the Sustainable Development Goals (no date) Committed to the SDGs
Available at: https://www.pggm.nl/wie-zijn-we/pers/Documents/Institutional-investment-into-theSustainable-Development-Goals-statement.pdf.

134

The SDGs and sustainable impact: a practical screening guide

Exhibit 1: Common ESG Investor Objectives
Values
Alignment

Financial
Returns

Values &
Preferences

Align portfolio with
a set of ethical or political
values

ESG
Integration

Financial
Returns
Selected ESG
Factors

Incorporate selected ESG
factors with potential
financial impact

Impact
Investing

Financial
Returns

Social
& Env.
Benefits

Generate measurable
social or environmental
benefits along with
financial return

Source: MSCI ESG Research.

The SDGs as an investment framework
The UN Sustainable Development Goals, launched in 2015, define 17 goals aimed
at solving serious global problems by 2030 (see Appendix for a list of the goals).
The SDGs have caught on with many audiences, including investors, as a framework to identify relevant problems and appropriate solutions. While some investors
consider companies’ overall degree of operational alignment with the SDGs, the
larger focus to date has been on specific products and services, which typically
have a greater reach.
MSCI ESG Research’s Sustainable Impact Metrics revenue data is based on the
problems defined by the SDGs. We have identified five actionable themes that
address these problems, with many solutions relevant to more than one of the 17
goals (see the Sustainable Impact Metrics Methodology Document for more detailed
descriptions of each category).
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Exhibit 2: MSCI ESG Research SDG Solution Themes and Categories
Basic Needs

Empowerment

Nutrition

Major
Diseases
Treatment

Sanitation

Aﬀortable Access to
Real Estate Energy &
Water*

SME
Finance

Education

Sustainable Digital
Jobs*
Divide*

SDG: 2

SDG: 3

SDG: 6

SDG: 11

SDGs: 8,9

SDG: 4

SDG: 8

Climate Change

SDGs: 6,7

Natural Capital

Alternative Energy
Energy
Efﬁciency

Green
Building

Climate
Adaptation*

Sustainable Pollution
Sustainable
Water
Prevention Agriculture*

SDG: 13

SDG: 11

SDG: 9,13

SDG: 6

SDG: 13

SDG: 9

SDG: 12,15 SDG: 15

Governance

Bribery &
Ethics

Governance Civil Liberties
Structure

SDG: 16

SDG: 16

SDG: 16

* Revenue data not currently available due to limited
company reporting or lack of external standards.

Source: MSCI ESG Research.

Common use cases and key considerations
The two most common overarching use cases for Sustainable Impact data among
our clients are 1) portfolio reporting and 2) identifying companies for purposes of
universe definition, stock selection, and/or product creation.
Whether measuring exposure to Sustainable Impact themes in an existing portfolio or defining an eligible investment universe, a key first step is to determine
what the investor wants to count. Considerations include the following:
–– Whether to include all themes and solutions relevant to the SDGs or only a
selection focused on key area(s) of interest.
–– Whether to set a minimum required revenue threshold and, if so, at what level.
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–– Whether to require minimum ESG standards for qualifying companies in addition to revenue and theme requirements, for example to avoid companies that
also derive revenue from harmful products, that have faced allegations of wrongdoing, or that are not adequately managing ESG risks.
The answers to these questions will vary depending on the objective, and different
use cases will demand different approaches.
Portfolio reporting: An asset owner looking to footprint an existing portfolio’s
degree of alignment with the SDG might opt to measure all revenue in all themes
from all companies with no other requirements. Another might choose to measure
only exposure to certain themes, exposure from companies with substantial revenues only, or only revenue from companies that also manage ESG risks well.
Universe definition, stock selection, and product creation: An asset manager looking
to create an impact or SDG-themed fund might start with the constituents of an
index, such as the MSCI ACWI Index and identify all companies with a minimum
of 20% or even 50% of revenues from SDG solutions, with or without additional
requirements for meeting minimum ESG standards, either to define eligible investments or as a starting place for additional research. For example, the MSCI ACWI
Sustainable Impact Index includes constituents of the MSCI ACWI Index with at
least 50% of revenue from SDG solutions that also meet minimum ESG standards3.
Others might undertake similar processes but limit the themes considered, for
example by measuring only portfolio exposure to water or climate change solutions,
or to design a product focused on solutions in those areas.

MSCI Sustainable Impact Metrics provides revenue data broken down by solution
category and theme. We also provide a standard definition of minimum ESG standards: to qualify, a company must have an MSCI ESG Rating of BB or higher; no
severe ESG controversies; no direct involvement in predatory lending; no involvement in controversial weapons; no more than 5% revenue from conventional
weapons or civilian firearms; and no more than 10% revenue from alcohol or
tobacco production. Clients subscribed to MSCI ESG Ratings, MSCI ESG Controversies, and/or MSCI Business Involvement Screening Research may also opt to
set their own criteria.

3

MSCI (no date) MSCI ACWI Sustainable Impact Index Available at: https://www.msci.com/msci-acwisustainable-impact-index.
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Portfolio reporting
Investors wishing to calculate portfolio exposure to SDG solutions may find MSCI’s
Sustainable Impact Portfolio Snapshot tool (Exhibit 3) helpful. This tool, which can
be found on the ESG Manager platform in the Excel Extensions section, allows
users to set a custom threshold for companies’ total revenue exposure to SDG
solutions. MSCI’s standard minimum ESG requirements are built in as well. The
tool allows for the comparison of a portfolio against a benchmark determined by
the user. The results show the portfolio’s revenue exposure to solutions by theme,
highlight key companies, and calculate the actual dollar figures of revenue that
would be associated with a USD 1 million investment. Additional contextual data
about carbon emissions, controversy exposure, and other aspects of net impact is
also included. This information can be used to better understand the current characteristics of an investor’s portfolio, and to establish a baseline from which to
consider making allocation adjustments. Many users also find portfolio reporting
to be useful for communicating with clients or stakeholders, as well as for marketing purposes.
Exhibit 3: Sample Illustration of Partial Portfolio Reporting Results
ACWI Sustainable Impact Index

MSCI Sustainable Impact Report
Estimated revenue exposure of constituents to sustainable impact themes as of July 02, 2018
CONSTITUENT REVENUE EXPOSURE TO
SUSTAINABLE IMPACT SOLUTIONS>=0

COVERAGE
# OF
SECURITIES

# of
Securities

Market
Value

# of Securities

Market Value

Revenue
Exposure*

ACWI Sustainable
Impact Index

101

101

100.0%

101

100.0%

73.6%

MSCI ACWI

2,781

2,780

100.0%

916

30.1%

5.9%

REVENUE EXPOSURE TO SUSTAINABLE IMPACT SOLUTIONS

ACTIVE REVENUE EXPOSURE TO SUSTAINABLE
IMPACT SOLUTIONS OF CONSTITUENTS IN
COMPARISON TO
MSCI ACWI

+67.7%

SUSTAINABLE
IMPACT
ASSESSMENT*


VERY HIGH

ACTIVE REVENUE EXPOSURE
TO SUSTAINABLE IMPACT SOLUTIONS

73.6%

34.4%

Sustainable Impact

2.8%

Basic Needs

3.1%

0.3%

Empowerment

Portfolio

2.5%

Climate Change

10.3%
0.2%

Natural Capital

Benchmark

SOCIAL IMPACT

25.7%
5.9%

TOP 5 CONTRIBUTORS TO PORTFOLIO’S REVENUE EXPOSURE TO SUSTAINABLE IMPACT SOLUTIONS
Contribution to Portfolio
Company
Theme
Revenue Exposure
GILEAD SCIENCES, INC.

4.1%

Major Disease Treatment

2

ABBVIE INC.

3.2%

3

UMICORE S.A.

3.1%

4

VESTAS WIND SYSTEMS A/S

3.0%

Major Disease Treatment
Alternative Energy, Energy Efficiency, Pollution
Prevention
Alternative Energy

EAST JAPAN RAILWAY COMPANY

2.9%

Energy Efficiency

5

To be eligible to contribute, a company must generate revenue from products or services that help solve at least one of the
world’s major social and environmental challenges, while maintaining minimum ESG standards through its operations.

* See Appendix for methodology

greater revenue exposure of companies providing
healthcare, nutrition, housing or sanitation products
and services

+2.8%

greater revenue exposure of companies providing
SME finance or educational products and services

+23.2%

greater revenue exposure of companies providing
climate friendly technologies

+10.1%

greater revenue exposure of companies providing
sustainable water or pollution prevention
technologies

Empowerment
ENVIRONMENTAL IMPACT

1

+31.6%
Basic Needs

Climate Change

Natural Capital

PAGE | 2

In a diversified portfolio, exposure may tend to be low, especially if the minimum
required revenue percentage is set high. As illustrated in the following section, a
lower minimum revenue threshold typically yields a larger number of qualifying
companies.
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Company identification: sizing up the opportunity set
Investors wishing to identify companies for purposes of defining an eligible investment universe, for selecting stocks, and/or for developing a new product will need
to define their requirements as described above in common use cases and key
considerations. The size of the resulting opportunity set will be based on decisions
made regarding themes, minimum revenue thresholds, and minimum ESG standards. For a highly focused approach that demands high revenue percentages and
minimum ESG standards, relatively few companies will likely qualify, while less
stringent requirements typically result in more opportunities.
Exhibit 4 illustrates the range of revenue exposure to sustainable impact themes
amongst MSCI ACWI Index companies as of August 1, 2017. About 44% of the
index constituents (1,077 companies representing 53% of the index by weight) had
some estimated revenue from SDG solutions as defined by MSCI Sustainable Impact
Metrics methodology, though only about half of those (535 companies, representing 27.3% by weight) derived at least 10% of revenue from solutions. At the 50%
threshold, only about 5% of index constituents (129 companies, representing 4%
by weight) qualified.

# of Companies

Exhibit 4: Breakdown of Estimated Sustainable Impact Revenues, MSCI ACWI Index,
as of August 1, 2017
2000
1800
1600

Exposure to Sustainable Impact Themes
1077 Companies
with any

1400
535 Companies
with ≥ 10%

1200
1000

333 Companies
with ≥ 20%

800

129 Companies
with ≥ 50%

600
400

37 Companies
with ≥ 90%

200
0
>0%

>=10%

Climate Change

>=20%

>=30%

Natural Capital

>=40%

>=50%

Basic Needs

>=60% >=70% >=80% >=90% 100%
% Revenue Exposure to Sustainable Impact Themes
Empowerment

Multiple Themes

Source: MSCI.
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While social impact revenue data is limited to the MSCI ACWI Index, environmental impact data is available for all MSCI ACWI IMI constituents (approximately
8,500 companies). This aims to help investors seeking to measure portfolio exposure
to environmental solutions in general or specific themes, such as climate change
or water stress solutions, or those looking to create (or allocate to) funds focused
on these areas. A relatively high percentage of companies derive at least some
revenue from environmental SDG solutions (1,754 companies representing 29.7%
of the index by weight as of August 1, 2017).
Finally, as noted above, many investors require that companies meet minimum
ESG standards in addition to having a minimum percentage of revenue from solutions. Exhibit 5 (page 141) illustrates the difference in the number of eligible stocks
as well as the corresponding weight in the MSCI ACWI Index under each theme
for a hypothetical investor requiring both a 20% minimum revenue threshold and
minimum ESG standards. For all themes, the eligible universe shrank when adding
the minimum ESG standards requirement, with the largest number of stocks being
lost from the Basic Needs theme, which includes companies that also derive substantial revenue from tobacco or alcohol, or that have faced serious controversies.
Examples as of August 8, 2017 included:
–– Boston Scientific, which derived an estimated 64% of revenue from Basic Needs
solutions in the most recent year but which was rated CCC in ESG Ratings.
–– Kellogg, which derived an estimated 24.4% of revenue from nutritious food but
which was implicated in a severe controversy related to collective bargaining
rights4.
–– Unilever, which derived an estimated 53.4% of revenue from Basic Needs solutions but which had faced severe controversies related to anti-competitive practices5 and employee health & safety6.

4

Kellogg Company v. NLRB (2016) No. 15–2031 6th Cir.

5

Competition Commission v Unilever and Sime Darby Hudson Knight (2017) Case Reference 223.

6

The Guardian (2016) Unilever settles dispute over mercury poisoning in India Available at: https://www.
theguardian.com/environment/2016/mar/09/unilever-settles-dispute-over-mercury-poisoning-in-india.
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Exhibit 5: MSCI ACWI Index exposure to companies with both minimum revenue
and minimum ESG standards, as of August 1, 2017
6%
5%

160
140

4%
3%

180

174
5.89%

120

112

107

4.29%

95

100

4.51%

3.34%

80
60

2%

40

1%
0%

17
0.18%
Climate
Change

Climate
Natural
Change
Capital
(ESG Stand.)
Weight

26

13
0.18%

Natural
Basic
Capital
Needs
(ESG Stand.)

1.55%
Basic
EmpowerNeeds
ment
(ESG Stand.)

20 20
1.23%
Empowerment
(ESG Stand.)

0

Company Count

Source: MSCI.

Conclusion
Investors across the institutional, wealth, and retail spaces are increasingly expressing interest in impact or SDG-aligned investing. For many, a key first step is portfolio reporting, which measures the exposure of an existing portfolio to revenues
derived from SDG solutions. Investors wishing to allocate capital to a dedicated
fund, to identify an initial universe of companies eligible for investment, or to
create an impact or SDG-themed fund, must first define their preferred eligibility
criteria. These might include a minimum percentage of revenue from SDG solutions, or revenue in specific themes. Minimum additional ESG standards can also
be applied to avoid investing in companies that provide solutions but have also
been embroiled in controversies, manufacture harmful products, or that manage
ESG risks poorly compared to their peers. The size of the opportunity set will vary
with the stringency of each investor’s preferred requirements.
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Appendix: The UN Sustainable Development Goals
The 17 SDGs are listed below.
See www.un.org/sustainabledevelopment/sustainable-development-goals
for more information.
1. No Poverty
2. Zero Hunger
3. Good Health and Well-being
4. Quality Education
5. Gender Equality
6. Clean Water and Sanitation
7. Affordable and Clean Energy
8. Decent Work and Economic Growth
9. Industry, Innovation, and Infrastructure
10. Reduced Inequalities
11. Sustainable Cities and Communities
12. Responsible Consumption and Production
13. Climate Action
14. Life Below Water
15. Life On Land
16. Peace, Justice, and Strong Institutions
17. Partnerships for the Goals

Source: www.un.org/sustainabledevelopment/sustainable-development-goals.
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Executive summary
Natural disasters, political upheaval and corruption scandals are just a few of the
shocks global investors have had to deal with in recent years. Analysis of environmental, social and governance risk factors at the country level may help investors
to better understand the causes and consequences of these events, and how they
fit into their sovereign credit risk assessment. This is important not just for global
government bond investors, but any investors that need to consider country risk
in their portfolio. MSCI ESG Government Ratings are designed to help investors
assess these factors and integrate them into their portfolio construction and management process.
But do MSCI ESG Government Ratings offer any more information about sovereign
credit risk than what investors already know? Another research study1 has suggested a correlation in the past between our ESG scores and sovereign credit default
swap (CDS) spreads, a proxy for credit risk, but this may simply suggest ESG factors
had already been priced in. In this paper, we explore whether there was a relationship between our past ratings and subsequent changes to CDS spreads to determine
whether there was additional information that could have helped investors with
their analysis of sovereign credit risk.

Key findings
–– We find that countries with higher ESG Government Ratings from MSCI ESG
research on average saw their CDS spreads narrow by more, or widen by less,
than lower-rated counterparts three years later (for the rating period between
2011 and 2014). The relationship between ESG Ratings and changes in CDS
spreads held within risk groups based on levels of CDS spreads in 2011.
–– We also find that “gap” – the difference between actual CDS spreads and the
expected CDS spread based on the ESG score – in 2011 was correlated with
subsequent changes in CDS spreads between 2011 and 2017.
–– The correlation between the “gap” and changes in CDS spreads was strongest in
Europe, while CDS spreads for countries in the Americas on average widened
by more than suggested by their “gap” and the opposite held true for countries
in the APAC region.
1

Hoerter, S. (2017) Financial materiality of ESG risk factors for sovereign bond portfolios. Available at:
https://uk.allianzgi.com/en-gb/institutional/insights/esg-matters/2017-07-25-financial-materialityof-esg-risk-factors-for-sovereign-bond-portfolios.
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How Do ESG Government Ratings historically
relate to credit risks?
MSCI ESG Government Ratings assess the relative exposure of 198 countries and
regions to six environmental, social and governance risk factors (Exhibit 1), and
their performance and capacity to manage those risks:
Exhibit 1: MSCI ESG Research’s Sovereign Ratings Framework
NATURAL
RESOURCES
ENVIRONMENTAL
VULNERABILITY

HUMAN
CAPITAL

The risk of not having and not
managing the natural resources

The risk of a country’s resources and enabling
infrastructure being vulnerable to environmental
events and environmental externalities
The risk of not having balanced and
productive human capital

The risk of not having a socio-economic
environment conducive to utilizing
the resources effectively

ECONOMIC
ENVIRONMENT

POLITICAL
GOVERNANCE
FINANCIAL
GOVERNANCE

The risk of not having sufficient
financial capital and resilience to manage
the environmental and social risk
The risk of not having an
effective political governance
structure to manage
environmental and social risks

While our ratings are not designed to measure the risk of default, and hence are
not directly comparable to sovereign credit ratings and other credit risk indicators,
the ESG risks we identify may have implications for a country’s financial strength.
For example, poor management of resources could make a country’s economic
growth rate unsustainable, and weaken public finances in the longer term. Similarly, weak government institutions could lead to mismanagement of financial
resources, and impair both a country’s willingness and ability to repay debt.
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Better understanding of how ESG factors may affect sovereign credit risk can help
global government bond investors in their asset selection process. While credit
risk is just one of the components determining return for government bond investors, and the relationship between credit risk and bond prices varies based on the
specifics of the securities and market conditions, lower credit risk should translate
to higher bond prices, all else being equal.
Sovereign credit risk is important to understand, not just for government bond
investors, but also for investors in other asset classes that manage country risks.
Sovereign credit risks could be transferred to corporates and financial institutions
through a variety of mechanisms, for example taxation and other policy changes,
financial market instability and the likelihood of government support. Bedendo
and Colla (2015) show that “an increase in sovereign credit spread is associated
with a statistically and economically significant increase in corporate spreads, and
hence firms’ borrowing costs”2. Silva (2014) examined the negative correlation
between sovereign CDS spreads and stock prices, although there is mixed evidence
whether the strength of this relationship changed depending on market conditions3.

Did ESG Ratings correlate to CDS movements?
We first explore this question by looking at the relationship between MSCI ESG
Government Ratings and spreads on credit default swaps, a proxy we use to gauge
the market assessment of credit risk for a particular sovereign4. Fontana and Scheicher (2016)5 argue that “in principle, CDS and bonds offer investors a similar exposure to the risk and return of debt issue by government”, although they found that
this relationship can drift depending on market liquidity. Their study showed that
the level and change in CDS spreads are typically reflected in bond yields.
2

Bedendo, M. and Colla, P. (2015) Sovereign and corporate credit risk: Evidence from the Eurozone, Journal
of Corporate Finance, 33, issue C, p. 34–52.

3

Pereira da Silva, P. (2014) Sovereign Credit Risk and Stock Markets–Does the Markets’ Dependency Increase
with Financial Distress? MDPI, Open Access Journal, vol. 2(1), p. 1–23.

4

Credit default swaps (CDS) are financial instruments that provide the buyer protection against losses from
a credit event (such as default or restructuring) for a given period of time, in return for premium payments
to the seller (captured by the CDS spread). Wider CDS spreads indicate the buyer is willing to pay more to
insure against default, implying higher expected credit risk.

5

Fontana, A. and Scheicher, M. (2010) An Analysis of Euro Area Sovereign CDS and Their Relation with
Government Bonds, ECB Working Paper No. 1271.
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Our dataset consists of 5-year CDS mid-spreads for all 69 countries6 available from
Thomson as of July 31, 2017. Using this data we find that ESG Ratings and scores
were indeed correlated with CDS spreads during this period, consistent with findings in other market research7.
Exhibit 2: Interquartile Range of Sovereign CDS Spreads, by ESG Rating Group
Exhibit 2 shows that countries with higher MSCI ESG Government Ratings generally demonstrated narrower CDS spreads, an indicator we use as a proxy for
credit risk.
CDS Spread, January 1, 2017 (basis points)
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Source: MSCI ESG Research, Thomson.
n= number of observations within rating group.

But did MSCI ESG Government Ratings help to explain the variation in subsequent
changes to CDS spreads? We examined the ratings at the start of each year between
2011 and 2014, and then looked at how much the natural log of CDS spreads8 had
changed three years after, for a smaller group of 60 countries9. Exhibit 3 shows
that higher-rated sovereigns typically had spreads that narrowed by more, or
widened by less, than their lower-rated counterparts over three years.

6

Argentina, Australia, Austria, Bahrain, Belgium, Brazil, Bulgaria, Chile, China, Colombia, Costa Rica,
Croatia, Czech Republic, Denmark, Dominican Republic, El Salvador, Estonia, Finland, France, Germany,
Greece, Guatemala, Hong Kong, Hungary, Iceland, Indonesia, Iraq, Ireland, Israel, Italy, Jamaica, Japan,
Kazakhstan, Latvia, Lebanon, Lithuania, Malaysia, Malta, Mexico, Morocco, Netherlands, New Zealand,
Norway, Panama, Peru, Philippines, Poland, Portugal, Qatar, Romania, Russia, Serbia, Singapore, Slovakia,
Slovenia, South Africa, South Korea, Spain, Sweden, Thailand, Tunisia, Turkey, Ukraine, United Kingdom,
USA, Uruguay, Venezuela, Vietnam.

7

Hoerter, S. (2017) Financial materiality of ESG risk factors for sovereign bond portfolios Available at:
https://uk.allianzgi.com/en-gb/institutional/insights/esg-matters/2017-07-25-financial-materiality-of-esg-risk-factors-for-sovereign-bond-portfolios.

8

We use the natural log of CDS spreads given that Exhibit 2 shows the relationship between average CDS
spreads and ESG ratings is exponential, hence putting similar weight to small changes at lower levels of CDS
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Exhibit 3: Interquartile Range of 3-Year Change in Log CDS Spreads, by ESG Rating
Group
Exhibit 3 shows that for ratings assigned between 2011 and 2014, CDS spreads
typically narrowed in the following three-year period, and the narrowing tended
to be greater for countries with higher ESG Ratings.
Change in log CDS spreads three years after rating (basis points)
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Source: MSCI ESG Research, Thomson, CDS data from January 1, 2011 to January 1, 2017
n= number of observations within rating group.

However, the relationship shown in Exhibit 3 may simply be a reflection of better
credit quality in higher-rated ESG countries (as indicated by the relationship in
Exhibit 2), information that could have already been incorporated in CDS spreads.
We attempt to limit the influence of information from CDS spreads by aggregating
the countries into risk groups based on their CDS spreads on January 1, 2011, hence
observing changes for countries with similar levels of credit risk according to CDS
market prices. We find that the relationship shown in Exhibit 3 held within these
risk groups (Exhibit 4), with the exception of AAA-rated economies in the risk
group of countries with CDS spreads below 50 bps, even with the range of CDS
spreads (and hence available information) restricted.

8

We use the natural log of CDS spreads given that Exhibit 2 shows the relationship between average CDS
spreads and ESG Ratings is exponential, hence putting similar weight to small changes at lower levels of
CDS spreads as large changes at higher levels.

9

Nine countries are omitted from our original dataset of 69 countries. Five countries (Argentina, Cyprus,
Jamaica, Greece and Ukraine) had defaulted during our analysis period, making the change in CDS spreads
over three years not representative of the change in credit risk over that time. We also omitted three sovereigns (Malta, Singapore, Iraq) that saw no changes in CDS spread for over a year, as there would be little
information value from infrequently traded instruments. Finally, Venezuela is excluded as an extreme
outlier with CDS spreads exceeding 6,000 bps on January 1, 2016.
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Exhibit 4: Change in Log CDS Spread by ESG Rating Group and Risk Group
(2011 to 2017)
Exhibit 4 shows that for countries within the same risk group based on their CDS
spreads at the start of 2011, those with higher ratings saw more of a narrowing
in CDS spreads by 2017 than those with lower ratings.
Average Change in Log CDS spread, January 1, 2011 to January 1, 2017 (basis points)
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Source: MSCI ESG Research, Thomson.
n= number of observations within risk bucket.

Contextually, the time period we used (January 1, 2011 to January 1, 2017) reflected
two factors: limited data availability of CDS spreads prior to 2009, and the substantial financial market volatility during this time. Exhibit 4 shows CDS spreads
were still trending down in 2010 following a peak at the start of the global financial crisis, and widened sharply once again in the middle of 2011 as the Euro-area
sovereign crisis escalated (Exhibit 4). The analysis period was chosen to filter out
some of the volatility resulting from these events, although no time period can
fully negate the impact of overlapping economic cycles across different regions.
Repeating the exercise in different time periods indicates the first half of the analysis period (2011 – 2014) contributed more to our finding than the second half. This
partly reflects the lower volatility of CDS spreads in the second half of the study
period, reducing the differentiation between countries.
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Exhibit 5: Average CDS Spread by 2011 ESG Rating Group
Exhibit 5 shows that sovereign CDS spreads were highly volatile between 2011
and 2013, partly due to the Euro-area sovereign debt crisis at the time. Our analysis timeframe was chosen to minimize the impact of the volatility in this period.
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Source: MSCI ESG Research, Thomson, Monthly CDS data between January 31, 2009 and July 31, 2017
Data for “AA” group starts from April 2010, due to limited data for New Zealand.

What happened when CDS spreads and
ESG Ratings differed?
The correlation between ESG Government Ratings and CDS spreads was not perfect,
and there are multiple examples of where CDS spreads were inconsistent with our
ratings based on the relationship we showed in Exhibit 2. We explore this by
running a linear regression on log CDS spreads and ESG scores, and use the resulting regression equation10 to calculate a model log CDS spread for each country based
on their ESG scores. We then calculated the difference between the actual log CDS
spread and model log CDS spread to generate a measure of the “gap” between our
ratings and CDS spreads. Exhibit 5 shows that Ireland, Iceland and Portugal’s actual
log CDS spreads were very high on January 1, 2011 compared to their model log
CDS spreads (positive gap), likely due to the banking crisis the countries were dealing
with at that time. In contrast, actual log CDS spreads were much lower than their
model CDS spreads (negative gap) for China, the US and Tunisia.
10 Model Log CDS Spread = -0.3956*Government ESG Score + 7.14.
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Exhibit 6: The “Gap” Between Modelled CDS Spreads and CDS Spreads, by Country
Countries on the right of Exhibit 6 had the largest positive gaps (market CDS spreads
are higher than implied by ESG scores), and tended to see greater narrowing of
CDS spreads between 2011 and 2017.
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Source: MSCI ESG Research, Thomson.

We find that, on average, log CDS spreads narrowed by more, or widened by less,
for countries that had a high market CDS spread relative to their ESG score. A
linear regression of these two variables shows that the 2011 “gap” explained around
28% of the total variation of changes in log CDS spreads between January 1, 2011
and January 1, 2017 (R2 = 0.2849), and the regression coefficient was statistically
significant (t Stat = -4.8066).
Of 23 countries with positive gaps in 2011, seven were in Western Europe and
seven were in Central and Eastern Europe, and all 14 of these countries saw their
CDS spreads narrow in the study period as they fell across the region from elevated
levels around the Euro-area sovereign crisis. In Exhibit 7, we look at how the relationship holds across different geographic regions to illustrate the extent to which
our findings depend on European regional dynamics. The relationship fits particularly well for both advanced and emerging economies in Europe, regardless of
whether CDS spreads narrowed or widened over the analysis period. The negative
correlation was also maintained with other regions, with the exception of the
Americas. Across regions, CDS spreads on average widened more for countries in
the Americas than implied by their ESG scores, while the opposite held for countries
in APAC.
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Exhibit 7: “Discrepancies” vs. Change in Log CDS Spread, by Region
Exhibit 7 shows that countries with higher positive gaps tended to have a greater
narrowing in CDS spreads. This relationship appears to hold at the regional levels,
except for the Americas.
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Exhibit 8: Top 10 Gaps as of July 31, 2017
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Exhibit 8 shows the greatest gap between ESG Government Ratings and CDS
spreads as of July 31, 2017. Many European economies facing social and political
volatility from rising populism have CDS spreads that are narrow relative to their
ESG score (negative gaps). Central and South American countries make up half of
the top ten positive discrepancies in 2017. These economies have generally experienced a greater widening in CDS spreads over the past six years than other
regions.

Conclusion
Our paper found a negative correlation between changes in sovereign CDS spreads
and MSCI ESG Government Ratings in the period between 2011 and 2017. This
relationship held, with the exception of AAA countries with CDS spreads below
50 bps, within risk buckets based on the initial level of CDS spreads in 2011.
We also found that “gaps” – the differences between actual CDS spreads and model
CDS spreads based on ESG scores – in 2011 also showed a correlation with changes
in sovereign CDS spreads between 2011 and 2017. The relationship generally held
across and within geographical regions, but with some variations and exceptions,
notably within the Americas.

156

Did ESG Ratings help to explain changes in sovereign CDS spreads?

Bibliography
Hoerter, S. (2017) Financial materiality of ESG risk factors for sovereign bond
portfolios. Available at: https://uk.allianzgi.com/en-gb/institutional/insights/esgmatters/2017-07-25-financial-materialityof-esg-risk-factors-for-sovereign-bondportfolios.
Bedendo, M. and Colla, P. (2015) Sovereign and corporate credit risk: Evidence from
the Eurozone. Journal of Corporate Finance, 33, issue C, p. 34–52.
Pereira da Silva, P. (2014) Sovereign Credit Risk and Stock Markets–Does the
Markets’ Dependency Increase with Financial Distress? MDPI, Open Access
Journal, vol. 2(1), pp. 1–23.
Fontana, A. and Scheicher, M. (2010) An Analysis of Euro Area Sovereign CDS and
Their Relation with Government Bonds. ECB Working Paper No. 1271.

About the author
Mervyn Tang
Mervyn Tang is Executive Director and Head of MSCI’s ESG research team in Asia
Pacific, excluding Japan. He is responsible for research in the region, with an additional focus on Fixed Income and Sovereigns. Mervyn joined MSCI in July 2017
after ten years of experience in economic and financial research, most recently as
Director, Asia Pacific Sovereigns at Fitch Ratings. Mervyn has also worked as an
economist at the Bank of England, an Economic and Financial Attaché at the British
Embassy in Washington DC, and an equities analyst at Citigroup. Mervyn holds
an MSc in Economics from Birkbeck College (University of London) and a BA in
Economics and Management from Oxford University. He is a CFA Charterholder.

157

MSCI
MSCI ESG Ratings
methodology

As of July 2018

158

MSCI ESG Ratings methodology

MSCI ESG Ratings research aims to answer the following questions:
–– Of the negative externalities that companies in an industry generate, which
issues may turn into unanticipated costs for companies in the medium to long
term?
–– Conversely, which ESG issues affecting an industry may turn into opportunities
for companies in the medium to long term?
More specifically, the MSCI ESG Ratings model seeks to answer four key questions
about companies:
–– What are the most significant ESG risks and opportunities facing a company
and its industry?
–– How exposed is the company to those key risks and/or opportunities?
–– How well does the company manage key risks and opportunities?
What is the overall picture for the company and how does it compare to its global
industry peers?
Environmental, social and governance risks and opportunities are posed by large
scale trends (e.g. climate change, resource scarcity, demographic shifts) as well as
by the nature of a company’s operations. Companies in the same industry generally
face the same major risks and opportunities, though individual exposure can vary.
A risk is material to an industry when it is likely that companies in a given industry will incur substantial costs in connection with that risk (for example a regulatory ban on a key chemical input requiring reformulation). An opportunity is
material to an industry when it is likely that companies in a given industry could
capitalize on it for profit (for example opportunities in clean technology for the
LED lighting industry). The MSCI ESG Ratings model focuses only on issues that
are determined as material for each industry. We identify material risks and opportunities for each industry through a quantitative model that looks at ranges and
average values for each industry for externalized impacts, such as carbon intensity,
water intensity, and injury rates. Companies with unusual business models for
their industry may face fewer or additional key risks and opportunities. Company-specific exceptions are allowed for companies with diversified business models,
facing controversies, or based on industry rules. Once identified, these Key Issues
are assigned to each industry and company.
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Exhibit 1 MSCI ESG Key Issue Hierarchy
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* C orporate Governance Theme carries weight in the ESG Rating model for all companies. In 2018, we
introduce sub-scores for each of the four underlying issues: Board, Pay, Ownership, and Accounting.
Source: MSCI.

To arrive at a final letter rating, the weighted averages of the Key Issue Scores are
aggregated and companies’ scores are normalized by their industries. After any
overrides are factored in, each company’s Final Industry-Adjusted Score corresponds to a rating between best (AAA) and worst (CCC). These assessments of
company performance are not absolute but are explicitly intended to be relative
to the standards and performance of a company’s industry peers.
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Once the Key Issues have been selected for a GICS Sub-Industry, we set the weights
that determine each Key Issue’s contribution to the overall rating. Each Key Issue
typically comprises 5–30% of the total ESG Rating. The weightings take into account
both the contribution of the industry, relative to all other industries, to the negative
or positive impact on the environment or society; and the timeline within which
we expect that risk or opportunity for companies in the industry to materialize.
The framework is such that a Key Issue defined as High Impact and Short-Term
would be weighted three times higher than a Key Issue defined as Low Impact and
Long-Term.
–– Level of contribution to social or environmental externality: Similar to the process
outlined above, each GICS Sub-Industry is assigned a High, Medium, or Low
impact for each Key Issue based on our analysis of relevant data (e.g. average
carbon emissions intensity).
–– Expected time horizon of risk/opportunity: The time horizon of each Key Issue
(Short-Term, Medium-Term, Long-Term) is classified based on the type of risk or
opportunity that each Key Issue presents to companies.

Key Issue Assessment
Risks
Key Issue Scores for risk-based issues in the MSCI ESG Ratings model incorporate
both the extent of risk exposure as well companies’ risk management practices
and performance track record. To score well on a Key Issue, a company with a high
exposure to underlying risk must also have a strong risk mitigation, whereas a
company with limited exposure may have a more modest risk mitigation approach.
Conversely, a highly exposed company with poor management will score worse
than a company with the same management practices but lower exposure to the
risk.
Example: electric utilities are typically highly water-dependent, but each company
may be more or less exposed to water-related risks depending on where its plants
are – desert locations present much higher risks than those where water supplies
are plentiful. Companies operating in water-scarce regions must take more extensive measures to mitigate these risks than those with abundant access to water.
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While Key Issues are identified by looking quantitatively at each industry as a
whole, individual companies’ exposure to each issue will vary. MSCI ESG Ratings
calculate each company’s exposure to key ESG risks based on a granular breakdown
of its business: its core product or business segments, the locations of its operations,
and other relevant measures such as outsourced production or reliance on government contracts. Risk exposure is scored on a 0–10 scale, with 0 representing
no exposure and 10 representing very high exposure. The analysis then takes into
account the extent to which a company has developed strategies and demonstrated
a strong track record of performance in managing its specific level of risks or
opportunities. Controversies occurring within the last three years lead to a deduction from the overall management score on each issue. Management is scored on
a 0–10 scale, where 0 represents no evidence of management efforts and 10 represents indications of very strong management. The Risk Exposure Score and Risk
Management Score are combined such that a higher level of exposure requires a
higher level of demonstrated management capability in order to achieve the same
overall Key Issue Score. Key Issue scores are also on a 0–10 scale, where 0 is very
poor and 10 is very good. For instance, a utility focused on conventional power
generation is required to have stronger measures for mitigating its carbon and
toxic emissions compared to a utility largely focused on electricity transmission
and distribution, which is less polluting compared to conventional generation.
Example: Utility Company A focuses on conventional power generation, which
typically results in large carbon and toxic emissions. It has high risk exposure in
these areas. To score well on these issues, it must have strong risk mitigation programs in place. Utility Company B is largely focused on electricity transmission
and distribution, which are less polluting activities. Although they are in the same
industry, Company A and Company B have different levels of exposure to these
risks. Company B can score as well as Company A with more modest risk mitigation efforts. Alternatively, if Company B has risk mitigation efforts similar to
company A, it will score higher overall because its risk management is stronger
relative to its risk exposure.
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Opportunities
Assessment of opportunities works similarly to risks, but the model for combining
exposure and management differs. Exposure indicates the relevance of the opportunity to a given company based on its current business and geographic segments.
Management indicates the company’s capacity to take advantage of the opportunity. Where exposure is limited, the Key Issue Score is constrained towards the
middle of the 0–10 range, while high exposure allows for both higher and lower
scores.

Controversies
MSCI ESG Ratings review controversies, which may indicate structural problems
with a company’s risk management capabilities. In the ESG Rating model, a controversies case that is deemed by an analyst to indicate structural problems that
could pose future material risks for the company, triggers a larger deduction from
the Key Issue Score than a controversies case that is deemed to be an important
indicator of recent performance but not a clear signal of future material risk. A
controversy case is defined as an instance or ongoing situation in which company
operations and/or products allegedly have a negative environmental, social, and/
or governance impact. A case is typically a single event such as a spill, accident,
regulatory action, or a set of closely linked events or allegations such as health and
safety fines at the same facility, multiple allegations of anti-competitive behavior
related to the same product line, multiple community protests at the same company
location, or multiple individual lawsuits alleging the same type of discrimination.
Each controversy case is assessed for the severity of its impact on society or the
environment and consequently rated Very Severe (reserved for worst of the worst
cases), Severe, Moderate, or Minor.

Determining – Corporate Governance Score
The Corporate Governance Score is an absolute assessment of a company’s governance that utilizes a universally applied 0–10 scale. Each company starts with a
“perfect 10” score and scoring deductions are applied based on the assessment of
Key Metrics. The Corporate Governance Score is derived from the raw score which
is calculated as the sum of points associated with the Key Metrics.
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Constructing the Rating
The ESG Ratings model is industry relative and uses a weighted average approach.
Key Issue weights are set at the GICS Sub-Industry level (8-digit) based on each
industry’s relative external impact and the time horizon associated with each risk.
Key Issues and weights undergo a formal review and feedback process at the end
of each calendar year. Corporate Governance is always material and therefore
always weighted and analyzed for all companies. Where there are company-specific exceptions, weights depart from the industry standard weights but remain in
proportion. For each company a Weighted Average Key Issue Score is calculated
based on the underlying Key Issue scores and weights. To arrive at a final letter
rating, the Weighted Average Key Issue Score is normalized by industry. The range
of scores for each industry is established annually by taking a rolling three-year
average of the top and bottom scores among the MSCI ACWI Index constituents;
the values are set at the 97.5th and 2.5th percentile. Using these ranges, the
Weighted Average Key Issue Score is converted to an Industry Adjusted Score from
0–10, where zero is worst and 10 is best. The Industry Adjusted Score corresponds
to a rating between best (AAA) and worst (CCC). These assessments of company
performance are not absolute but are explicitly intended to be relative to the standards and performance of a company’s industry peers.
Exhibit 2 Industry Adjusted Company Score to Letter Rating Mapping
Letter Rating
AAA

Final Industry-Adjusted Company Score
8.6* – 10.0

AA

7.1 – 8.6

A

5.7 – 7.1

BBB

4.3 – 5.7

BB

2.9 – 4.3

B

1.4 – 2.9

CCC

0.0 – 1.4

* Appearance of overlap in the score ranges is due to rounding error. The 0 to
10 scale is divided into seven equal parts, each corresponding to a letter rating.
Source: MSCI.
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Data sources
To assess companies’ exposure to and management of ESG risks and opportunities,
we collect data from the following sources:
–– Macro data at segment or geographic level from academic, government, NGO
datasets (e.g. Transparency International, US EPA, World Bank).
–– Company disclosure (10-K, sustainability report, proxy report, AGM results, etc.).
–– Government databases, 1600+ media, NGO, other stakeholder sources regarding
specific companies.

Issuer communications
Companies are invited to participate in a formal data verification process prior to
publication of their ESG Ratings report. At that time, companies have the opportunity to review and comment on the facts contained in their existing MSCI ESG
Ratings report, as well as to provide MSCI ESG Research with any additional ESG
information if they wish. This process is also in accordance with the objective of
frequently updating company reports with the latest available information as provided by companies. Issuers may request to see their reports and/or to provide
updates or corrections at any time.

Monitoring and updates
Companies are monitored on a systematic and ongoing basis, including daily monitoring of controversies and governance events. New information is reflected in
reports on a weekly basis and significant score changes trigger analyst review and
re-rating. Companies receive an in-depth review at least annually.

Quality review
Formal in-depth quality review processes take place at each stage of analysis,
including automated and quality checks of data and rating publications; industry
and market lead oversight of ratings and reports; Methodology Committee approval
of any exceptions, truncations, or major (2+) rating changes; and an ESG Methodology Committee to review contentious cases.

Annual consultation
In November of each year, MSCI ESG Research reviews the Key Issues assigned
to each industry as well as their weights. This process also identifies emerging
issues and those that have become less significant. As part of this process, MSCI
ESG Research consults with clients about proposed changes to Key Issue selections
for each industry as well as any proposed new Key Issues.
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Product features
When used in conjunction with conventional financial analysis and valuation
methods, MSCI ESG Ratings are designed to help clients:
–– Integrate ESG factors into their investment approaches;
–– Screen portfolios and trades for emerging and overlooked ESG risks;
–– Generate investment ideas using positive and negative outliers on specific ESG
issues;
–– Generate investment ideas based on ESG developments impacting key industry
drivers;
–– Conduct due diligence for transactions;
–– Determine opportunities for engagement with company management;
–– Support implementation of the UN Principles for Responsible Investment (PRI):
·· Smoothly integrate ESG considerations into the investment processes by focusing on the most significant issues – Principle 11
·· Support efforts to engage companies on ESG issues – Principle 21
·· Support efforts to encourage companies to make ESG-related disclosure
by providing benchmarking against peers on key ESG metrics – Principle 31
·· Help asset owners to monitor their implementation of ESG principles –
Principle 41
·· Help asset managers to report on ESG mandates – Principle 61

1

Source: http://www.unpri.org.
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Executive summary
Sustainable investing is changing the way investors think about the companies
they invest in. In this chapter we examine the new insights that can come from
integrating material, non-financial data in the investment analysis process. We
chart the rise of sustainable investing, the push and pull factors and the exciting
innovations which sustainable investing is bringing to the investment industry:
–– The past five years have seen sustainable investing move mainstream, fueled
not just by growing client demand but also by growing regulatory pressures.
–– Additionally, external actors such as the UN backed Principles for Responsible
Investment have been instrumental in driving the move towards greater investment transparency.
–– At the same time, the United Nations SDGs, while broad and overarching, have
provided a benchmark along which to align investment decisions to create
impact.
–– To meet this upsurge in demand, UBS Asset Management have developed a
detailed, comprehensive approach to sustainable investing, based on two key
pillars: the integration of ESG factors in the investment research process and an
active engagement policy.
–– The new approaches to sustainable investing which UBS is pioneering also aim
to generate an innovative, flexible approach to creating positive impact.
Sustainable investing has widely been recognized as the fastest-growing segment
in the investment world. Between 2012 and 2016, sustainable assets under management almost doubled, from USD 14 trillion to USD 23 trillion, according to a
2016 report by the Global Sustainable Investment Alliance.
The broadening use of material, non-financial data in the investment analysis
process, most often as the inclusion of ESG – or environmental, social and governance – metrics, has helped investors take a broader view of their investments.
The integration of this material sustainability criteria has led to better-informed
investment decisions through the identification of growth opportunities and the
management of long-term risks. Research already indicates that investing according to ESG metrics does not materially harm returns and can instead strengthen
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portfolios by lowering the cost of capital and mitigating risk1.
This new transparency, achieved through ESG metrics, gives investors material,
often quantitative, insights into how well businesses are run, where their real risks
lie, and how sustainable their business models and practices really are. Companies
that care about sustainable use of resources will be less exposed to shortages.
Companies with superior labor practices will have more productive workforces
and be less prone to labor strife. Companies that follow governance best practice
will likely be better and more sustainably managed and less prone to corruption.
The list goes on. Additionally, customers of these companies also get information
— both positive and negative — of the kind that ESG tracks, which could impact
buying patterns and consequently corporate performance over time.
Sustainability data thus has the power to completely change the way investors
think about the companies they are investing in, enabling more credible, forward-looking investment decisions. It is therefore not surprising that institutional
investors consistently rank ESG criteria as one of their top issues when choosing
an asset manager.

A global call for sustainability
The increasing focus on sustainable investing (SI) has been partially fueled by
growing client demand. SI has been a trend with retail investors for over a decade,
but it is only in the last five years that SI has moved into the mainstream arena
with institutional investors seeking to engage with assets that score high on ESG
metrics and have positive impact on the ground.
The inherent value and impact that non-financial material data can have on risk
management and performance has resulted in the accelerated reporting of ESG
factors. Research shows that 78% of asset owners consider ESG management to
be one of the top five issues when choosing an asset manager2, clearly demonstrating the extent to which mainstreaming of ESG has evolved in recent years. The
1

One of the more recent studies of the correlation of corporate financial performance and sustainability
performance found that “firms with good performance on material sustainability issues significantly outperform firms with poor performance on these issues, suggesting that investments in sustainability issues
are shareholder-value enhancing.” Dunn, Jeff, Fitzgibbons, Shaun, and Pomorski, Lukasz. “Assessing Risk
Through Environmental, Social and Governance Exposures.” 2017. This paper discusses the risk and return
implications of incorporating ESG considerations into investment strategy, focusing on the risk side in particular. Its conclusion: ”Stocks with the worst ESG exposures have total and stock-specific volatility that is
up to 10–15% higher, and betas up to 3% higher, than stocks with the best ESG exposures.”

2

Responsible Investor, Asset Owner Survey 2015.
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demand for SI is clear, with 85% of asset owners reviewing a manager’s responsible investing policy, and over 60% assessing ESG incorporation strategies, and the
ability to identify and manage ESG issues3.
In July 2017, Japan’s Government Pension Investment Fund, the world’s largest
pension fund, announced that it was increasing its allocation to sustainable investments, giving SI an impressive vote of confidence and a commitment that many
asset owners are likely to follow.

External actors
The global shift towards sustainable investing has been hastened by a series of
push and pull factors from different stakeholders that have increasingly come to
demand greater transparency and disclosure, leaving less room for asset managers
and companies unwilling to comply. For example, the pressure to take action was
spurred onward by the signatories of the UN Paris Pledge for Action in 2015.
The impact of the global trend towards sustainability on the investment community is reflected by the UN Principles for Responsible Investment, whose signatories voluntarily choose to show their commitment to incorporating ESG issues into
investment practice. Launched in 2006, today over 1,500 institutions across 50
countries are signatories, representing USD 62 trillion in invested assets4, indicating a consensus on the importance of sustainable investing.
Another such global mandate is The Climate Risk Task Force of the Financial
Sustainability Board that has published a set of recommendations for investors,
lenders and insurance underwriters for better disclosure and understanding of
material risks5. Bodies such as the Global Impact Investing Network (GIIN) have
also lent their voice and support to the issue, launching a campaign in September
2016 that called for investors to direct more capital to the Sustainable Development
Goals (SDGs).
Amongst the largest global calls to action have been the United Nations SDGs.
Though broad and overarching, they provide a benchmark along which to align
investment decisions to create impact. One example of their influence is a Dutch
3

Principles of Responsible Investment, PRI Report on Progress 2015.

4

Principles of Responsible Investment, PRI Report on Progress 2015.

5

https://www.fsb-tcfd.org/publications/fnal-recommendations-report/.
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institutional investor who has explicitly committed over EUR 2.2 billion to an investment framework based on the SDGs, with a focus on climate, food, health and
water6. This commitment went beyond investment choices, striving to create both
financial and social returns by investing in companies creating measurable impact.
The actions of these external actors have effectively served to increase awareness
for all stakeholders, increasing the pressure to accelerate ESG integration. This has
not been restricted to global governance bodies. In companies too, there is a push
by regulators for greater openness around ESG matters. Thirty-eight stock
exchanges around the world have provided ESG reporting guidance to issuers and
15 actually require ESG reporting as a listing rule for certain companies.
Moreover, it is likely that this trend is here to stay. Several indicators have asserted
that sustainability will remain high on the agenda in the future. Take the Campden
study for example, which found that 69% of UHNW Millennials say they are
interested, or very interested, in socially responsible investing7.

SI integration across asset management portfolios
Cumulatively, all these developments have led to a significant global shift of assets
into sustainable investments. Yet, while sustainable investing has catapulted into
center stage globally, it is a relatively recent trend. UBS has a strong legacy of
investing sustainably for over 20 years. As far back as 1992, UBS was amongst the
earliest signatories of the UNEP bank declaration (UNEP FI), going on to become
a member of the Association for Environmental Management and Sustainability
in Financial Institutions in 1996. The UBS strategy for sustainability was launched
in 1997, prophesizing the shift in global consciousness. Today, the financial markets
are one of the most powerful transmission mechanisms by which corporate sustainability can be promoted globally, thereby impacting society in a positive way.
Putting that conviction into practice, UBS has already made a clear commitment
to integrating ESG considerations into core investment processes across the firm,
with the aim of having full SI integration across equity and fixed income research
platforms by the end of 2018. This will enable all 900+ investment staff to take SI
factors into consideration, making UBS the first large-scale asset manager to implement broad integration of SI across the traditional asset classes. This outlook has
6

Dutch SDG Investing (SDGI) Agenda.

7

Campden 2015 UHNW Millennials Research report.
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resulted in UBS becoming the largest provider of SI equities and fixed income ETFs
in Europe.

Developing an investment strategy
At UBS, developing a sophisticated sustainable investment strategy has been a
detailed process involving several key factors, to ensure high impact on the ground
without compromising on fiduciary responsibilities. The approach rests on two key
pillars: the integration of ESG factors in the investment research process and an
active engagement policy.
Integrating SI capabilities across asset classes relies on a process of close collaboration. A dedicated SI research team works with the equity and fixed income analysts, helping them identify material ESG factors by looking deeper at which particular aspects of an issue are relevant for a specific sector. For instance, human
capital can be looked at from the perspective of working rights and conditions,
occupational health & safety, and culture. The importance of these different topics
varies in terms of their effect on creditworthiness depending on the activities in
a sector. Working rights and conditions may be more important to productivity in
a manufacturing sector; occupational health & safety may be important to operational effectiveness in oil & gas production, whereas culture may be more relevant
to ethical sales in an insurance company or a bank. Such analysis is then captured
both in an overall score and a direction, which is then applied within the overall
equity or credit analysis.
We firmly believe that one of the key drivers to moving more assets into sustainable strategies is the integration of sustainability in fundamental research, impacting all actively managed strategies. This is why it is essential that the analysts sit
at the heart of the investment process.
UBS are firmly of the view that it is mainstream analysts who are best placed to
make use of existing knowledge and experience to provide the context in which
to consider sustainability issues. Analysts aggregate both quantitative and qualitative data, consider its relevance and materiality, put it into an appropriate recommendation framework, and then also make judgements based on sometimes
incomplete and imperfect information. Analyzing ESG issues requires the same
skills, albeit from a different starting point, a different set of conditions and with
divergent conclusions. It is these forward-looking judgements which distinguish
the work of the analyst from pure ESG data gathering or scoring.
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In tandem with this mainstreaming of ESG factors within research is the adoption
of a policy of active engagement: exercising shareholder rights by proxy voting
and corporate engagement, and proactively reaching out to companies to discuss
material ESG issues. UBS has a dedicated stewardship team that works closely with
SI analysts and investment teams to understand company strategies and performance on sustainability issues, and select cases for engagement. In opening channels of conversation with companies, it is possible to engage in constructive dialogue, developing and executing 1–3 year engagement programs tailored to specific
companies. By actively participating in voting, it is possible to influence strategic
outcomes, ensuring greater impact and better-informed investment decisions. It
is this dual force of integration and engagement that ultimately affects impact.
There is, of course, an additional aspect to the concept of impact and that is measurement – how can the impact of an investment on society and the environment
be measured? To address this, UBS has set up research partnerships with leading
universities to develop a proprietary set of impact measurement metrics. The ESG
assessment methodology at UBS has also evolved over time to reflect the goals of
the SDGs and assess the impact which companies, through their supply chains,
direct operations and services and products offered, are making towards those
goals.
An account of the investment approach would not be complete without considering the roles of more conventional, data-driven approaches, such as screening.
Simply screening out companies that do not meet environmental, social or ethical
criteria has been perceived as problematic, as critics believe this could conflict with
the fiduciary responsibility of asset managers. Hence the preferred approach of
UBS places an emphasis on positive screening, a process that focuses on investments with strong ESG characteristics in combination with attractive financial
fundamentals. Positive screening allows investors to establish a systematic
approach towards identifying companies that demonstrate high quality management, and the ability to mitigate various sustainability risks.

Innovation is essential
The new approaches to sustainable investing which UBS is pioneering aim to create
an innovative, flexible approach to creating positive impact. Addressing concerns
in the investment community that sustainable investment limits choice and compromises a client’s primary financial objectives, UBS has developed several innovative, tailor-made solutions to address specific investor challenges.
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A large pension fund needed a passive carbon-aware product that aimed to replicate benchmark returns while increasing relative exposure to companies adapting
to a lower-carbon future. To address this requirement, UBS developed a Carbon
Aware Rules-based Global Equity strategy, a proprietary framework to create a
composite score for companies based on current and historical carbon data (including data uncertainties), probable carbon reduction path and forward-looking variables that gauge company commitment to and engagement with emission reduction
initiatives. The framework takes into account the carbon glide path required of
each of the selected index’s industry sectors and companies that either need to
reduce carbon intensity or are carbon neutral, such as renewable energy.
Rather than simply reducing exposure to companies with higher CO2 emissions,
the team at UBS also examined the trajectory of emissions reduction over time.
By examining the commitment of the company management towards emissions
reduction, it was possible to orient the portfolio towards companies better prepared
for a low carbon future and mitigation of global warming as outlined in the United
Nations Paris Agreement. Moreover, the UBS strategy focuses on reducing the
exposure to, rather than excluding, companies with higher carbon risk, in order
to minimize risks by not excluding significant parts of the market.
As at December 31, 2017 the Fund’s low carbon credentials were as follows:
–– Total CO2 emissions by portfolio companies were contracting at an annual rate
of 1.3%, compared to a rate of decline of 0.4% in the benchmark index.
–– Scope 1 CO2 emissions were 27% less than the benchmark index.
–– Coal energy consumption was 47% less than the benchmark index.
–– The CO2 that could potentially be emitted from reserves of fossil fuels was 31%
less than the benchmark index.
–– The Fund’s investments in renewable energy sources was 59% higher than the
benchmark index.
UBS Asset Management’s approach differs from the standard investment community approach of overweighting stocks of companies that are less dependent on
fossil fuel, based primarily on historical or current carbon data. This is especially
significant as the traditional approach does not take into account the forward-looking aspirations of the global community under the Paris Accord. Additionally, UBS
Asset Management has taken a unique approach to systematically integrating ESG
factors within its fixed income research process. Increasing levels of corporate
disclosure, as well as the expansion of corresponding coverage by ESG data providers, create a sound basis for integrating ESG into fixed income strategies. There
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have also been several important innovations in the fixed income space, including
the rise of green and social bonds.
Integrating ESG into credit research makes the most of significant opportunities to
pursue sustainability integration at a much deeper level than has been previously
considered. The next phase of development is to integrate sustainability into standard
credit assessments, which could have significant implications for mainstream investors looking for opportunities to apply sustainability to their core credit portfolios8.
The broad integration of sustainable investing at scale is something new within
the asset management industry. But the transparency that process creates is
crucial. It aligns with one of the most important and pervasive societal trends of
our age – the trend towards ever more information, ever more data, ever more
transparency everywhere. For investors, the new metrics that SI brings give investors material, often quantitative, insights into how well a business is run, where
its real risks lie, and how sustainable its business model and practices really are.
If fully embedded in the investment decision-making process, these metrics can
be powerful techniques. By bringing sustainable investing to the next level, UBS
believes it can play a leadership role in integrating sustainability considerations
into mainstream finance.
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8

Many of these developments were highlighted in a recent publication outlining these rapid developments in
ESG investing in fixed income. See The World Bank, “Incorporating Environmental, Social, and Governance
(ESG) Factors Into Fixed Income Investments,” April 2018. http://www.worldbank.org/en/news/
feature/2018/04/19/incorporating-environment-social-and-governance-esg-factors-into-fixed-income-investment.
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Executive summary
The concept of sustainable investment has gained considerable momentum in
recent years. Investors are becoming more aware of what they want to achieve
through supporting sustainability and they want investment vehicles that are
compatible with those objectives.
At the same time, sustainability in investing is not purely an ecological consideration. It also has to be economically viable. There has been extensive research over
the past few years into the performance of environmentally-friendly ETFs. This
enables investors to make well-informed decisions about the social and prospective
economic benefits of buying into such funds.
UBS Asset Management (UBS AM) has a good track record in structuring ETFs
whereby the investor can easily identify the ecological footprint and the prospective return. That is reflected in the growth of these products.

Introduction
The world is in a transformation phase as it looks to become more sustainable in
terms of both production and consumption to create more balance and harmony
in our environment. One of the most well-known spokespersons supporting these
sentiments globally is the actor and film producer Leonardo DiCaprio, who created
a foundation back in 1998 with the main goal of supporting global projects that
build climate resilience, protect vulnerable wildlife and restore balance to threatened ecosystems and communities. His foundation spans over 132 organizations
in 50 countries and supports more than 200 projects. Commitment now seems to
be coming from everywhere. Sustainable goals have become more formalized and
asset managers have to comply with them to meet investors’ demands. More specifically, the United Nations (UN) has recently defined 17 global goals, also known
as the Global Goals for Sustainable Development (SDGs) (as shown in Exhibit 1)
with a total number of 169 different targets. The SDGs cover a broad range of social
and economic development issues, such as health, education, climate change, gender
equality, water, the environment and social justice. The SDG principles cover a
broad range of social and economic development issues, with the goal of solving
the targeted issues as effectively as possible by 2030.
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UBS Asset Management (UBS AM) can comply with these principles when structuring solutions. The socially responsible investing and environmental, social and
governance (SRI/ESG) methodology which is the base for the sustainable UBS ETF
shelf, covers the SDGs seen in Exhibit 1 to a large extent. The SDG goals are easily
classified into the three ESG pillars, which underpin investable products, while some
of them such as “decent work and economic growth” or “sustainable cities and
communities” overlap and might be seen to straddle across the three ESG pillars.
Exhibit 1: The 17 Sustainable Development Goals of the United Nations

Source: United Nations.

SRI and ESG-focused investing emerged back in the 1970s when investors started
to exclude specific securities, or even entire industries from their investment portfolios through an ESG screening approach. Industries such as oil & gas, coal mining
and electric utilities became possible exclusions. The most broadly applied socially
responsible approach then was negative screening, in other words the exclusion
of so-called sin stocks from portfolios’ investment strategies. Specifically, stocks
from companies meeting a certain revenue threshold from business activities
related to guns, tobacco, gambling, military weapons, nuclear power, etc. were
out-of-scope for the eligible investment universe.
ESG-based investing has also become prevalent in indexed strategies. For instance,
one of the first sustainable investment indices was the MSCI KLD 400 index (formerly
known as the Domini 400 Social Index) which was launched in May 1990. Exhibit 2
shows the performance (total gross return) of this strategy compared to the MSCI
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USA IMI index since 1994. The performance of the MSCI KLD 400 shows that a
socially responsible strategy is able to provide similar, if not higher, returns compared
to a plain-vanilla market cap index. The MSCI KLD 400 Social generated 9.92% p.a.
while the MSCI USA IMI had a return of 9.83% p.a. over the same period, so on average
the socially conscious index provided 9 bps outperformance per annum over that
extensive period. It appears from Exhibit 2 that, in the long term, SRI investors are
getting market beta returns, while being more responsible at the same time.
Exhibit 2: Historical performance (total gross return, in USD)
Indexed total return, gross in USD
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Source: MSCI. Data period: October 31, 1994 to May 31, 2018. Total gross return, in USD.

The financial industry has recognized socially responsible and environmentally
friendly behavior as an investment thesis of growing relevance to a broad investor
base. Financial institutions have started to facilitate access to these investment
themes, either through applying ESG screening models to securities (active), or
making ESG/SRI based indices investable through passive vehicles, such as ETFs
or index funds.
In 2011, UBS rolled out its first SRI ETFs with the intention of providing investors
with “green” labeled investment solutions on four main core building blocks (EMU,
World, Pacific and USA) and a clear value proposition: offering socially responsible
ETFs which are i) cost effective for the investor, ii) provide high replication accuracy
and iii) are highly transparent in terms of index and product data disclosure. Furthermore, the SRI range of UBS was expanded further from 2014 to 2017 into
additional equity and fixed income SRI exposures (ACWI, emerging markets, United
Kingdom, Japan as well as USD and EUR-denominated corporate bonds) to round
out the existing product shelf.
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UBS offers its SRI range of ETFs with the added feature of currency-hedged share
classes. The hedging mechanism is based on selling 1-month currency forwards
to protect the equity return in the home currency from any foreign exchange
movements relative to the hedging currency. UBS ETFs’ leading hedging capabilities allow it to roll out the broadest SRI product offering in Europe with 45 share
classes of hedged and unhedged exposures, and total assets under management
of close to EUR 3 billion (at time of writing).
UBS ETFs’ market share in the SRI space has increased considerably over the last
few years, and UBS is currently the largest SRI ETF provider in Europe. While the
ETF market in Europe has grown over the past ten years by almost +18% per annum
in terms of assets under management (Exhibit 3, lhs table chart), SRI ETFs have
grown by more than twice as much (+42.1% per annum). This clearly demonstrates
a growing appetite for SRI investments. Furthermore, while only four ETFs were
considered socially responsible ten years ago, the number of sustainable ETFs has
since reached 95 share classes (incl. currency-hedged share classes). UBS ETFs have
become a pioneer of socially responsible investment in the European ETF market
for socially responsible investing due to their well-structured, innovative and efficiently implemented set-up. As shown in Exhibit 3 (pie chart), UBS currently has
the highest SRI ETF market share in Europe at almost 37% (based on assets under
management), followed by iShares (29%) and BNP Paribas (19.4%).
Exhibit 3: ETF market growth and market share for SRI ETFs in Europe
AUM, in USD bn
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Asset managers specifically in the passive business are facing challenges when it
comes to developing new product ideas, especially in the sustainable shelf. On the
one hand, the selection of an appropriate and well-recognized index, and on the
other hand, a cost-effective product set-up which fulfills all transparency standards
and provides high replication accuracy, are the key elements for a successful ETF
offering.
In the next sections, some aspects of ETF product structuring (replication methodology, trading, securities lending and total cost of ownership) and their implications will be discussed and illustrated using market data.

Constraints on product structure implementation
alternatives
Replication strategies
ETF replication strategies can be classified into two categories:
1) Physically replicating: an ETF directly invests in the securities represented in
the index to generate the performance of the index.
2) Synthetic replicating: an ETF does not invest in index constituents but operates
through derivative contracts, most commonly total return swaps.
Physical replication provides high transparency to the investor, since index adjustments and corporate actions are implemented in line with the index. Physical
replication is also most straightforward and a direct way of obtaining a given
exposure. For most exposures, especially those replicated by SRI ETFs, liquidity is
very high, so the physical purchase of securities neither poses major challenges
nor entails high trading costs.
In contrast to physical ETFs, synthetic ETFs do not buy index constituents but
rather gain the desired exposure through derivative contracts, most commonly
total return swaps. There are two different structures used by synthetic ETFs:
a) In a funded swap, the swap counterparty receives the cash inflow to the ETF
and in return agrees to deliver the index performance to the ETF. In order to
protect the ETF against the risk of the swap counterparty defaulting on its
obligations, the swap counterparty provides a collateral basket.
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b) In an unfunded swap, the fund holds a substitute basket of securities and enters
into a swap agreement to exchange the performance of the substitute basket
for the performance of the reference index. When an ETF issues shares, it
receives cash which will be used to obtain the substitute basket from the swap
counterparty.
Exhibit 4: Synthetic ETF structuring option in the context of SRI indices
Fully-funded swap

Unfunded swap

Cash
Index performance
Swap
counterparty

ETF

Collateral

ETF

Cash
Securities
AP performance
Index performance

Swap
counterparty

Asset Portfolio (AP)

Are these SRI screened and weighted securities only?
Source: UBS Asset Management, for illustration purposes.

Two points are noteworthy:
–– The fully-funded swap collateral basket may differ substantially from the benchmark composition.
–– The unfunded swap substitute basket may also radically differ from the target
benchmark.

MSCI Socially Responsible index construction
The construction of MSCI Socially Responsible Indices is based on eligibility,
ranking and selection. The eligibility screening is based on three pillars of the
methodology1:

1

MSCI (May 2016) “MSCI GLOBAL SOCIALLY RESPONSIBLE INDEXES METHODOLOGY” Introduction.
Available at: https://www.msci.com/eqb/methodology/meth_docs/MSCI_Global_SRI_Methodology_
May_2016.pdf (Accessed: 20 May 2018).
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1) Values-based exclusions: The MSCI SRI Indexes use MSCI ESG business involvement screening research to identify companies that are involved in the following business activities: alcohol, gambling, tobacco, military weapons, civilian
firearms, nuclear power, adult entertainment, genetically modified organisms.
2) ESG Ratings eligibility: The MSCI SRI Indexes use MSCI ESG Ratings to identify
companies that have demonstrated an ability to manage their ESG risks and
opportunities. Existing constituents of the MSCI SRI Indexes are required to
have an ESG Rating of BB or above to remain in the index, while companies
that are currently not constituents of the MSCI SRI Indexes are required to have
an ESG Rating of A or above to be considered eligible.
3) ESG Controversies score eligibility: MSCI SRI Indexes use MSCI ESG Controversies scores to identify those companies that are involved in very serious controversies involving the environmental, social, or governance impact of their
operations and/or products and services.
After the exclusion and the ranking, constituents of the regional MSCI SRI Index
will be selected until 25% coverage from the ranked universe is reached by the
cumulative free-float capitalization. For the ranking, eligible companies of the
regional parent index are ranked based on ESG Rating, industry-adjusted ESG
scores, index membership (existing SRI index constituents are preferred) and
decreasing free float market capitalization. Only the combination of eligibility,
ranking and selection represents a pure socially responsible universe according to
the MSCI methodology.
Exhibit 5: MSCI socially responsible universe for substitute baskets and collateral
Parent index
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ers

e

Asset Portfolio (AP)

Collateral

Source: UBS Asset Management. For illustration purposes only.
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It is important to point out that the investment guidelines of sustainable ETFs do
not restrict collateral and substitute baskets to hold stocks, which are SRI compliant2.
For example, with the fully-funded swap construction, a fund enters into a swap
agreement with a counterparty, which commits to deliver the performance of the
index. In exchange, the fund receives ownership of a basket of securities. These
baskets of securities held by the ETFs are subject to Undertakings for Collective
Investment in Transferable Securities (UCITS) rules. In general, the synthetic ETF
substitute baskets differ from the index composition because investing in the
underlying index composition is more suited to physically replicating ETFs. Hence
an investor buying a synthetic SRI ETF will effectively hold baskets of collateral
stocks that are non-SRI compliant.
Is it acceptable for SRI ETFs to invest in non-SRI stocks? A synthetic ETF promoter
may argue that what really matters is the exposure to generate the performance
of SRI indices, and that the funds’ actual collateral and substitute portfolio holdings
are only there to mitigate swap counterparty risk. UBS has the strong opinion that,
in general, swap-based ETFs fail to properly acknowledge the fundamental set of
beliefs held by SRI investors, which would demand the exclusion of noncompliant
stocks and the consideration of the best-in-class SRI ranking at all levels of the
replication process.
In our view, the purpose of social investments is a way to generate impact and to
vote with the investment. Investors seek investment funds that match their values
and can turn their personal savings into global change, hence they must exclude
any indirect investment (via collateral) in non-SRI compliant stocks. Socially responsible investing has a major impact, but only if the investment goes directly to the SRI
equities. Therefore, UBS ETFs only offer and endorse physically replicating SRI ETFs.

2

Lamont, K. (2016) Does Your Ethical ETF Hold Unethical Stocks? Available at: http://www.morningstar.
co.uk/uk/news/149004/does-your-ethical-etf-hold-unethical-stocks.aspx (Accessed: 20 May 2018).
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Implications for trading and market making
Introduction
A key feature of ETFs is a convenient mechanism balancing the supply and demand.
Shares are created or redeemed in the primary market by authorized participants
to offset changes in demand reflected by their book inventory balance. Liquidity
in primary markets is mainly determined by the liquidity of the underlying index
constituents.
Exhibit 6 shows that the liquidity of the underlying securities and the related
primary market transaction costs of SRI ETFs are virtually identical to their related
market cap-weighted parent ETFs. This is simply because the SRI indices are a
subset of their market cap parent indices and the screening is rather neutral in
terms of average portfolio liquidity. A substantial difference in creation and
redemption fees for the MSCI EMU ETF is due to asymmetric taxes, which are
only applied when buying units, but not when selling.
Exhibit 6: Primary market transaction cost SRI ETF vs. market cap ETF
Equitizaton fee
0.18%
0.16%
0.14%
0.12%
0.10%
0.08%
0.06%
0.04%
0.02%
0.00%

Indicative ETF cash creation fee incl. stamp tax (%)

MSCI EMU SRI

MSCI EMU

MSCI USA SRI

Indicative ETF cash redemption fee incl. stamp (%)
MSCI USA

Primary market transaction type

Source: UBS Asset Management, period: March 31, 2013 to May 31, 2018. Average primary market transaction costs in percent.

Liquidity on the primary market is not a reliable indicator of secondary market
spreads. For this reason, we will focus explicitly on the secondary market parameter in the following section. In general, market makers quote and trade ETF shares
on the secondary market (on exchange or over-the-counter (OTC) platforms) while
creating and redeeming the ETF shares on the primary market. To manage its
risks, the market maker will conduct primary market transactions with the fund
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to maintain the desired inventory level of ETF shares. On the exchanges and OTC,
bid-ask spreads are the compensation for market makers for absorbing order imbalances, inventory risks, currency risks and a recovery of costs from primary market
transactions. In addition, the market makers make a profit margin, which is the
difference between the amounts received for selling ETF shares, and the amounts
that the market maker paid for buying them, less expenses for the hedging, primary
market transaction fees and financing costs.
Exhibit 7: Schematic composition of the bid-ask spread
Earning market maker
Risk compensation

Market Maker
Add on bid

Cost of hedge
Stamp duties
Cash equitization fees
Cover the fund’s trading costs and brokerage
fee resulting from cash creations/redemptions
Custody fees
Contractually agreed cost for any traded line
of the fund portfolio

Primary Market
Creation/
Redemption Cost

Secondary
Market
Spreads

Stamp duties
Cost of hedge
Risk compensation

Market Maker
Add on ask

Earning market maker
Source: illustration by the authors.

General hedging options
If the market risk of an ETF can be effectively hedged, the market maker can
reduce bid-ask spreads. In case there are no hedging instruments available (e.g.
futures contract), the ETF spreads are expected to be wider. So what are the possibilities for the market maker to reduce the market risk of inventory?
1. Inventory could be brought down with primary creations or redemptions, but
this is synonymous with higher costs.
2. A theoretical option is that the market maker i) could borrow underlying securities and sell them in the market to hedge a long position or ii) could buy underlying securities to hedge a short position. The implementation is costly and
causes undesirable operational efforts.
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3. The most cost-effective and practical solution is hedging with futures3.
Depending on market conditions and the underlying baskets, derivatives are available to a market maker as a hedging alternative.

Hedging the market risk of the inventory of SRI ETFs
Let us consider the following example of an ETF replicating a non-market capitalization weighted index, using the UBS ETF – MSCI USA Socially Responsible UCITS
ETF (benchmark: MSCI USA SRI 5% Issuer Capped Total Return Net USD Index) as
an example. There are no futures available on this index. However, the authorized
participant (AP) can implement the hedge using index futures contracts based on
the MSCI USA Index Net Total Return Index. The hedge has a tracking error vis-àvis SRI exposure and the market maker faces market risk. What will happen? The
market maker will widen the bid-ask spread to be compensated for the risk associated with trading the ETF, which cannot be efficiently hedged4. Therefore the onand off-exchange bid-ask spreads are generally wider for ETFs tracking socially
responsible indices than for ETFs tracking the market cap-weighted parent index.
From Exhibit 8 it can be seen that an SRI ETF trades at a wider spread by approximately 15 bps. The difference in spread is generally expected, not only because of
the hedging argument, but also due to differences in trading volume. The standard
market cap ETFs typically trade at considerably higher volumes, which makes
them more attractive for market makers because they can earn more fees on the
bid-ask spreads.
Some explanations to outliers (highlighted by 1 and 2) in the exhibit above:
1. July 4, 2017: US Independence Day. When the market makers started quoting
on July 5, 2017, there was no reference to the market from the previous day and
the US market was still closed until 3:00 p.m. (CET). There was a lot of uncertainty when the market maker had to start quoting at the SIX Swiss Exchange
at 9:00 a.m. To be compensated for the risk, the MSCI USA and the MSCI USA
SRI ETFs were quoted with wider spreads. The MSCI USA SRI ETF was quoted
much wider due to the fact that there is no perfect future for hedging available
and the market maker wanted to be compensated for the additional risk taken.

3

Landgraf, J. (Commerzbank, Flow Trading) Interview Market Making of Socially Responsible ETFs (Carried
out: 2 May 2018).

4

Landgraf, J. (Commerzbank, Flow Trading) Interview Market Making of Socially Responsible ETFs (Carried
out: 2 May 2018).
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2. February 2, 2018: It was certainly the most volatile trading day for the last two
years, which is also indicated by the CBOE Volatility Index (VIX index). In
general, on days with extreme volatility, it is expected that spreads widen. In
particular if the hedge is not perfect, the market maker will increase the risk
compensation part and the spreads will widen even more.
Exhibit 8: Spread comparison of the market capitalization weighted ETF to SRI ETF
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Source: Average daily spreads in EUR: SIX Swiss Exchange, period: September 8, 2016 to March 8, 2018.
Source: Closing of the CBOE Volatility Index (VIX index): Bloomberg, period: September 8, 2016 to March 8,
2018.

Market makers compete with each other in setting the best bid-ask spread for an
ETF. The hedging capabilities may differ among market makers, but the general
problem of a lack of derivatives for socially responsible indices is a key challenge
that affects all market makers.

Relationship between spreads and trading volumes
ETFs with significant trading volumes tend to have tighter bid-ask spreads and
offer better liquidity. The bid-ask spread incorporates the liquidity of an ETF’s
underlying securities, the associated primary market transaction costs for authorized participants (APs) and the average daily volume (ADV).
Frequently traded ETFs often trade at spreads within the market cap weighted
bid-ask spread of their underlying basket of securities, which is one of the main
components of primary market transaction costs (besides involved transaction taxes).
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From Exhibit 9 it can be seen that the standard market cap ETFs trade at about
40% higher average daily volumes, which makes them more attractive for liquidity providers. Since the primary market transaction costs for SRI ETFs are similar
to market cap ETFs (see Exhibit 6), a significant part of the higher SRI ETF secondary market spreads (see Exhibit 8) can be explained by the lower SRI trading
volumes.
Exhibit 9: Average daily volume comparison of the market capitalization weighted
ETF to SRI ETF
Avargae daily turnover, in CHF million
1.20
1.00
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0.40
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0.00
MSCI USA (market cap)

MSCI USA SRI

Source: Daily trading volume at the SIX Swiss Exchange: Bloomberg, period: March 31, 2016 to March 31, 2018.

Securities lending and its hurdles
Introduction
Most ETF providers engage in securities lending with the aim of generating additional returns and thus reduce investors’ net costs. Thereby, the lender (the ETF
provider) transfers a given number of securities from its ETF portfolio to a third
party (borrower) for an agreed period in return for a fee. Before borrowers receive
the securities, they must provide the lender with collateral. The collateral assets
serve to secure the borrower’s obligations to the lender. The majority of lenders
employ an agent to act on their behalf in negotiating and administering the securities lending program. These intermediaries are either the lender’s custodian, a
specialist third party lending agent (non-custodian), or a third party custodian.
The agent receives a minority share of gross earnings from the securities lending
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program as compensation for their service. Since the agent is proportionally participating on the lending revenues, the agent is interested in developing the lending
program and making it attractive and user-friendly for lenders. Counterparties in
securities lending programs are typically looking to pledge or transfer ownership
of equity collateral in collateral schedules that are as broad and open as possible;
covering a wide range of equity indices and assets held on their balance sheet.
A borrower has to pledge collateral and, in the case of State Street, they can choose
to provide a number of available collateral types (Exhibit 10). It is seen that 60% of
collateral received by UBS ETF SICAV falls within a global equity program/type.
It appears there is a strong preference by borrowers to choose broad equity markets
as collateral and having this as an available option increases securities lending
revenues5. Of course collateral types are different in terms of credit quality, so
appropriate haircuts are assigned at the security level to ensure the soundness and
safety of the securities lending program. A second layer of security is provided by
State Street which provides indemnification for any losses associated with insufficient collateral.
Exhibit 10: Collateral holdings by bucket for UBS ETF SICAV, as of end-March 2018
Bucket Description
58.9% TP6

Global equities: Asian, Euro + US

Collateral value EUR
1’007’802’657

29.0% TPS2

Sovereign debt: select countries

495’784’148

7.4% TPS4

Sovereign debt: select countries

126’290’860

4.3% TP3

US equities

0.4% TP5

Euro + US equities

0.0% TP4

Euro equities

73’898’742
7’190’510
619’526

Source: State Street, period: January 1, 2018 to March 31, 2018. Average daily spreads in EUR.

According to State Street, one of the world’s leading securities lending agents, there
is a simple formula, as shown in Exhibit 116.

5

O’Keefe, B. (State Street Global Markets | Securities Finance) Interview Securities Lending for socially
Responsible ETFs (Carried out: 2 May 2018).

6

O’Keefe, B. (State Street Global Markets | Securities Finance) Interview Securities Lending for socially
Responsible ETFs (Carried out: 2 May 2018).
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Exhibit 11: Relationship between collateral universe and lending revenues
Sophisticated
screening of the collateral
(e.g. according to SRI)

No

Broad collateral universe

Yes
Smaller collateral universe
Less accepted collateral for the
potential lender

No

Lower attractiveness
of the collateral universe
for the borrower?

High average of securities on loan

Yes
Lower average of securities on loan
Lower securities lending revenues
Source: UBS Asset Management, Data as of end-April 2018.

Exhibit 12 demonstrates the strong relationship between the broadness of the
collateral universe and the earnings per collateral bucket. Hence for the agent, the
definition of broad collateral buckets is key to the success of lending programs.
Exhibit 12: Average available collateral and related loan per bucket for UBS ETF SICAV
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Collateral bucketing for socially responsible index-based ETFs
As can be expected, SRI investors would only be satisfied with SRI-screened collaterals in a securities lending program. If non-SRI securities are admitted into the
collateral, then in effect the SRI investment is contributing to financing non-SRI
companies. Therefore, leading securities lending agents are currently investigating
the possibility of setting up SRI-compliant collateral schedules with their triparty
collateral managers. The main challenge is that there are currently no globally
accepted SRI standards.
The acceptable set of SRI criteria is subjective – different investor groups have
different beliefs and values. Consequently the exclusion criteria, the applied key
issues and the matrix for the constituent valuation are substantially different and
vary from provider to provider (e.g. MSCI ESG, Robecosam, Sustainalytics, Trucost).
Under these circumstances, how should the securities lending bucket be approached
by the lending agents? Excluding every objectionable firm or selecting only SRI
(socially responsible index) leaders can slash the number of acceptable stocks massively. Obvious approaches for the lending agent could be i) building a collateral
bucket based on an aggregation across the market-leading screening methodologies
or ii) building one bucket per leading screening methodology. Whatever the
approach, the outcome will be a substantially smaller universe than the initial
market capitalization weighted index universe. This would result in the need for
the borrower to screen collateral names before pledging or transferring them to
the lender. In turn, this would have implications on the securities lending revenues
(see Exhibit 10).
Consequently, it would be inefficient for counterparties to maintain numerous ESG
compliant collateral schedules. Therefore they would likely source their supply
from the general collateral liquid stocks from other non-SRI funds.
Currently, SRI ETF providers realistically have two choices:
a) To offer securities lending with the constraint that the accepted collateral is not
effectively SRI screened.
b) Not to offer securities lending for the ESG and SRI ETFs and relinquish potential securities lending revenues.
UBS SRI ETFs have recognized the investment objectives and core principles held
by the underlying SRI investor base. SRI investors seek investment funds that
match their values and thus exclude any collateral transfer of ownership of non-SRI
compliant securities. In the absence of an effective mechanism to ensure SRI com194
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pliance of collateral that is widely accepted from a broad borrower base, UBS SRI
ETFs do not offer securities lending for any SRI-complaint ETFs. To do so would
negate and compromise the ETF’s objectives.

Voting considerations in the context of securities lending
The ETF loses voting rights for the period during which the stocks are lent out.
Therefore securities lending agents should call the shares back, under the direction
of the lender, to provide the fund with the voting oversight. But can this be ensured
under all conditions? Agent lenders will manage this on behalf of their underlying
clients with solutions ranging from stock-by-stock recalls, to fully automated solutions whereby whole markets are captured.

Total cost of ownership of SRI ETFs
Breaking down the total cost of ownership
The accruing costs have always been a crucial factor to consider for any kind of
investment. Specifically, ETFs are well known as cost-effective and transparent
investment vehicles, but the transparency does not only rely on the exposure
allocation (e.g. country, sector, currency or industry). It also provides investors with
information about the costs applied to an ETF. One might question the costs for
purchasing an ETF as well as holding or selling the product, which together makes
up the total cost of ownership (TCO). To determine the TCO, investors must consider
all costs other than the portfolio management fee, namely the following components, which can be considered as internal fund costs:
–– total expense ratio (TER)
–– rebalancing costs of the index (quarterly, semi-annually or annually)
–– revenues from securities lending
–– withholding tax on dividends (fund set-up, domicile)
–– efficiency of portfolio management
The following external cost components also would have an impact on the TCO,
but will not be touched upon here as some of them vary and are dependent on
personal and/or time-related factors:
–– bid-ask spread on quoted exchange
–– taxes (financial transaction taxes)
–– creation/redemption costs
–– brokerage
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Elements of total expense ratio
The total expense ratio (TER) contains all management-related costs for a fiscal
year. For a European-domiciled ETF (based on UCITS regulation), the TER (also
known as flat fee or management fee) covers the fee for the portfolio management,
custody and administration charges for the underlying securities as well as audit
and legal costs, including the licensing fee for the required underlying index. The
flat fee/management fee is deducted from the net asset value on a daily basis.
Furthermore, the rebalancing frequency of an index is dependent on the replicating asset class. Specifically, any equity-based index is most likely rebalanced on a
quarterly or semi-annual basis (this can vary between each index provider) while
a fixed income index reweights its constituents at month-end. While the ETF’s aim
is to replicate the index as closely as possible, the rebalancing takes place at the
same point in time and the accrued costs for purchasing and selling any positions
are charged from the net asset value of the fund.

Securities lending
Securities which are held in the UBS ETF portfolios (except synthetically replicated
and SRI-related UBS ETFs) are normally eligible for securities lending. The SRI-based
UBS ETFs are exempt from securities lending, due to the fact that the collateral
provided would need to be screened and weighted as the ETF’s investment strategy,
which is currently not possible for the lending agent (see also “Securities lending
and its hurdles”). With UBS ETFs, the borrower must provide collateral in the form
of securities issued and/or guaranteed by G10 or OECD countries as well as developed market equities, and the collateralization must reach at least 105% of the loaned
amount. In these transactions, the lender (the fund management company in the
name of the ETF) is compensated in the form of an agreed fee and has the guarantee of receiving the security back at the end of the transaction. Each fund engaged
in the securities lending program receives additional revenues on a daily basis,
which are credited to the fund’s total net assets. In other words, it increases the net
asset value on a daily basis and has a positive effect on the ETF’s total return.

Fund’s domicile and the withholding tax on dividends
The fund’s domicile and the associated double taxation agreement on withholding
taxes on dividends provides a positive impact on the net asset value, where the
ETF is able to reclaim a certain percentage of the paid withholding tax. Therefore,
the country of domicile of an ETF is crucial and should be considered alongside
the underlying exposure (country, asset class) and type of index (price or total
return, gross or net). As a physically replicating ETF holds the index constituents
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in the portfolio, the fund is going to receive dividends from the underlying securities. From a replicating accuracy perspective, a net total return index type should
be selected as the replicating benchmark; otherwise the incoming dividends will
let the fund strongly outperform its benchmark. Moreover, a net index version
should be prioritized as the fund regardless of its domicile, as it will never be capable
of reclaiming 100% of the subtracted withholding taxes.

Efficiency of portfolio management
There are two main different approaches to replicating the underlying index, either
as physical or synthetic replication (as described in the section “Constraints on the
product structure implementation alternatives”). The physical replication and the
portfolio management capability of closely tracking the underlying index have an
immediate effect on the net asset value of the fund. The investment manager has
to ensure efficient portfolio management in terms of dividend distribution (whether
to book it as a cash position or reinvest), corporate actions (e.g. buy-backs) and
reweighting of the portfolio constituents. For example, if a company distributes
dividends to the amount of a few basis points, it would not be on behalf of the
investor to reinvest this cash flow, as the brokerage and custody fee for the execution might be higher than the received dividend amount. Or if the same company
which has distributed the dividend would need to be reweighted in the coming
index rebalancing day, it would be inefficient to increase the weight of this stock
by buying additional shares for the dividend amount, with the intention of reducing the weight of this stock in the portfolio a few days later. This act would only
cause unnecessary transaction costs within the fund. All in all, with the aggregated
internal TCO figures, the tracking difference of an ETF can be explained and
therewith its replication accuracy; does the ETF either under- or outperform the
replicating index and what causes the divergence?

Numerical examples of actual market data
Exhibit 13 shows numerical examples of four UBS ETFs compared to the replicating
index, where two follow a socially responsible investing strategy. Both UBS ETFs
tracking the MSCI EMU SRI and MSCI EMU have outperformed the index by 0.48%
and 0.57% (TER adjusted) respectively. As illustrated in the table below, the majority
of this ETF outperformance comes from the reclaimed withholding tax on dividends.
The dividend yield (gross) for the MSCI EMU SRI and for MSCI EMU was 3.05% and
3.08%, respectively, for one year as of end-April 2018. For both ETFs a net dividend
of 2.78% was credited to the net asset value. The differences of 0.51% and 0.50%
respectively is the outperformance triggered by accrued dividends of the funds, as
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these are capable of retrieving some withholding tax percentage. In contrast, the
indices receive only the net dividends. In other words, both funds domiciled in Luxembourg have benefited from the withholding tax rebate based on the double taxation agreements between Luxembourg and the underlying index country.
Furthermore, as the UBS SRI ETFs were exempt from securities lending, no additional revenues could be expected from this source. However, the UBS ETFs on
MSCI EMU and MSCI USA have gathered additional revenues from loaning their
securities for this period, even if the revenues were not remarkably high. The
rebalancing cost can be derived from the portfolio turnover ratio (PTR) of the index
and the creation/redemption costs of the ETF. The portfolio turnover ratio is significantly higher for SRI portfolios than for the market cap ones based on the fact
that the SRI indices are screened and reviewed on a quarterly basis (negative screening and 25% coverage of the parent sector, so called best-in-class approach) and the
frequency of adding or excluding any stock is higher than in the parent index.
Exhibit 13: Total cost of ownership
Data period:
30 April 2017 –
30 April 2018

UBS ETF –
MSCI EMU
UBS ETF –
socially responsible MSCI EMU
UCITS ETF
UCITS ETF

UBS ETF –
MSCI USA
UBS ETF –
socially responsible MSCI USA
UCITS ETF
UCITS ETF

ETF return (cum)

8.09%

5.04%

14.79%

12.50%

Index return (cum)

7.89%

4.66%

15.13%

12.61%

0.20%

0.39%

-0.33%

-0.11%

0.28%

0.18%

0.33%

0.14%

0.48%

0.57%

0.00%

0.03%

Rebalancing costs

-0.056%

-0.016%

-0.01%

-0.003%

Securities lending
revenues

no sec.
lending

0.04%

no sec.
lending

0.004%

Withholding tax
reclaim

0.51%

0.50%

no WHT
reclaim

no WHT
reclaim

Efficient portfolio
management

0.02%

0.04%

0.01%

0.03%

Tracking
difference
Total expense ratio
(TER)

Tracking
difference
(TER adjusted)

Source: MSCI, UBS Asset Management. Data for the period from end-April 2017 to end-April 2018.
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As the replicating SRI indices are based on a capping model (5% issuer capped), the
quarterly reweighting causes additional portfolio turnover. For instance, the MSCI
EMU SRI index discloses a three times higher PTR (13.88%) than the parent index
for one year, as of end-April 2018. Higher PTR leads to more rebalancing costs,
which then have a negative effect on the net asset value. Moreover, Exhibit 14
shows the historical PTR of MSCI EMU SRI and MSCI USA SRI compared to their
parent index, that clearly indicates that the SRI indices were traded more frequently
due to the applied methodology (in-/exclusion of companies and reweighting to 5%
issuer capping). Lastly, due to efficient portfolio management, all four funds have
gained a few basis point positive returns, for the reasons discussed earlier (effective booking of distributed dividends, corporate actions reflection and the reweighting of the portfolio securities).
Exhibit 14: Historical PTR on MSCI USA and MSCI EMU (SRI versus parent index)
MSCI USA

MSCI EMU
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Avg SRI: 16.80%
Avg parent: 4.92%
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Avg SRI: 17.39%
Avg parent: 5.04%

0%
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2014
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MSCI USA SRI 5% Issuer Capped

2016

2017

MSCI USA

2013

2014

2015

MSCI EMU SRI 5% Issuer Capped

2016

2017

MSCI EMU

Source: MSCI, Data for January 1, 2013 to December 31, 2018.
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Summary
This article focuses on the structuring of the ETFs that comply with ESG criteria.
Given the specific requirements of investors, such ETFs have to meet certain expectations on the replication end, securities lending side or with regards to the total
cost of ownership. We have demonstrated that UBS ETFs tracking either SRI or
market cap weighted indices offer high quality replication. Obviously, the rationale
for a relatively higher outperformance for the MSCI EMU as well as MSCI EMU
SRI product results from the reclaimable withholding tax on dividends. Furthermore, it is also a fact that socially conscious investors face tradeoffs when purchasing an SRI ETF. On the one hand, the transaction cost of an SRI based ETF is
relatively higher than for the parent index, which leads back to the SRI methodology and the higher inclusion and exclusion frequency, as well as the reweighting
of stocks within the SRI index. On the other hand, the SRI based products do not
benefit from securities lending due to their inability to hold collateral, which would
be SRI compliant. Lastly, we have also illustrated that the bid-ask spreads for SRI
ETFs are broader than for the non-SRI ETFs, as is it much more challenging for
the market maker to hedge its quoted positions because of a lack of any futures or
derivatives on SRI indices. Despite all these challenges, socially responsible investments became more attractive for investors due to an increasing awareness of ESG
issues, as well as a realization that ESG screened portfolios are not necessarily a
hindrance to performance. This relies on general findings that companies with
higher SRI values tend to provide relatively higher long-term performance than
those which do not follow an SRI strategy. A role model is the MSCI KLD 400 Social
Index, which has provided 0.09% outperformance to its parent index on an annual
basis for the last 24 years. The outperformance of the socially responsible indices
is perceived by investors as a sort of compensation for the challenges and costs
associated with the fund’s replication, management and trading.
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Executive summary
This chapter focuses on the practicalities of incorporating sustainability factors in
rules-based equity strategies in a robust and efficient way. We firstly introduce
some portfolio management aspects of replicating ESG/SRI indices; then we demonstrate several methods of constructing custom ESG/SRI rules-based portfolios,
including stock exclusions and strategies with systematic tilts.
In the second part, we focus on the implementation of rules-based strategies that
integrate sustainable themes. In particular, our UBS AM approach with regards to
climate and governance aware strategy types is briefly discussed, from which we
show encouraging initial results to inspire the embedding of ESG factors as a
return/risk resource in tilted strategies.

Introduction
Not many investment themes have sparked as much controversy and divergence
in opinion as sustainable investing. This is not surprising – most investment strategies are constructed with the intention or expectation to achieve certain risk and/
or return objectives that are well defined and measurable. Sustainable investing,
on the other hand, tends to be multi-dimensional, and its impacts on long-term
risk and return are not yet fully understood. Additionally, this investment style is
characterized by a number of complexities, including multiple objectives (e.g. ethical
and long-term investment) and modelling difficulties arising from data coverage,
quality and standards. While there is a growing belief that rules-based strategies
incorporating sustainable factors may offer investors potential long-term outperformance compared to standard market cap weighted indices, sustainable strategies
are not directly associated with a particular risk-return profile. It is an undisputed
fact, however, that the popularity of this investment theme continues to grow,
especially in the index/rules-based space: more than USD 100 billion in index AUM
currently track ESG/SRI indices globally1. This move towards index-like products
could be explained, amongst other things, by the increase in automation processes,
which is closely related to the pace of technological innovation. The increased
availability of more sophisticated software technologies and data is disrupting

1

Source: MSCI, FTSE Russell. Data as of June 2018.
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different industries, including the financial sector2. Furthermore, this push in
rules-based types of investment driven by technology is also a reflection of the
boost in alternative smart beta products. For example, Kahn and Lemmon 2015
discuss how any static exposure can be implemented as a smart beta factor and
the potential disruption this process could inflict on the investment industry. Consequently, index managers need to adapt and navigate successfully the fast moving
waters of sustainable investing. In this article, we will not be adding further to the
debate on if and why to invest sustainably via indices/rules-based strategies, but
will focus on the practical topic of incorporating sustainability factors in rulesbased equity strategies and implementing these strategies efficiently. The article
is organized as follows: first, we discuss some of the portfolio management aspects
of replicating ESG/SRI indices; we then look at several methods of constructing
custom ESG/SRI rules-based portfolios, including exclusions and tilts.

Replicating ESG/SRI indices: portfolio management aspects
As the ESG/SRI index space has grown and evolved rapidly over the past several
years in terms of number of different index series and construction methodologies,
so have the portfolio management considerations related to implementing these
indices efficiently, including liquidity, turnover, valuation levels, and treatment of
corporate actions. These considerations are particularly relevant to non-market
cap weighted indices that either weigh stocks by sustainability metrics or by a
combination of sustainability and risk premia metrics. Two factors are specific to
trading for index changes in these indices: size and relative illiquidity. There are
significantly fewer assets currently managed against these indices (over USD 100
billion3 compared to market capitalization indices (estimated at USD 10 trillion4),
however, the former tend to be relatively less liquid, and turnover levels higher,
hence there are more opportunities for incremental gains. These opportunities
may increase as the size of assets managed against non-market cap weighted
indices grows. Therefore, the implementation process of index portfolios combining sustainability and risk premia factors involves timely, detailed, precise and
pragmatic consideration of liquidity (tends to be lower than market cap), turnover
and cost (tends to be higher than market cap), and corporate events (specific rules
apply to treatment of corporate actions).

2

See Frey and Osborne 2013 for an overall discussion on this topic.

3

Source: MSCI, FTSE Russell. Data as of June 2018.

4

Source: UBS Asset Management estimates, MSCI, FTSE Russell, S&P Dow Jones. Data as of June 2018.
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–– Liquidity: by construction, both sustainable and risk premia indices aim to exploit
a particular theme or market segment, therefore they could comprise fewer
liquid securities compared to a broad market cap index. Additionally, some of
these indices are more concentrated than their parent market cap index, consequently they could have significant overweight positions in certain stocks vs. a
broad market cap index. Exposure to particular market segments and large positions in certain stocks could potentially create liquidity problems for some sustainable indices at rebalancing, as shown in the below graphs which show an
example of a rebalancing trade involving a USD 1 billion index portfolio tracking
MSCI ACWI ESG Universal Index, MSCI World SRI Index and MSCI World Index.
Exhibit 1: Liquidity analysis for a USD 1 billion rebalancing trade in index equity
portfolios
MSCI World:
highly liquid

MSCI World SRI:
liquid

MSCI ACWI Universal:
less liquid

0

0

0
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Liquidity range (ADV (%)

1-3
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>100
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60 80 100
Portfolio weight (%)

Average ADV: 0.11%
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60 80 100
Portfolio weight (%)

Average ADV: 2%

20
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60 80 100
Portfolio weight (%)

Average ADV: 27%

Source: Citigroup BECS Pre Trade Analytics in USD, UBS Asset Management, MSCI, RIMES. Data as at June
14, 2018. Rebalance trade based on MSCI Semi-Annual Index Review in May 2018. Note: Assuming neutral
markets. ADV = Average Daily Volume. For illustration purposes only.

–– Turnover: in the construction and maintenance of index equity portfolios tracking sustainable indices, we consider three key factors simultaneously: transaction
costs, tracking error and index imbalances, using our in-house proprietary portfolio management system. Portfolios are therefore constructed to minimize costs
and risks while closely replicating the index, as we believe that this is the most
effective approach to ensuring efficient portfolio management, especially when
managing index portfolios with higher turnover, such as SRI/ESG indices. For
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example, the annual turnover of global MSCI SRI and ESG Leaders indices (reconstituted annually in May as well as reviewed quarterly) and ESG Universal
indices (reconstituted semi-annually in May and November as well as reviewed
quarterly) tends to be in the range of 20–30% p.a. two-way, compared to approximately 5% p.a. two-way for MSCI World Index.
–– Corporate events: specific rules apply to corporate actions’ treatment in sustainable indices compared to market cap indices. Additionally, rules regarding the
treatment of certain corporate events differ amongst the various sustainable
indices. When corporate actions affecting index constituents are announced,
we have to decide how to trade and implement them in our clients’ portfolios.
Due to the abovementioned nuances and intricacies, often the treatment of the
same stock impacted by the same event would differ between our standard
market cap and ESG/SRI portfolios. Corporate activity in market cap indices is
largely self-rebalancing. This might not be the case with sustainable indices. The
main difference in treatment between standard market cap and sustainable
indices is in the case of corporate events, such as spin-offs, mergers, takeovers,
and rights issues. While these events require little or no action in market cap
indices, they may result in far more significant trading in sustainable indices.
When events are treated on a case-by-case basis, we analyze carefully the treatment of the event in question in different indices and, if necessary, we seek
further clarity from the index providers, in order to determine our trading and
implementation strategy for our clients’ portfolios. We maintain an ongoing
dialogue with the index providers to ensure we are fully aware of the correct
treatment of corporate events within the indices, allowing us to make optimal
decisions.
–– Valuation: we mentioned earlier that sustainable index strategies do not tend to
be directly associated with a particular risk-return profile. Nevertheless, their
valuation levels should not be ignored altogether, especially given their growing
popularity and the increasing amount of money tracking this type of index. As
the focus of these indices is on capturing better-quality companies with longterm sustainable prospects, one would expect them to trade at higher multiples
compared to market cap indices. Looking at the price multiples of four global
ESG/SRI indices and a global market cap index, we note the sustainable indices
traded at a premium compared to the market cap index. An index combining
ESG and quality metrics traded at the highest multiples amongst the group of
examined indices. Investors should not base their decision on whether or not to
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invest in sustainable indices or try to market-time such investments based on
valuation metrics alone. However, valuation analysis should be one of a number
of tools used when examining this type of strategy, in our view.
Exhibit 2: Price-to-book multiples for MSCI World and global sustainable indices
3.4x
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ESG Universal

2017
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Quality ESG Target

Source: UBS Asset Management, MSCI, RIMES. Price-to-book value monthly data from March 2011 to April
2018. Data for sustainable indices contains live and back-tested data sourced from MSCI. Past performance
is not a reliable indicator of future results.

Applying ESG/SRI exclusions to rules-based portfolios
Many institutional clients maintain lists of stocks/sectors they do not want to hold
in their portfolios because these stocks/sectors contravene their ethical policies.
Despite the ongoing debate regarding the overall impact on society from excluding
stocks from portfolios, given the party on the other side of the trade buys these
stocks, excluding stocks/sectors based on ESG criteria remains popular in the index
investment space and a frequent discussion topic with our clients. In fact, more
than 50% of our indexing book of business by AUM5 has a degree of customization,
including ESG-themed exclusions. There are two potential approaches to implementing exclusion lists in index equity portfolios. In the first approach, stocks/
sectors are excluded both from the index and from the portfolio, therefore the
portfolio tracks a modified version of the original index, pretending these stocks
do not exist. In the second approach, the original index remains unchanged, but
5

UBS Asset Management. Data as at 31 March 2018.
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stocks are excluded from the portfolio by using stratified sampling or optimization
techniques to minimize tracking error. Clients often ask us which approach is
better. We implement both approaches successfully and recognize that both have
merits and deficiencies, which we discuss next.
–– The first approach is simpler. One of the key attractions of investing in indices
is their simplicity and transparency. This applies to custom indices as well.
Excluding stocks from the index and the portfolio allows the portfolio to be
managed vs. the modified index, without the need to apply stratified sampling
or optimization to keep the tracking error low.
–– The second approach tends to produce lower tracking error between the portfolio and the original index compared to the first approach, as the portfolio is
optimized vs. the original index with one of the optimization parameters being
tracking error minimization. The resulting portfolio also tends to have broader
representation compared to the resulting portfolio in the first approach.
–– The first method is also the approach applied by index providers when they
construct indices excluding stocks/sectors. By excluding stocks from the index,
we mirror what the custom index would have looked like if the client had asked
an index provider to construct it for them.
–– Performance attribution tends to be somewhat clearer when stocks are excluded
from the index and from the portfolio. The resulting index and portfolio are
proportionally reweighted after the exclusions and retain their original shape.
Consequently, it is fairly straightforward to attribute the performance impact
of the exclusions. The situation is more opaque when stocks/sectors are excluded
from the portfolio only, as the portfolio would need to be sampled or optimized,
therefore the calculated impact of the exclusions could be less accurate or meaningful.
–– When stocks are excluded from the index and the portfolio, the resulting portfolio is typically more economically sound, as it retains the original shape and
weighting. In contrast, when stocks are excluded from the portfolio only, the
optimizer might generate a solution that, even if feasible from an optimization
perspective, might be counterintuitive and less sensible. For example, if a client’s
stock exclusion list contains the largest tobacco producers, the optimizer would
likely increase the weights of the smaller tobacco producers in order to reduce
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the sector-level deviations and minimize the tracking error. Consequently, the
resulting portfolios might not reduce exposure to tobacco manufacturers at all,
and in certain situations could even increase the exposure.
–– While an optimizer can help reduce the factor risk when the second approach
is applied, most risk models do not typically account for ESG factors. Consequently, it is unclear to what extent the factor risk reduction is related to reduction in the risk associated with the excluded stocks. We expect that in the future
risk models will likely incorporate ESG factors.

Constructing custom rules-based portfolios via tilts
A number of sustainable investing themes have emerged recently, including:
–– Determining potential sources of material risk and alpha. For example, the opportunities emerging from the transition to the low carbon economy are likely to
be a potential source of long-term returns.
–– Impact investing, characterized by a move from output-driven ESG integration
to measuring and reporting the social and environmental impact of investments
in companies, funds, etc.
–– Increasing the diversity of approaches to integrate sustainable factors in rulesbased portfolios, driven by heterogeneity of investors’ time horizons, risk tolerance, beliefs relating to sources of risk premia, etc.
In this section we focus on the third point. Some of the factors behind this increasing diversity of approaches include:
–– Different motivations for ESG integration: ethical and/or value-based considerations (e.g. labor management), or long-term risk-return management (e.g. risk
and opportunities arising from the transition to the low carbon economy).
–– Different data sources in terms of coverage and quality: e.g. MSCI ESG Metrics,
Trucost, Sustainanalytics, South Pole, etc.
–– ESG data is increasingly seen as an additional source of information, unrelated
to traditional sources of risk premia (e.g. governance-related factors).
–– Different levels of investors’ knowledge, awareness and preferences for implementing sustainable factors (e.g. exclusions, tilts, engagement, etc.).
We next review two examples of our work in this area: incorporating climate-related factors in a portfolio, and integrating governance score in a portfolio.
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Case study 1: Constructing the UBS Climate Aware Rules-Based
Global Equity Strategy
According to recommendations by the Financial Stability Board’s (FSB) Task Force
on Climate-related Financial Disclosures (TCFD), climate change is one of the most
significant and yet misunderstood risks that companies and financial organizations
face today. The potential impacts are physical, regulatory and technological, and
manifest both in the short and long term. In April 2016, 174 countries and the
European Union officially signed the UN Climate Change Paris Agreement to
reduce greenhouse gas emissions, limit global average temperature to a maximum
of 2oC above pre-industrial levels and accelerate the transition to a lower-carbon
economy6. This transition will create both risks and opportunities and will affect
all sectors and industries across the globe. Achieving this mission will not only
require action by governments and companies. Investors also have a crucial role
to play and need to adopt more resilient, long-term strategies to tackle climate
change, including investing in climate solutions, engaging with companies to
encourage implementation of the TCFD disclosure recommendations, and adopting
scenario analysis to assess climate-related risk and opportunities.
While the hope is that over time the world will be less reliant on carbon, it is clear
that at the very least a prolonged transition period will be needed to achieve this,
given current levels of fossil fuel dependence. Anyone who simply excludes this
sector is unable to exert any influence on the means and timing of such a transition.
Many responsible investors believe that being part of this process is an essential
component of driving effective and long-lasting solutions. An alternative and,
arguably from a big picture perspective, more responsible approach is for investors
to mobilize behind the worldwide efforts under the Paris Agreement.

6

A key element of the deal negotiated at the 2015 Paris Climate Change Conference was a long-term goal to
limit the increase in global average temperatures to “well below” 2o C, while pursuing efforts to limit the
temperature increase to 1.5 o C above pre-industrial levels.
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Exhibit 3: Global carbon emissions by target
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Source: Future Earth, CDIAC/GCP/IPCC/Fuss et al2014/ Rogelj et al 2016. For illustration purposes only.

Based on the scenario analysis related to the 2oC target, we have constructed an
innovative forward-looking rules-based equity strategy that continues to invest
in carbon-emitting companies, but engages with companies appearing less well
positioned for the needed transition, and supports companies developing new
technologies necessary for the transition. We adopted a forward-looking approach
based on tilts and engagement, as we believe that an approach relying solely on
historic carbon emissions data and exclusions has deficiencies, including:
–– Unintended exposures to sector, country, style factor, beta, etc.
–– Failure to consider the multi-dimensional aspects of climate change and carbon
data itself. For example, large carbon emitters can be adjusting their business to
the low carbon economy, investing in renewable energy, or disclosing their data.
–– Possibly leading to unintended risks by focusing only on carbon risk. While
much of the risks related to climate change might be removed, some opportunities related to transition could be missed at the same time.
–– Failure to acknowledge the uncertainties of climate change.
The last point is very important and not often discussed, in our view. Brock and
Hansen (2017) analyze the social cost of carbon under uncertainty, distinguishing
three forms of uncertainty: risk, ambiguity and misspecification. Intuitively, risk
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is related to an approach (model) unlikely to fit future events. Ambiguity is the
uncertainty associated with how to use alternative approaches (models). Misspecification is related to the use of models that are not perfect. In constructing our
Climate Aware strategy, we aim to address these different aspects of uncertainty.
Via a series of positive and negative tilts, illustrated schematically in Exhibit 4, our
Climate Aware strategy aims to achieve several objectives:
–– Substantially reduce the carbon (CO2) footprint7 of a global index equity portfolio while increasing the exposure to forward-looking metrics related to the transition to the low carbon economy.
–– Materially increase investment in companies that are best placed to benefit from
the growth in demand for renewable energy and associated technologies.
–– Achieve long-term returns broadly in line with the returns of the underlying
index.
There could be trade-offs amongst these objectives since, all else being equal, the
more the portfolio is reshaped away from the index benchmark, the greater the
chance that investment returns will diverge. Our strategy aims to achieve balance
by applying constraints on tracking error and stock and sector deviations.
Exhibit 4: UBS Climate Aware strategy: positive and negative tilts
Coal energy

Fossil fuel reserves

CO₂ intensity

2DS Glide Path probability

Renewable energy

Source: UBS Asset Management. For illustration purposes only.

7

In this context CO2 footprint includes the six greenhouse gases covered by the UN Framework Convention
on Climate Change and its Kyoto Protocol: carbon dioxide, methane, nitrous oxide, hydrofluorocarbons,
perfluorocarbons and sulfur hexafluoride.
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Amongst the back-test simulation data we generated, we looked at performance
attribution. In Exhibit 5, we summarize the average monthly performance attribution by risk factor over the examined timeframe. It is notable that stock-specific
risk, which can be viewed as an approximation to carbon risk, has been the dominant effect on performance attribution historically.
Exhibit 5: Average monthly performance attribution in USD (December 2011–2017)
Stock-speciﬁc
Factor
Industry
Currency
Country
-0.10%

-0.05%

0.00%

0.05%

0.10%

0.15%

Source: UBS Asset Management. Performance attribution based on back-tested data from December 2011
to February 2017 and live data from February 2017 to December 2017.

Below we outline some of the innovations we introduced in the construction of
the strategy, which we believe differentiate it from more conventional approaches
used to reduce a portfolio’s carbon footprint.
–– Based on a probabilistic structure that explicitly recognizes the uncertainties
related to CO2 emissions data.
–– Incorporating carbon-related, forward-looking measures that reward companies
moving towards an absolute target figure of 2oC set by the United Nations at
the 2015 Paris Climate Change Conference.
–– Incorporating qualitative insights, e.g. source and quality of reported data, disclosures on implementation of policies, objectives, initiatives related to carbon
efficiency metrics.
In Exhibit 6, we illustrate typical exposures of the strategy to several climate-related
metrics relative to the underlying index.
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Exhibit 6: UBS Climate Aware strategy: selected exposures vs. FTSE Developed
Index
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Source: UBS Asset Management. Data as at September 30, 2017. For illustration purposes only.

A key feature of our Climate Aware strategy is the voting and engagement element.
Our approach reflects the long-term journey that the transition to a low carbon
economy requires. The destination is reasonably well defined but precisely how
the journey will unfold is more uncertain. Clarity around the engagement strategy
and active voting will be crucial to keeping our approach on the right track. Our
voting and engagement approach aims to encourage companies to:
–– Report carbon emissions data.
–– Have clear strategies and goals for reducing emissions and to commit to regular
reporting on progress.
–– Comply with best practice in reporting on their governance, strategy, risk management, metrics, and targets, in line with the recommendations of the TFCD.
–– Undertake scenario testing and report implications in their annual reporting.
As mentioned above, climate change is an evolving and dynamic process. Our
solution should thus keep pace with both the problem itself (for example, carbon
as a core risk related to climate change) and the available data/research/innovations. To that end, we have set up an advisory group that aims to keep abreast of
climate-related trends and developments that impact listed companies, monitors
the ongoing voting and engagement activities and continuously enhances the
methodology applied by our approach.
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Case study 2: Integrating the UBS Governance Score in the MSCI
ACWI Index
Corporate governance has been a widely discussed ESG factor from the perspective
of investment process integration since the early ’90s. One of the most notable
publications on this topic is the 1992 Cadbury report on Financial Aspects of Corporate Governance, in which the Committee recommended best practice designed
to achieve high standards in corporate behavior. In another paper on this topic, by
Gompers et. al. (2003), a Governance Index is constructed to proxy the balance of
power between shareholders and managers. Companies are scored based on the
provisions that reduce shareholder rights, and Democracy and Dictatorship portfolios are formed. Ferreira and Laux (2007) examined corporate governance from
a different angle: in their paper they showed that companies with strong corporate
governance policies exhibit lower future idiosyncratic risk.
In this context, and in collaboration with our Global Sustainable Equities team, we
have developed a rules-based global equity governance aware strategy. The large
availability of ESG data, broad range of approaches across data/index vendors, and
biases in data collection provide an opportunity to enhance ESG factors, such as
corporate governance. In our governance aware strategy, we constructed a composite governance factor capturing a range of metrics, outlined in Exhibit 7.
Exhibit 7: Pillar for corporate governance factor
Board Policy

Governance Risk

CEO Duality

Accounting Controversies

Percent of Independent Directors

Anti-Bribery and Ethics Policy

Percent of Women on the Board

Anti-Competition Controversies

Removal of Board Restrictions

Compensation of Senior Executives

Staggered Board Structure

Golden Parachute Policy
Limitations to Shareholder Rights
Poison Pill Policy
Succession Plan for Executives
Super Majority Vote Requirement
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To construct the strategy, we used the MSCI ACWI investment universe. We built
quarterly rebalanced long-only portfolios aiming to minimize the tracking error
vs. MSCI ACWI Index and the transaction costs. We applied a series of relative
constraints, including stock, country, sector, size level. Two important aspects in
the construction and implementation of our strategy stood out:
–– Isolating the added value associated with the exposure to the governance metric,
i.e. removing the effects of other factors.
–– Controlling the exposure to developed and emerging markets: companies in
developed markets tend to show higher governance metrics and better coverage
than in emerging markets, thus a governance aware strategy can build an unintended bias towards developed markets.
In Exhibit 8, we show the back-tested governance score for the MSCI ACWI Index
and for two versions of the strategy: one, aiming to increase the governance score
by 20%, and the other by 30%, vs. the underlying index.
Exhibit 8: Governance score for MSCI ACWI Index and for UBS Governance Strategy
(20% and 30% target increase)
9.5
9.0
8.5
8.0
7.5
7.0
6.5
6.0
2010

2011
Benchmark

2012
20% Target

2013

2014

2015

2016

2017

30% Target

Source: UBS Asset Management, Thompson Reuters, MSCI. Governance score based on back-tested data
from April 2010 to July 2017.

The simulation results shown in Exhibit 9 suggest that both versions of the governance strategy achieved annualized outperformance vs. the index of approximately 0.4% over the back-test timeframe. The ex-post tracking error fluctuated
between 0.50–0.75% p.a., while the information ratio was higher for the 20% target
version of the strategy.
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Exhibit 9: Selected annualized metrics in USD for the UBS Governance Strategy vs.
MSCI ACWI Index
Target 20%
Return

Target 30%

Index

9.44%

9.43%

9.01%

vs. Index

0.40%

0.39%

–

Risk

13.35%

13.37%

13.32%

Ex-post TE

0.55%

0.73%

–

Information ratio
One-way turnover
Max. drawdown

0.72

0.53

–

7.35%

14.76%

c. 3%

-20.4%

-20.6%

-20.3%

Source: UBS Asset Management, Thompson Reuters, MSCI. Metrics based on back-tested data from April
2010 to July 2017. Past performance is not a reliable indicator of future results. Historical tracking error is
not a guide to the future.

We note that from late 2013, the cumulative relative return of the strategy vs. the
index displayed a positive trend, shown in Exhibit 10. While we acknowledge the
limitations of our analysis, including a fairly short timeframe, changes in data
disclosure across companies, and subjectivity on the data disclosure and measurement, we nevertheless find these initial results encouraging.
Exhibit 10: Selected risk and return statistics for simulation (in USD)
104%
103%
102%
101%
100%
99%
2010

2011
20% Target

2012

2013

2014

2015

2016

2017

30% Target

Source: UBS Asset Management, Thompson Reuters, MSCI. Metrics based on back-tested data from April
2010 to July 2017. Past performance is not a reliable indicator of future results.
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We also examined the correlations between the governance signals and the factor
exposures in the Barra risk model. It is widely discussed in the literature that
governance scores tend to have a positive correlation to quality factors. This argument is justified in our back-test, shown in Exhibit 11, where the governance factor
displays a negative correlation with the Leverage and Volatility factors. We also
observe a positive correlation between the governance signal and the ratio of
stock-specific and total volatility of the company, which is in line with Ferreira
and Laux (2007). We propose similar analysis to the J-test for event-study analysis by Champbell et. al. (1997) and show in Exhibit 12 the cumulative excess return
attributed to the governance scores excluding exposure to all Barra risk factors.
From the statistical point of view, we can reject a 10% statistical level that the
residual returns are a zero mean process given the t-value equals 1.9. These results
suggest the governance factor contains information not captured by the risk model,
and is likely being absorbed by the stock-specific component.
Exhibit 11: Correlation between strategy governance score and Barra factor
exposures
15%
10%
5%
0%
-5%
-10%
-15%
-20%
2010

2011
Leverage

2012
Volatility

2014
% Stock Spec

2015

2017

Beta

Source: UBS Asset Management, MSCI. Metrics based on back-tested data from April 2010 to July 2017.
Past performance is not a reliable indicator of future results.
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Exhibit 12: Cumulative stock-specific return after Barra risk factor returns
3.0%
2.5%
2.0%
1.5%
1.0%
0.5%
0.0%
-0.5%
2011

2012

2013

2014

2015

2016

Stock Speciﬁc (Governance/ACWI)
Source: UBS Asset Management, MSCI. Metrics based on back-tested data from April 2010 to July 2017.
Past performance is not a reliable indicator of future results.

Conclusion
We expect the role of sustainability in the investment process to continue to grow,
including using ESG factors as alpha/risk sources in portfolio construction, portfolio analytics and reporting. In this article, we focused on topics related to the
construction and implementation of rules-based strategies that integrate sustainable themes. We first discussed some of the portfolio management aspects of replicating ESG/SRI indices. We then looked at several methods of constructing custom
ESG/SRI rules-based portfolios, including exclusions and tilts. One of the main
difficulties in the construction is how to incorporate ESG themes in investment
processes for rules-based strategies in a robust and efficient manner. As investors,
we will continue to build and enhance decision-making tools, which will help us
assess and price ESG risks and opportunities, especially over a long-term investment horizon.
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Executive summary
Interest in incorporating environmental, social and governance (ESG) considerations into investment decisions has increased substantially over recent years and
this is now moving beyond the more traditional domain of the equity markets and
into fixed income. This chapter examines the drivers behind this trend, what ESG
integration means for fixed income investors, how the ESG corporate universe
compares with a traditional one, and why investing in green bonds is not as simple
as one may think.
–– Bonds comprise a key constituent of institutional investors’ portfolios and applying ESG principles to fixed income investments is an understandable evolution
arising from investors’ demands for broader ESG integration, reinforced by
growing regulatory and fiduciary pressures.
–– Analyzing the inherent challenges in addressing ESG issues in fixed income
starts with the fundamental differences between fixed income and equity asset
classes. This includes the focus on default risks, maturity considerations and
bondholders rights.
–– Increasing levels of corporate disclosure and the expansion of corresponding
coverage by ESG data providers have provided a starting point for the deeper
integration of ESG considerations into fixed income. In our opinion, the next
significant step is incorporating the effect of this in the overall credit assessment.
–– Greater ESG integration in the investment approach helps to establish the foundation for sustainable themed investing.
–– Effective management of green bond portfolios demands strong understanding
of index universe and construction. The differences between indices can be
substantial and index analysis is essential.

Sustainable investing in fixed income
We have been observing a rising trend in ESG in fixed income and in this chapter,
we will share portfolio manager insights.
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Fixed income is evolving towards ESG integration
Historically, the integration of sustainability considerations in finance has been
more prevalent in listed equities than in fixed income. This lag in investors implementing ESG considerations within their fixed income investment processes has
been due to a variety of reasons. These include the role of ESG in credit ratings,
the limited availability of sustainability indices against which to benchmark performance, and the challenges in engaging with issuers. At UBS Asset Management
(UBS AM), we observe that this is now quickly changing.
Investor interest in broad ESG investments has been rising steadily over the past
three decades. This is now being underpinned by the clear support of policymakers via initiatives, such as the European Commission’s High-Level Expert Group
on Sustainable Finance.
In a recent report published by the World Bank in conjunction with the Government Pension Investment Fund (GPIF) of Japan, “Incorporating Environmental,
Social and Governance (ESG) Factors into Fixed Income Investments”, the authors
chart the spread of ESG investing beyond its traditional domain of the equity
markets to other asset classes, including fixed income. As the report highlights,
given the fact that bonds comprise a key constituent of institutional investors’
portfolios, investor interest in applying ESG principles to fixed income investments
is hardly surprising, particularly as regulatory and fiduciary pressures increase.
Greater levels of corporate disclosure, as well as the expansion of corresponding
coverage by ESG data providers, have also provided a starting point for integrating
ESG into fixed income. ESG data and ratings are now available for almost all investment grade credit issuers as well as a large proportion of high yield issuers. At the
same time, there have been several important innovations in fixed income, including the rise of green bonds, the emergence of social bonds, and unique partnerships,
for example the collaboration between the World Bank and UBS to provide lower
risk sustainable investment alternatives to high grade fixed income investments.
These innovations give investors the ability to allocate more private capital to
sustainable fixed income instruments.
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In our opinion, the next significant step is the integration of sustainability considerations into the overall credit assessment. This moves sustainability beyond a
niche investing activity with significant implications for mainstream investors
who are looking to implement sustainability in their credit portfolios.

Unique challenges to addressing ESG in fixed income
Any analysis of the challenges inherent in addressing ESG issues in fixed income
must start with the fundamental differences between the fixed income and equity
asset classes and the reasons why equity approaches cannot simply be replicated
within fixed income.
The key difference between fixed income and equity investors is the fixed income
orientation towards managing downside default risk and the equity orientation
towards upside appreciation. However, at the more granular level of analysis, the
range of considerations which must be incorporated and accounted for is wide in
fixed income. These were highlighted by the GPIF/World Bank Group report cited
earlier. We would particularly draw attention to:
–– The duration/maturity of fixed income investments. Bonds can only be held for
a predefined period, whereas an equity holding can potentially be held in perpetuity.
–– The place of fixed income instruments in the capital structure of the company.
This differs from that of equity investments given differing layers, such as senior,
subordinated debt, hybrid etc.
–– Bondholders’ rights, which differ from those of shareholders, especially with
respect to voting and engagement.
–– Sovereigns, quasi-sovereigns, supranational, agency issuers and asset-backed
securities are all important segments in fixed income.
We believe that these challenges can only be overcome by pursuing sustainability
integration at a more fundamental level than the application of third-party scores
that are widely available in the market today.
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What impact does ESG investing have for all fixed income investors?
Until recently, only a few investors and asset managers focused on sustainability-themed investments and most market participants did not consider ESG as an
impactful factor in their investment process. However, the substantially increased
demand from investors and the increased offering by asset managers have created
a new trend. Despite rising interest, many market participants still do not believe
that sustainability factors have a direct effect on their fixed income strategies.
However, we believe the market is evolving rapidly and at UBS AM, we are not
only looking to offer a wide range of sustainable strategies, but actually are shifting the investment analysis and strategy towards sustainability.
The evolution of the investment process typically starts with integrating sustainability into credit analysis. Credit analysts incorporate ESG factors into company
analysis and their assessment of creditworthiness. Subsequently, portfolio managers utilize this integrated analysis, combining it with their own relative value
assessment while implementing their investment strategy with a clear aim of
delivering sustainable performance versus any index (standard or sustainable). As
a result, we foresee that the further ESG integration becomes mainstream, the
more ESG factors will become a performance driver and reflect in the total return
of client portfolios. As the goal is to channel capital into sustainable issuers and
projects, it is important for investors to form a forward-looking view rather than
looking for historical, long-term patterns based on past market behavior. The more
ESG factors are incorporated and weigh in the investment process, the more market
impact these factors will eventually have. Firms that need to raise debt will be
under pressure to follow ESG standards to be able to attract a growing number of
sustainability-focused investors.
There are various active and passive approaches to implementing sustainability
in fixed income strategies. There has been a substantial increase in sustainable
strategies in tailor-made funds, segregated mandates and ETFs alongside actively
managed strategies. We envisage that increasing demand will fuel further product
innovation. UBS AM has a leading role in the industry, as our approach is to integrate ESG factors in the investment process to be able to offer sustainable strategies
managed both actively and passively.
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The pyramid shown in Exhibit 1 below illustrates various approaches to sustainable
fixed income investing.
Exhibit 1: Sustainable Investing approaches in fixed income

Impact

Sustainability
focus

ESG integration

Exclusions

Strategies aimed at generating positive social and
environmental impact alongside financial return
– Green bonds and multilateral development bank bonds
Strategies with specific sustainability guidelines
– Security selection based on internal and/ or external
ESG Ratings, targeted above-average ESG performance or
ESG-related inclusion threshold
– Thematic selection examples: low carbon-oriented funds
Strategies supported by ESG analysis in credit research
coverage
– Material forward-looking ESG credit risks inform research
recommendations
– Investment decisions determined at individual issuer level,
with portfolio level considerations set by standardized ESG
risk management parameters
Range of tailor-made exclusions can be applied upon
client request
– A controversial weapons policy is applied for all actively
managed and passive pooled funds

Source: UBS Asset Management. For illustration purposes only.

The most basic and longstanding form of sustainable investing is exclusionary
strategies. Our clients have been providing us with lists of sectors, companies or
business practices that do not meet certain social, environmental or ethical criteria, prohibiting investments. Exclusions have been more effective in equities than
fixed income. This approach allows investors to use a standard index and have
minimal impact on benchmark relative returns. It’s important to note that large
exclusion lists lead to further divergence from index returns, especially if large
sectors are excluded that cannot be compensated within the remaining eligible
universe.
ESG integration into the investment process starting from credit research is the
foundation for sustainable themed investing. This approach entails incorporating
ESG factors and considerations into the fundamental credit analysis and provides
deeper risk analysis, adding another dimension. We further detail our approach
to integration in the next section.
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The more sophisticated approach to sustainable investing is sustainability-focused
strategies. These types of strategies follow a best-in-class or positive screening
approach, where portfolio managers invest in issuers with high sustainability
ratings and/or profiles. If this is the preferred approach. the manager will have to
focus on sustainability and the impact on the portfolio will be more than just
exclusions. On a passive basis, this approach can be implemented via ESG-compliant indices. The index offering has proliferated not only from major index providers but also from new providers, so investors are now faced with a growing number
of indices with very different rules for index construction. Therefore seeking
assistance for index analysis and selection has become essential and is often delegated to asset managers who have the necessary resources and experience to
provide an in-depth analysis. Consequently, index licensing costs are not negligible as it is an area of growing focus.
The biggest impact fixed income investors can achieve is via investing in securities
that have a direct link to a sustainable project, such as green bonds where the
proceeds are used to fund specific sustainable projects. We will provide further
thoughts on these bonds below. Another alternative would be to invest in assetbacked securities where the proceeds directly finance sustainable investments.
These are the purest ways of impact investing in publicly-traded fixed income
markets. Direct lending and loans are excluded from analysis given the limited
accessibility to a broad base of investors.

Integrating ESG: focusing on fundamentals
The UN Principles for Responsible Investment (PRI) define integration as “the analysis of all material factors in investment analysis and investment decisions, including environmental, social and governance (ESG) factors.” Unfortunately, the concept
of “integration” of sustainability is, in our view, often used too broadly in the
industry to refer merely to the application of sustainability data or ratings in the
investment process. We believe, this is due to three misunderstandings regarding
the nature of third-party sustainability ratings that are widely used in the industry and their place in the integration of sustainability.
Firstly, there is often a belief within the field of responsible investment (RI) that
simply applying ESG Ratings based on some form of screening represents sustainability integration.
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In our opinion, this view fails to recognize the role of ESG research providers as
providers of information and data rather than investment analysis. Without question, the data sets created by large ESG providers, such as MSCI, Thomson Reuters
and Sustainalytics represent an essential and invaluable service for the industry.
The task of collecting ESG information and providing it in a consistent and usable
format should not be underestimated, given the challenges posed by inconsistent
and often voluntary sustainability reporting by companies around the world.
However, while this data access represents an essential first step, the ratings that
often accompany this data do not constitute forward-looking recommendations
but rather screenings based on historical information. Such ratings are derived
from publicly reported information by companies, as well as news controversies
available in the public domain. By their very nature, they are historical in orientation, generally providing an assessment of what has happened, rather than giving
a viewpoint on progress and what is likely to occur in the future.
Secondly, while the issue of financial materiality has been widely discussed, we
view third-party rating frameworks as too broad to be immediately applicable to
an investment process. Given the wide range of parties that rating providers serve,
the topics covered in their sustainability ratings address not only financially material information but also data and criteria that are employed for ethical screening.
Furthermore, these ratings attempt to cover sustainability information that is applicable to both fixed income and equities. And while there is clearly overlap in terms
of the information required, the ratings fail to address the specific needs of fixed
income investors, in particular with respect to their greater focus on downside risk.
Thirdly, and most fundamentally in our view, sustainability ratings provide an
assessment, which is separate from the financial analysis of the company itself.
By definition, this must be the case given that they come from third-party ratings
providers who work independently from the investment process. Consequently
they do not cover the financial impact of material sustainability issues on the actual
financial assessment, and can therefore only be useful from an investment standpoint when applied to the fundamental credit assessment. In short, while sustainability ratings play an important and crucial part in sustainability integration,
incorporating this information within investment recommendations requires the
additional and crucial application of this information by the credit analysts and
portfolio managers themselves.
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At UBS AM, we have taken the decision that ESG integration is strongest when
the credit analysts sit at the heart of it. UBS AM’s fixed income team includes over
25 credit analysts averaging over 25 years of industry experience covering investment grade, sovereigns, high yield and emerging markets. This team is located in
various centers including Chicago, Zurich, London, Singapore, and Sydney.
Our credit analysts are at the center of ESG integration in fixed income because we
believe they are best placed to make use of their in-depth knowledge of issuers and
experience in fundamental analysis to provide the context in which to consider
sustainability issues. They aggregate quantitative and qualitative data, consider its
relevance and materiality, put it into an appropriate recommendation framework,
and then also make judgements based on sometimes incomplete and imperfect
information. Analyzing ESG issues requires the same skills, albeit from a different
starting point, a different set of conditions and sometimes divergent conclusions.
Crucially though, UBS AM credit analysts make forward-looking judgements. This
applies as much to ESG issues as to financial ones, and as such, distinguishes their
work from pure ESG data gathering or scoring discussed earlier in this chapter.
While the current level of sustainability profile and performance of an issuer is
an important starting point, dynamics of sustainability issues, timing, and expected
responses by the issuer are all important forward-looking aspects when it comes
to assessing the credit. Finally, UBS AM analysts’ ownership of their understanding of sustainability issues is how we expect to further deepen ESG integration.
Collaboration is an important part of the assessment process. Credit analysts are
supported in the development of their ESG analysis by UBS AM’s sustainability
investment research team. Through dialogue, they are able to address questions
about the materiality of an issue, the quality of an issuer’s management of its risks,
and how to balance different levels of materiality, or the timing of how ESG issues
are expected to develop. They also utilize various data sources to gather information.
The important pillars of ESG integration in our credit research process are:
Materiality analysis: The integration process is based on UBS AM’s materiality
analysis, which was developed by our sustainable investment research team
working in collaboration with our credit analysts. The frameworks are based on
the recommendations of the Sustainability Accounting Standards Board, the
weighting methodologies of our data providers, and in discussion with individual
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credit and equity analysts. This materiality analysis covers a variety of key issues
across the range of sustainability factors, including corporate governance, products,
business ethics, and labor. These issues are assessed for their overall credit impact,
looking at the importance of a particular ESG issue, both on the creditworthiness
of a debt instrument but also on its longer-term implications and impacts on the
longer-term debt instruments of that issuer.
Fundamental analysis: Based on the materiality framework to focus on the most
material issues, the credit analysts then assess a set of key ESG strengths and
weaknesses for each issuer. Crucially, analysts focus their research and analysis
on whether and to what extent the most material sustainability issues impact the
fundamental creditworthiness and risk profile of the issuer. Analysts also look at
recent controversies for an additional check on the management ability, as well as
for potential future liabilities for possible material impacts on creditworthiness.
The credit analysts determine whether the scale of the ESG issues is enough to
impact the credit assessment. This leads them to provide an explicit assessment
scored on a scale for each issue of whether, and to what extent, sustainability issues
have an impact on the fundamental credit recommendation. The key test of this
assessment is whether the scale of the ESG risks is significant enough to become
one of the key considerations in the development of the issuer’s creditworthiness
going forward as well as the extent to which the ESG analysis leads to a change in
credit opinion.
Capturing outcomes: The outcomes of our credit analysis are captured via our UBS
ESG score which, put simply, requires analysts to make three key decisions for
individual issuers:
–– What is the material impact of sustainability issues on the fundamental credit
assessment?
–– What is the likely future direction of the ESG credit score?
–– Does the ESG analysis lead to a change in credit opinion?

By systematically integrating ESG factors across our fixed income platform, we are
moving a step closer to our stated ambition of broad sustainability integration
across all asset classes.

How does an ESG corporate universe compare with a traditional one?
When Bloomberg Barclays started their collaboration with MSCI to develop a suite
of ESG indices in 2013, interest from investors was quite limited. Although most
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asset managers and investors welcomed the initiative, the actual flows to track
these indices were not significant. At UBS Asset Management, we engaged with
the providers early on to better understand their approach and process for index
construction to be able to assess the impact and potential result on portfolios as
and when our clients start investing. In July 2015, in response to demand from
our clients, we launched the UBS ETF – Bloomberg Barclays MSCI US Liquid Corporate Sustainable, hedged to different currencies as the first mover in Europe.
We aimed to offer access to a liquid corporate universe consisting of companies
that fulfil certain sustainability criteria measured by MSCI ratings.
We believe it is always essential to analyze the index universe before investing in
order to understand the index construction methodology, which is also valid for
ESG indices. The investors need to understand index dynamics and factors impacting index construction not only for the current index but also for future changes.
Fixed income indices have different characteristics to equity indices, driven by the
nature of the asset class. Fixed income indices contain higher numbers of securities, as one company typically has one stock listed but many outstanding bond
issues. For example, the Bloomberg Barclays Global Aggregate Index contained
21,082 individual bond issues at the end of December 2017 compared to 3,157 stocks
in the FTSE All-World Index (source: Barclays POINT and FTSE). Fixed income
indices also tend to be more dynamic and have higher turnover. As an indication,
approximately 30% of the global bond index changes annually, compared to 3% of
the global equity index. If additional rules and constraints are added, such as ESG
considerations, the turnover will likely increase further, therefore ESG indices
tend to have higher turnover than standard indices. To illustrate, Bloomberg Barclays US Corporate Sustainable Index has 3,200 securities compared to 5,600 in
the Bloomberg Barclays US Corporate Index and the sustainable index has 8%
higher turnover than the latter standard corporate index over one year driven by
ESG Ratings. If we look at the EUR corporate bond universe, although it follows
the same pattern of higher turnover, the substantially smaller universe only generates 2% of additional turnover. Turnover is an important consideration for fixed
income investors, as it is the main driver of transaction costs represented by the
bid-ask spread and tends to be higher than equity commissions. For example, the
US corporate bond universe has a bid-ask spread of approximately 0.50% and the
additional turnover leads to an extra 4 to 5 bps of transaction costs annually.
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As mentioned above, in recent years, there has been a proliferation of offerings
by various providers spanning both traditional market value and alternative
weighted indices. There can be various approaches to building indices, however,
we will highlight three different themes applied by Bloomberg Barclays MSCI to
construct the sustainable corporate index family:
Socially responsible indices negatively screen issuers that may be involved in business activities in conflict with values, or social norms.
Sustainability indices positively screen issuers (min BBB) based on MSCI’s ESG
Ratings, which are a best-in-class assessment of how well an issuer manages ESG
risks relative to its industry or peer group.
ESG-weighted indices use MSCI ESG Ratings to apply tilts to the natural market
value weights in favor of higher-rated/positive momentum issuers and against
lower-rated/negative momentum issuers.

The SRI index family is based on negative screening of issuers using the MSCI
Business Involvement Screening Research (BSRI). These indices apply thresholds
for index exclusions for companies involved in sectors, such as alcohol, gambling,
tobacco, military weapons, civilian firearms, nuclear power, adult entertainment
and genetically modified organisms (GMO). As an example, the Bloomberg Barclays
MSCI US Corporate SRI Index reduces the traditional universe by about 1,000
securities, while most overall risk characteristics stay very similar to the standard
index.
The sustainability indices are based on the MSCI ESG Ratings and each bond must
have an ESG Rating of at least BBB. It is important to note that the ESG Ratings
are different to traditional credit ratings. Furthermore, the index includes companies that are best-in-class among their peers. Lastly, there is an impact monitor
applied to refine the screening to fulfil governance criteria to be considered bestin-class. For example, even though a company may be in an accepted sector and
meet the ESG Rating criteria, if it is located in a country on the restricted list, it
would be excluded from the index.
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This methodology reduces the index universe to fewer than 3,300 securities from
approximately 5,600 in the traditional universe. Unsurprisingly, the sustainable
universe has a notch better credit rating, as many of the index criteria should be
part of the credit rating process. Again, as expected, this index has the largest
performance difference versus the traditional index based on better credit quality.
The ESG-weighted index contains the same number of securities but each issuer’s
weighting is determined by ESG Ratings. These indices have relatively low tracking error versus the traditional index, yet that does not mean they are the same.
This option is suitable for investors who prefer to be invested in traditional indices
(as they are measured against them), but also seek to implement an ESG strategy
while keeping relative risk low.
Investors are most interested in the total return of their portfolios following different indices. Exhibit 2 compares returns on these different indices versus the
standard US corporate index. We observe that the standard index performed in
line or better in the long term. In the last five years, all indices have posted similar
performance.
Exhibit 2: Total return of US Corporate standard vs. SRI indices
Cumulated Performances
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Source: Bloomberg Barclays Indices (calculations by UBS AM). Data as of January 2008–March 2018.

We make similar observations in the EUR corporate universe.
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Exhibit 3: Total return of EUR Corporate standard vs. SRI indices
Cumulated Performances
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Source: Bloomberg Barclays Indices (calculations by UBS AM). Data as of January 2008–March 2018.

At UBS Asset Management, we are happy to work with our clients to analyze a
variety of universes and elaborate on different options. Similar to the traditional
space, index selection is a key decision and requires detailed analysis.

Why green bonds are not the silver bullet
Green bonds have been a growing market, almost doubling in size every year,
providing a wide range of investors with a new instrument to channel financing
into green projects. Therefore, we find it useful to provide some further thoughts
on this developing market.
In early 2014, Bloomberg Barclays MSCI launched the Global Green Bond Index,
followed by other index providers. Although a relatively small market, the differences between indices, in some cases, are substantial, so we reiterate that index
analysis is essential as investors need to understand the index universe and construction.
Although the green bond market has grown exponentially in recent years with
interest from sustainability-focused investors as well as traditional investors, it is
still quite small in size. The Green Bond Index has 228 issues, whereas the Bloomberg
Barclays Global Aggregate Index has 21,381 (as of the end of March 2018). Although
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the market values are different, we still believe that the indices are comparable from
a risk-return perspective given the global footprint and the types of issuers included.
Both indices are of similar duration, about seven years, but Green Bond Index yield
is ~0.20% lower. This should take into consideration that the Green Bond Index is
also the only global index where the EUR component (60%) is larger than USD (30%)
by comparison Global Aggregate comprises 25% and 44% respectively.
The Global Aggregate index includes debt outstanding for all funding requirements
whereas the Green Bond index includes only funding for eligible projects and
proceeds are earmarked for those specific purposes. Therefore, the index composition and dynamics, such as issuer weights and sector allocation of the two indices
are quite different.
Exhibit 4: Sector allocation comparison
Global Aggregate Index
Market Value (%)

Global Green Bond Index
Market Value (%)
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Source: Barclays POINT. Data as of April 30, 2018.
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Exhibit 4 clearly shows that close sector comparison is not appropriate and we
should look at the different dynamics driving these differences. The green bond
universe is expected to continue growing at a fast pace, which would be beneficial
for all parties. The current tilt towards European issuers or at least EUR-denominated issues could disappear once the US issuers embrace green bonds as a funding
source for their green projects. Needless to say, the governments would make the
biggest impact on such a universe. Currently, only very few sovereigns have issued
green bonds but, these are relatively large issues compared to the EUR 500 million
to 1 billion denominated corporate issues outstanding. Lastly, given the universe
is still rather small, every new issue has a proportionately bigger impact on the
existing universe. As mentioned before, should governments start to issue green
bonds, the sector allocation will change dramatically and the overall yield would
likely drop, given most issuers today are corporations and supranational organizations, which typically offer higher yield than government bonds.
All these differences are also becoming visible in the performance comparison
between the two indices over a few years.
Exhibit 5: Total return comparison
Cumulated Performances
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Source: Bloomberg Barclays Indices (calculations by UBS AM). Data as of January 2014–April 2018.
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It is not advisable to draw too many conclusions given the short performance
history. Also, index composition and dynamics currently are quite different for
the two indices. For example, the green bond index still has few issuers so every
issue has a much bigger impact on the index risk-return characteristics. We expect
these dynamics will likely continue in the near future and will continue to drive
idiosyncratic risks.
Beside the standard bond index comparison, we need to be aware that not every
newly-issued green bond will be included in the universe as there are additional
index inclusion criteria; MSCI adds a filter to ensure a certain quality of “green” is
achieved.
These eligibility criteria reflect themes articulated in the Green Bond Principles
and require commitments about:
–– Stated use of proceeds.
–– Process for green project evaluation and selection.
–– Process for management of proceeds; and
–– Commitment to ongoing reporting of the environmental performance of the use
of proceeds.
Bonds are classified into one of seven themes according to the MSCI ESG Research
Green Bond taxonomy, (i) Alternative Energy, (ii) Energy Efficiency, (iii) Pollution
Prevention, (iv) Sustainable Water, (v) Green Building, (vi) Climate Adaptation and
(vii) Other.
At the same time, the lack of standardization of the Green certificates available to
companies makes it hard to guarantee the quality of the green bond. For that
reason, investors should be extra careful when investing in funds, which are
labelled “Green” but do not have an additional screening in place. As an active
manager, one would want to have a fundamental analysis in place, which does not
only cover the traditional credit metrics of a company, but also the quality of the
green project to be financed by the green bond issuance. Another challenge for
active managers is that investing actively within the rather small universe today
may prove very difficult, not only because of the limited opportunities, but also
due to the liquidity which, as of today, is still much lower in green bonds than in
traditional bond markets. This may well be explained by three reasons. Firstly,
today’s green bond investors often focus on buy-and-maintain portfolios, hence
bonds are purchased in the primary market and will seldom be sold or traded.
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Secondly, the lack of active managers in the space does not help to create a well-defined relative value analysis framework with pricing often being driven by the
issuer, and not by the investors. Lastly, an active manager would likely see value
in managing a green bond fund by choosing the best green bonds, but in addition,
adding non-green bonds, which is often a challenge from the impact or sustainability point of view (the original idea behind investing in green bonds). The market
will surely continue to evolve very quickly and market participants, whether dedicated green bond investors or not, will need to actively participate.
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A tale of three: analysis of ESG-ranked equity portfolios

Executive summary
With an increasing number of investors opting today for passive investment solutions, it is important to understand how ESG benchmarks perform when compared
to standard market capitalization counterparts, and what drives their performance.
In this chapter, we employ MSCI ESG-focused indices to carry out performance
analysis. We next consider ESG scores at company level to construct bottom-up
portfolios to get further insights. We find top-scoring ESG portfolios to have better
risk properties than broad market-cap portfolios. The reduction of risk is material
for all three ESG pillars. We find governance to be the most important factor for
improving returns. Our analysis, however, shows that sector-neutral ESG portfolios have muted effects in terms of risk and return differentials, indicating that
sector neutrality removes ESG-driven longer-term biases. In other words, this
indicates that some sectors are underdeveloped with regards to the ESG, whereas
others are clearly ahead. Sector-neutral ESG indices are therefore expected to
perform in line with broad benchmarks. We also find strong relationships between
ESG scores and fundamental ratios, which shows a clear link to equity factors.

Introduction
Sustainable investing (SI) is an investment approach that incorporates environmental, social and governance (ESG) criteria in security selection and portfolio
management. We are observing an unprecedented increase in demand from institutional as well as retail investors, growing awareness of ESG-related risks, and a
deeper understanding of why and how to integrate ESG into investments1. Specifically, sustainable investors aim to make better-informed investment decisions by
integrating material ESG factors into company analysis, valuation, and overall
investment decision-making processes on top of conventional financial analysis,
resulting in a more holistic investment approach. Integration of ESG considerations
in portfolios can also be viewed as an attempt to mitigate certain (tail) risks. For
example, a company that experiences some severe environmental issue may be
penalized by regulators as well as consumers via brand loyalty, possibly resulting
in a material impact on its profitability. Sustainable investing has become one of
the key forces across financial markets, with more and more investors wishing to

1

See more in Global Sustainable Investment Review 2016.
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integrate ESG in their portfolios2. To meet these expectations, product providers
have expanded their ESG-focused offering, both in the active as well as passive
investment space. In fact, today all leading index providers offer a range of investable indices integrating ESG, which are suitable for replication by exchange traded
funds (ETFs) and other passive financial vehicles. UBS Asset Management is indeed
one of the leading providers of ESG solutions through ETFs, covering both equity
as well as fixed income; with the first ESG-orientated UBS ETFs launched already
back in 20113.
ESG integration in a portfolio can be done in a variety of ways, depending on
investor needs4. For example, ESG portfolios may exclude certain socially controversial business activities, such as alcohol or tobacco or may underweight some
environmentally “heavier” industries like Energy or Materials. ESG-focused portfolios can also admit only the best-in-class companies (according to ESG measures)
or may still cover a broad market whilst reducing the portfolio weights of the
worst-in-class companies. Many of these diverse approaches can be indexed accordingly. MSCI Socially Responsible Indexes for example, exclude certain business
activities and will select only the highest-scoring and hence best-in-class companies, while preserving index weights implied by market capitalization. In contrast,
MSCI ESG Universal Indexes instead adjust market-cap implied weights based on
a company’s ESG profile, including measurement of a trend in ESG Rating, whilst
aiming for minimum exclusions from the parent index. The broad range of ESG-indexation approaches serves different investor objectives, addressing for example
tracking error budgets or minimum ESG profile at portfolio level. UBS Asset Management offers ETFs capturing both frameworks to serve broader investment
needs.
In terms of performance, it has been presumed that low-scoring ESG portfolios
should deliver an incremental premium that investors should earn for holding
“bad” stocks in their portfolios; see Fabozzi, Ma and Oliphant (2008). In fact,
high-scoring ESG companies may have competitive advantages that might pay off
2

As of April 2018, the United Nations Principles for Responsible Investment (PRI) signatory base represented USD 81.7 trillion in assets under management and 1,961 signatories worldwide. That constitutes well
over half of the world’s institutional assets.

3

In August 2011, UBS Asset Management launched the following ETFs: UBS ETF MSCI EMU Socially
Responsible UCITS ETF, UBS ETF MSCI Pacific Socially Responsible UCITS ETF, UBS ETF MSCI USA
Socially Responsible UCITS ETF and UBS ETF MSCI World Socially Responsible UCITS ETF.

4

For an overview, we refer to the UNPRI articles: “A practical guide to ESG integration for equity investing”
(UNPRI, 2016) and “ESG screening in fixed income investing” (UNPRI 2014).
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in the long run, see Bonini and Swartz (2014). In addition, since economies as well
as investors are moving towards sustainable standards, this trend may steer more
investments to ESG leaders, helping them deliver better performance. Numerous
studies have discussed the performance impact of ESG portfolios vs. conventional
ones. In general, more and more studies demonstrate evidence that the performance of companies is positively influenced by good ESG practices; see for example
RobecoSAM (2014) and Friede, Busch and Bassen (2015).
In this chapter, we look at the role of ESG factors in global equity portfolios based
on MSCI indices and MSCI ESG Ratings. Rather than focusing on ESG-driven
allocation strategies, like Nagy, Kassam and Lee (2015), we use the individual MSCI
ESG issue scores to create top and bottom-scoring portfolios to show material differences between pillars. The goal is to achieve insights into the materiality of
MSCI ESG pillars in terms of relative performance, dispersion of excess returns
and risks, as well as links to fundamental ratios. Our study is ultimately bottom-up
as we consider individual ESG scores at company level. We analyze portfolios that
employ composite ESG assessment (reflected by a rating letter combining all three
ESG dimensions) and those portfolios that build on the ESG pillars separately. We
initiate our analysis with existing ESG indices (which serve as benchmarks for
ETFs). We next construct ESG portfolios with the use of MSCI ESG individual pillar
scores. It is expected that not all ESG components will be equally important in
determining return and risk; some factors might have a direct material impact
while others have indirect or more diffuse effects. For example, the study by Barclays (2015) based on the MSCI ESG data shows the difference in rating between
high and low ESG buckets corresponds to a one-notch change in credit rating, with
the most material difference for the Environmental pillar.
We find top-scoring ESG portfolios to have better risk properties than broad market-cap portfolios. The reduction of risk is material for all three ESG pillars. We
find governance to be the most important factor for improving returns. Our analysis, however, shows that sector-neutral portfolios have muted effects in terms of
risk and return differentials, indicating that sector neutrality removes ESG-driven
longer-term biases. We also find strong relationships between ESG scores and
fundamental ratios, which shows a link to equity factors. In particular, high-scoring companies have had a historically higher return on equity and dividend yields,
which indicates that highly-scored ESG stocks feature better quality and profitability characteristics.
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Properties of ESG Ratings
The ESG metrics are based on the following three pillars:
–– Environmental: issues connected to climate change, greenhouse gas (GHG) emissions, energy usage, waste and pollution, etc.
–– Social: issues connected to working conditions, including slavery and child labor,
local communities, health and safety, etc.
–– Governance: concerns about overall business ethics, executive board structure
and independence, bribery and corruption, remuneration policies, etc.
The three ESG pillars are fundamentally different: the environmental issues are
more industry-specific and reflect how a company’s activities deal with these specific risks. The social issues dealing with human rights are considerably more
region-specific and they largely mirror the strength of institutional legal frameworks (incl. watchdogs) across different jurisdictions. Finally, the governance
factors are actually more company-specific and can be seen as a proxy of management quality. Many sustainable investors, but also investment solutions, combine
all three pillars to provide a more holistic view of how a company deals with a
broad set of ESG-related risks. Given that more and more companies are operating
in multiple countries (and jurisdictions) but often also across different (sub)-sectors,
it appears legitimate to combine ESG metrics into a composite measure. It is,
however, also insightful to understand which pillar determines the company’s
performance and hence is more relevant for overall portfolio performance. For
example, governance metrics may prove more relevant from a risk perspective
when compared to social issues, which could make some investors focus more on
governance quality.

MSCI ESG Ratings
In this paper, we rely on the MSCI ESG Ratings and ESG Key Issue scores. For the
detailed overview of the ESG assessment, we refer to the main MSCI methodology
paper5. In a nutshell, the MSCI ESG Ratings are formulated around four questions:

5

See “MSCI ESG Ratings Methodology” for more details.
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–– What are the most significant ESG risks and opportunities facing a company
and its industry peers?
–– How exposed is the company to those key risks and/or opportunities?
–– How well is the company managing key risks and opportunities?
–– What is the overall picture for the company and how does it compare to its global
industry peers?
Within the MSCI ESG framework, a company is assigned an ESG Rating on the
scale of AAA, AA, A, BBB, BB, B, CCC, and Not-Rated. This scale reflects company
performance relative to the standards and performance of industry peers. The
AAA represents the best-in-class in terms of dealing with ESG risks/opportunities
compared to industry peers, whilst CCC indicates the opposite. The industry-relative assessment appears legitimate; the companies need to be evaluated against
a similar set of ESG risks/opportunities. For example, energy companies will be
more prominently assessed in environmental issues, and financial companies in
governance issues. The final ESG Rating letter is derived as the weighted average
of the ESG Key Issue scores6, which are normalized accordingly within their industries.
Exhibit 1 illustrates an example of two companies, IBM and Unilever. The rating
of IBM varied between AAA-AA between 2007 and 2015, until it was downgraded
to A, and subsequently upgraded to AA in 2017. Looking into E, S and G scores
(bottom-left panel), it becomes apparent that governance issues played a pivotal
role in the rating change of IBM. The ESG Rating of Unilever (right panels) was
less stable, ranging from AAA between 2007 and 2010, then dropping to BBB
(between 2012 and 2014) and then being upgraded again to A by the end of 2015.
Looking into E, S and G scores (bottom-right panel), it can be seen that social issues
led to rating downgrades. These examples demonstrate that changes in ESG Ratings
may be rooted in different pillars and it is of interest to understand how issues
across different pillars are perceived by investors, e.g. how are they reflected in
stock performance and what are the implications for risks. Furthermore, the
dynamics in Exhibit 1 show that investors aiming for the highest-ranked ESG
portfolio need to monitor rating dynamics very closely, or outsource this task to a
dedicated solution.

6

ESG Key Issue scores reflect how companies are dealing with a wide range of ESG risks and opportunities.
There are 37 Key Issues and companies are assessed on a 0–10 scale, where 0 is very poor and 10 is very good.
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Exhibit 1: Example of MSCI ESG Ratings and Issue Scores
The top panels show the MSCI ESG Rating for IBM (top-left panel) and Unilever
(top-right panel). The bottom panels show MSCI ESG Key Issue scores for IBM
(bottom-left panel) and Unilever (bottom-right panel).
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.

Persistence of ESG Ratings
Both the dynamics and persistence of ESG Ratings have implications for choosing
an investment approach and managing ESG portfolios, which are caused by their
impact on rebalancing and monitoring. For example, should ESG Ratings remain
steady over a longer period, this would entail identification of true ESG leaders
and staying invested in such companies. According to the MSCI ESG Rating methodology, companies are monitored on a systematic and ongoing basis, including
daily monitoring of controversies and governance events. In principle, companies
have an ESG Rating review at least annually. The arrival of new information is,
however, reflected in reports on a weekly basis and substantial score changes may
subsequently trigger a rating change outside of the annual review cycle. For
example, a company becoming involved in some major ESG controversy might be
in for an ESG Rating downgrade, say from AA to A or even to a lower rating. So
the question is, how persistent are ESG Ratings? For example, once a company is
rated as AAA, how likely is the company to maintain this rating going forward,
248

A tale of three: analysis of ESG-ranked equity portfolios

one year, three years or more? What if ESG Ratings are subject to significant
changes over time? In this case, ESG investors would need to monitor and rebalance
portfolios quite frequently. Utilizing the MSCI ESG Ratings on a company level,
we can compute the probability that a company will sustain its rating over a certain
time horizon, for example over one year or three years.
Exhibit 2 shows a matrix with computed transition probabilities. The entries on
the diagonal show how likely it is for an ESG Rating to remain the same within a
one-year time horizon. The entries on the upper (lower) triangle show how likely
it is to be downgraded (upgraded). In general, the probability that a company’s ESG
Rating stays unchanged is considerably higher than the probability of its rating
transition (upgrade or downgrade). For example, an AAA-rated company has a
77.3% chance to stay triple A within the next year, whereas an A-rated company
has a chance of 65.4% of staying A. We also observe that the probability of a
downgrade by one notch is higher than that of an upgrade by one notch in the
upper rating segment (AA and A). In the lower rating segment (BBB, BB, B) the
opposite holds true, i.e. the probability of an upgrade by one notch is higher than
that of a downgrade by one notch. The likelihoods of more substantial rating
changes by two or three notches (e.g. downgrade from AAA to A, or upgrade from
BBB to AAA) are rather modest, in almost all cases below 5%.
Exhibit 2: ESG Rating transition matrix
The entries to this matrix show the probabilities of an MSCI ESG Rating change
within a one-year time horizon. The sample covers the period from January 2007
to December 2017. Calculations are based on MSCI ESG Ratings data on a company
level, averaged across all GICS sectors.
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.
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The transition probability matrix in Exhibit 2 shows average likelihoods across sectors.
It might be more insightful to look into sectors separately. Exhibit 3 shows the diagonal from Exhibit 2, i.e. the probability to remain at a rating, but for different GICS
sectors. The table is ordered column-wise by decreasing average probability. On
average, the likelihood that an ESG Rating stays unchanged is the highest in the
Energy sector, whilst the lowest is in Information Technology. In other words, the
ESG Ratings are considerably more persistent (by 7.5% across different rating letters)
in Energy than in Information Technology. This could be partly explained by the fact
that energy companies are relatively longstanding, more established, with fewer new
entrants and that new technologies take years to implement. Technology companies,
on the other hand, are relatively young, focused on growth, more prone to governance
issues, and there is a considerable amount of new entrants. Overall across the rating
letters, the likelihood of maintaining an ESG Rating over a 12-month horizon varies
between 65% and 80%. The ESG Ratings thus appear stable, at least in the short term.
It is noteworthy that a company might lose its ESG Rating not necessarily because it
faces some controversies but also because its peer companies have considerably
improved their relative ESG profiles. Improvements in ESG profile may, however, need
more time and probably longer-term investments. Companies in better financial shape
and therefore able to invest more (explicitly) in measures that improve their ESG
profile may thus exhibit higher ESG scores over longer periods.
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Exhibit 3: Percent chance of ESG Ratings remaining unchanged in the short term
Entries show computed probabilities of MSCI ESG Ratings being the same within a
one-year time horizon across different GICS sectors (excluding real estate due to a
too-short sample period). The sample covers the period from January 2007 to December 2017. Calculations are based on MSCI ESG Ratings data on a company level.
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.
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Another perspective can be gained by examining longer-term periods and corresponding probabilities of rating changes. Exhibit 4 shows the probability of an ESG
Rating change as a function of time, considering time periods of up to five years.
The probabilities of no change can actually be seen to decay over time. For example,
whereas an AAA-rated company has a 77.3% chance of remaining triple A in the
next year, this probability decreases to 60.6% in two years, to 47.8% in three years
and to 32.9% in five years, respectively. Clearly, in longer time periods, only a few
companies manage to preserve their initial ESG Ratings. This in turn implies that
investors aiming for the best-in-class ESG companies have to either monitor their
ESG selection on a regular basis, or alternately they may outsource this task to a
dedicated solution, for example ESG-indexed investment vehicle like an ETF. The
fact that ESG Ratings change over time explains why ESG-orientated indices have
higher turnover. For example, MSCI USA Socially Responsible Index has an annualized turnover of approximately 8% vs. 2% of MSCI USA, implying marginally
higher costs of replication.
Exhibit 4: Percent chance of ESG Ratings remaining unchanged in the long term
Computed probabilities of MSCI ESG Rating being the same after N-months, with
N=1, 2,…, 60 (period of up to five years). The sample covers the period from January
2007 to December 2017. Calculations are based on MSCI ESG Ratings data on a
company level.
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.
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Analysis of ESG indices
Index analysis
More and more pension schemes and insurance companies already integrate ESG
policies in their portfolios; see OECD (2017). In addition, with an increasing number
of investors opting today for passive (benchmark-based) vehicles, it is important
to understand how ESG benchmarks perform when compared to standard market
capitalization counterparts. We employ three off-the-shelf MSCI ESG-based indices
to carry out basic analysis.
MSCI Socially Responsible Investing (SRI) Index:
–– This index excludes companies inconsistent with specific values-based criteria,
for example involvement in gambling or weapons.
–– It targets companies with high ESG Ratings relative to their sector peers, to
ensure the inclusion of the best-in-class companies.
–– It aims for sector neutrality to limit potential biases introduced by the ESG selection process.
–– Overall it targets coverage of 25% of the underlying MSCI parent index.
MSCI ESG Leaders Index:
–– This index excludes companies inconsistent with specific values-based criteria,
like in the SRI index.
–– It targets companies with high ESG Ratings relative to their sector peers, to
ensure the inclusion of the best-in-class companies.
–– It aims for sector neutrality to limit potential biases introduced by the ESG selection process.
–– Overall it targets coverage of 50% of the underlying MSCI parent index.
MSCI ESG Universal Index:
–– This index excludes the stocks with the weakest ESG profile (involved in very
severe controversies) as well as companies involved in controversial weapons
(i.e. landmines, cluster munitions, depleted uranium and biological and chemical
weapons).
–– It defines an ESG-driven reweighting factor that reflects both the current ESG
Rating as well as its trend based on the MSCI ESG Rating trend measure.
–– It reweights securities using this combined ESG score to tilt away from the freefloat market cap weighting in the parent index.
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The MSCI SRI Index is built upon very selective groups of stocks (note the target
of 25% implying that on average every fourth company is selected) that are ESG
“champions” in their respective industry peer groups. The ESG Leaders Index has
relatively few strict criteria (target of 50% so that every second company is eligible)
implying exposure to a broader market. Both these indices apply a market-cap
weighting scheme, meaning that ESG Ratings define only a selection mechanism.
In contrast, the MSCI ESG Universal Index differs by reweighting stocks based on
the current rating but also its trend. Consequently, a stock with a solid and upward
trending ESG Rating receives a higher allocation. In this weighting scheme, ESG
Ratings define an allocation mechanism. Stock selection in the MSCI ESG Universal Index is only done by screening for violation of international norms or involvement in controversial weapons, making it the broadest of the three indices in terms
of market coverage (by seeking to minimize exclusions from the parent index).
Exhibit 5 shows excess return, risk and tracking error numbers for these ESG
indices. The time span is relatively short, but many of these ESG indices were only
recently launched. We highlight a number of observations: first, it appears that
the weighting scheme which considers rating strength but also its momentum, as
captured by ESG Universal, brings additional value. It adds on average 23 bps of
positive excess return across geographies, whilst reducing portfolio risk by 5 bps
(per annum). Second, the more selective approach (SRI vs. ESG Leaders) appears to
generate more incremental value, 13 bps vs. 2 bps on average across geographies.
This additional excess return comes, however, at a higher risk and higher tracking
error vs. the parent index (288 bps vs. 186 bps). Third, ESG Leaders and SRI indices
face some additional excess risks, whilst ESG Universal actually reduces portfolio
risk. Whereas ESG Leaders and SRI indices aim for sector neutrality, ESG Universal tilts away from market cap sector weights. In the next section, we study the
effects of sector constraints on ESG portfolio construction in more detail. In addition, from the benchmark analysis we cannot tell which pillar has a greater impact
on performance, so our goal is to analyze it in the next section.
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Exhibit 5: Relative risk and return for different ESG benchmarks
Annualized basic return and risk statistics measured against the standard benchmarks. The sample covers a period of five years from May 2013 to April 2018.
Calculations based on daily MSCI indices, total return net basis (incl. net dividends).
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Panel B: Annualized volatility and excess volatility for ESG indices
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Panel C: Annualized tracking error
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.
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Analysis of ESG portfolios
The ESG-focused indices analyzed in the previous section rely on combining the
environmental, social and governance scores for selection and weighting purposes
in the index construction process. In this section, we construct portfolios built on
individual environmental, social and governance scores to achieve further insights
into the materiality of each MSCI ESG component separately. Our portfolios are
indexed, i.e. we keep rules including cut-off, rebalancing, etc. invariant in time.
We analyze the performance (risk and return) of the highest and lowest-scoring
portfolio within each pillar pitting the top vs. the bottom companies from an ESG
standpoint. We apply standard cut-offs, e.g. 33%, 25% and 20% to define the top
and bottom portfolios. We use the following MSCI datasets:
–– Traditional index constituent data (including country and sector)
–– Dividend information and withholding taxes
–– ESG scores and score weights for companies in the index
The accompanying appendix describes the data and methodology of how we construct different portfolios utilizing E, S and G scores on a company level. The data
is based on a monthly frequency and covers more than ten years of history, a
period between 2007 and 2017. We use market cap weighted portfolios as well as
portfolios with a tilt towards ESG implemented with the use of z-scores. The objective is to assess the relative importance of different ESG components in determining return and risk. Some components might have a direct material impact, while
others have an indirect or no impact at all. Whenever we compute a return
throughout this chapter it is annualized excess return over the market cap benchmark portfolio, while the excess risk is an annualized standard deviation of returns
relative to market cap benchmark portfolio. Our analysis shows generally more
consistency on the risk side than on the return side.

Sector biases
Our construction method considered both sector-neutral as well as sector-unconstrained portfolios. We observed that lifting the sector constraint leads to some
clear sector biases in the top and bottom-scoring portfolios. While the sector weight
relations are distinct in the three ESG pillars, these imbalances are independent
of the weighting mechanism, be it standard market cap weights or z-score adjusted.
On average, the top-scoring portfolios overweight Communication Services and
Information Technology in all pillars, while the bottom-scoring portfolios are more
heavily exposed towards Materials and Consumer Staples. This indicates that some
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sectors are underdeveloped with regards to the ESG, whereas others are clearly
ahead. Energy is a good example of how a sector can be viewed differently when
focusing on the ESG pillars separately: it is favored by portfolios with companies
scoring high in the social pillar, relatively neutral regarding governance and
attracts bottom-scoring companies in environmental issues.
The weight differences also depend on the examined region, which indicates that in
some regions companies in specific sectors are more advanced when it comes to implementing measures that impact their ESG scores. Examples of such regional differences
are the Financials and Information Technology sectors within the governance
portfolios: while the Canada portfolio overweights Financials and underweights
Information Technology, all other regions have the opposite stance in both sectors.

Risk considerations
Exhibit 6 shows excess risk across three pillars for top and bottom-scoring portfolios, considering both sector-neutral and non-sector neutral (i.e. sector-unconstrained) specifications. Clearly, the lower the score, the higher the additional excess
risk, for all three ESG pillars. In the bottom-scoring portfolios, we observe additional
risk of up to 300 bps per annum. The sector-neutral bottom portfolios actually
have a muted effect of additional risk vis-à-vis non-sector neutral ones, showing
material differences of ESG profiles between sectors. This pattern is consistent
across different ESG components. In addition, building portfolio weights on z-scores
does not materially impact the observed relationship between lower score and
higher risk. Out of the three ESG pillars, we observe an interesting aspect on the
governance side, where selecting the top-scoring companies reduces the risk by
up to 50 bps per annum compared to the benchmark, no matter what cut-off percentage we apply to define the top and bottom portfolios. This demonstrates that
good governance may turn beneficial from the risk perspective, which might be
somehow linked to profitability or other quality metrics.
This effect is even observable across the regions. Exhibit 7 shows excess risk for
governance-scoring portfolios using different cut-offs: top 33%, 25%, 20% and their
corresponding bottom portfolios. The bottom-scoring companies in governance
universally add more excess risk; the magnitude, however, differs across regions,
e.g. Eurozone vs. USA. When considering sector-neutrality aspects, the risk in the
UK becomes positive when compared to the benchmark. This might be in part
explained by the UK being the smallest universe considered, and imposing sector
neutrality implies deterioration in governance metrics.
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Exhibit 6: Relative risk across ESG pillars
Annualized excess volatility measured against the standard broad market cap
portfolio. The sample covers the period from January 2007 to December 2017.
Calculations based on monthly data, portfolios rebalanced quarterly, total return
net basis (incl. net dividends).
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.

Exhibit 7: Relative risk across geographies for Governance pillar
Annualized excess volatility measured against the standard broad market cap
portfolio for different equity regions. The sample covers the period from January
2007 to December 2017. Calculations based on monthly data, portfolios rebalanced
quarterly, total return net basis (incl. net dividends).
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.
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The observation that lower governance scores result in higher risk and vice versa
is not impacted by the weighting method used, whether it is market cap or z-score
tilted, as seen in Exhibit 8. Furthermore, the relationship between score and risk
is asymmetric, i.e. we observe considerably more risk for lower-scoring governance
portfolios, but we do not observe less risk for higher-scoring governance portfolios
of comparable magnitude.
Exhibit 8: Relative risk for Governance pillar at different cut-off levels
Annualized excess risk measured against the standard broad market cap portfolio.
The chart shows ESG-sorted portfolios using the market cap weighting scheme as
well as z-score adjusted weighting scheme. The sample covers the period from
January 2007 to December 2017. Calculations based on monthly data, portfolios
rebalanced quarterly, total return net basis (incl. net dividends).
Relative risk by weighting method across all regions in basis points
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.
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Return considerations
We now focus on returns. Exhibit 9 shows the excess returns over different ESG
pillars for top and bottom-scoring portfolios. First, we observe that the sectorunconstrained bottom-scoring portfolios deliver negative excess returns (up to
200 bps). This again demonstrates that there are significant differences in ESG
performance across sectors, and that ESG-focused portfolios may result in persistent biases relative to market cap portfolios. In addition, we observe that bottom-scoring portfolios generally have negative excess returns but sector neutrality again attenuates this effect. In other words, it appears that investors do not
earn any incremental value (over the longer term) for holding companies with bad
ESG scores. Instead, the premium is negative. We also see that the top-scoring
companies in regard to governance but also environment show more returns in
the sector-unconstrained portfolios (up to 100 bps per annum). Once sector neutrality is imposed, this excess return vanishes.
Exhibit 9: Relative returns across ESG pillars
Annualized excess returns measured against the standard broad market cap portfolios. It shows ESG-sorted portfolios using market cap weighting as well as z-score
adjusted weighting scheme. The sample covers the period from January 2007 to
December 2017. Calculations based on monthly data, portfolios rebalanced quarterly, total return net basis (incl. net dividends).
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.
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Exhibit 10: Relative returns for Governance pillar at different cut-off levels
Annualized excess returns measured against the standard broad market cap portfolio. It is based on portfolios sorted by the governance metrics using market cap
weighting as well as z-score-adjusted weighting scheme. The sample covers the
period from January 2007 to December 2017. Calculations are based on monthly
data, portfolios rebalanced quarterly, total return net basis (incl. net dividends).
Relative returns for corporate governance index by index weighting method and selection
cut-off percentage in basis points
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.

The final Exhibit 11 in this section shows the top-minus-bottom excess returns as
well as excess risks, for both sector-neutral and sector-unconstrained portfolios.
Generally, sector-unconstrained portfolios appear more consistent, i.e. top-minus-bottom portfolios generate positive excess return up to 160 bps (Environmental pillar), whilst at the same time reducing the risk up to 300 bps (Environmental
pillar). In this case, top-minus-bottom portfolios deliver better risk-adjusted return
within all pillars. In contrast, imposing sector neutrality on the portfolio construction largely eliminates these effects. The sector-neutral portfolios are considerably
closer to market cap portfolios and do not harvest sector-specific material differences in ESG profiles. We conclude that there are inherent and persistent differences in ESG profiles between sectors, implying that ESG alpha strategies should
work in an unconstrained manner.
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Exhibit 11: Long-short ESG portfolios
Annualized excess return and risk measured for top-minus-bottom ESG portfolios.
Portfolios are market cap weighted and sector neutral as well as sector unconstrained. The sample covers the period from January 2007 to December 2017.
Calculations are based on monthly data, portfolios rebalanced quarterly, total
return net basis (incl. net dividends).
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ESG scores vs. fundamentals
The findings on risks and returns of ESG-based portfolios lead to the question of
whether investors are capable of pricing in ESG factors into a company’s valuation
models; see van Duuren, Plantinga and Scholtens (2016) who argue that ESG investing is highly similar to fundamental investing. Indubitably, ESG can directly and
meaningfully impact the competitive position, which might be accounted for in its
valuation. For example, negative environmental impacts of oil spills, mining explosions
or unsafe products can be disastrous to shareholders of an offending company. In
principle, investors may adjust forecasted financials, such as revenue, operating cost,
asset book value or even capital expenditure for the expected impact of ESG issues.
Good environmental standards could translate into better financial ratios, as the
company can reduce its (future) environmental liabilities. Good social standing can
help increase morale, reduce employee turnover costs, and even improve brand
loyalty. Companies with high quality in governance are generally more valuable for
long-term investors.
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Our goal is to verify if there are any material differences in fundamental ratios,
such as cash earnings per share (CEPS), price to earnings (PE), return on equity
(ROE) or dividend yield (DY) between top and bottom-scoring portfolios. Assuming
that managing ESG risks and opportunities is simply part of sustaining competitive
advantage in today’s economy, one should be able to observe material differences
in financial ratios, at least over a longer term.
Exhibit 12 shows the four ratios for ESG pillars separately. We find the strongest
relationship for ROE and DY with all three ESG pillars. Both ROE as well as DY
are on average consistently lower for lower-scoring portfolios, with the most material difference for the Environmental pillar. Simply said, it appears that the highest-scoring companies can enhance value for shareholders, but environmental
externalities also seem to play a pivotal role in valuation. The results might also
indicate that lower ESG risks (with implied lower ESG issue costs) result in higher
quality and sustainability of the underlying profitability and in better dividends.
From the valuation perspective, it appears that higher-scoring portfolios trade at
a relative premium. This is particularly evident within the Environmental pillar,
where investors seem willing to pay more for companies with the best environmental responsibility. Assuming that investors explicitly factor in ESG risks into
valuation, the higher P/E ratios for top environmental-scoring companies would
imply that environmental issues are the most sensitively priced amongst all three
ESG issues. Interestingly, looking at the earnings growth we see that top-scoring
environmental companies tend to have higher growth rates than lower-scoring
ones, whereas the top-scoring governance companies have remarkably lower earnings per share than lower-scoring ones. Overall, Exhibit 12 shows material differences in ratios between top and bottom-scoring portfolios. It appears that investors
explicitly or implicitly price in ESG factors into companies’ valuation models. This
also manifests itself in differences of risks and returns for ESG portfolios. Of course,
there is a link between ESG and equity factors (such as quality or profitability) and
more rigorous performance analysis would need to control for these factor effects.
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Exhibit 12: Contributions of ESG-scored portfolios to total fundamental ratios
Contributions of four fundamental ratios measured in respective top, middle and
bottom ESG-scored portfolios. The contributions are market cap weighted across
all sectors. The sample covers the period from January 2007 to December 2017.
Calculations are based on year-end fundamental data.
Average ROE by score tercile
9.0%
8.0%
7.0%
6.0%
5.0%
4.0%
3.0%
Top

Middle

Bottom

Top

Environmental

Middle

Bottom

Top

Social

Middle

Bottom

Corporate Governance

Average DY by score tercile
1.2%
1.1%
1.0%
0.9%
0.8%
0.7%
0.6%
0.5%
Top

Middle
Environmental

Bottom

Top

Middle
Social

Bottom

Top

Middle

Bottom

Corporate Governance

263

Average PE by score tercile
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Source: MSCI ESG Manager, UBS Asset Management. Data as of April 2018.
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Summary and conclusions
Sustainability - but also fundamental risks - are inherent in every portfolio position.
Moreover, ESG risks and opportunities exist across most asset classes, including
equity and fixed income as discussed in this book. For more evidence of the relationship between the ESG Ratings and financial performance of companies, see
also Ferrero-Ferrero et al. (2016). The integration of ESG analysis into portfolio
construction should generally focus on a company’s ability to sustain competitive
advantage over the long term. In other words, companies with superior ESG profiles should in the future leverage their competitive advantage. Of course, ESG
assessment cannot be the only driver of the investment thesis, but it should be
considered as one component of the overall company’s quality assessment. It should
be of general interest to assess how different ESG factors are perceived by investors.
We use extensive datasets to construct portfolios based on individual MSCI ESG
issue scores to better understand performance but also the relationship to financial
ratios. We find a strong relationship between ESG scores and portfolio risk. The
lower the E, S or G scores, the higher the portfolio excess risk, uniformly for all
three ESG pillars. We find a positive association between governance top-scoring
companies and returns. In fact, we find more return and less risk for companies
of relatively high governance quality. Finally, we look into dependencies between
ESG and fundamental ratios. Return on equity as well as dividend yield are both
on average consistently lower for lower-scoring portfolios, with the most material
difference for the environmental factor. We find also that sector neutrality alleviates persistent biases that otherwise occur in unconstrained portfolios. To sum up,
our extensive empirical investigation shows that ESG integration is becoming more
material, whereas ESG externalities appear more likely to be explicitly priced into
the valuation models of securities. As such, integrating ESG into investment analysis and the decision-making process may improve the risk and reward profile of
portfolios.
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Appendix
Data and methodology
This appendix describes how we construct portfolios utilizing E, S and G scores on
a company level. The dataset used is a combination of the following MSCI datasets:
–– Traditional index constituent data (including country and sector)
–– Dividend information and withholding taxes
–– ESG scores and score weights for companies in the index
All data is based on a monthly frequency and goes back over ten years, a period
between 2007 and 2017. After thorough assessment we chose this period based
on the availability and quality of the data.

Financial data
The financial data covers a universe of about 3,800 distinct securities from 24
countries in 14 currencies. This universe is roughly the same as the MSCI World
IMI. We removed a small set of securities to clean up data issues. To rule out currency effects, we carved out four single-currency regions:
–– United States in USD
–– European Monetary Union in EUR with listings in geographical Europe
–– United Kingdom & Ireland in GBP with listings from the United Kingdom,
Guernsey, Gibraltar, and the Republic of Ireland
–– Japan in JPY
We selected these four equity regions for our analysis due to their material market
size. Filtering for these regions was done by currency and issuing country as
indicated in the ISIN.

ESG data
The next step was to integrate the ESG scoring information.
Market cap weighted ESG data quality
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For our analysis we chose a time range that was sufficiently large to draw statistically meaningful conclusions while balancing availability and quality of MSCI
ESG information. The final data starts in December 2006, and we are covering
just over 11 years up to and including November 2017. In this period outlined above,
the completeness and quality were mostly driven by ability to match up the various
data sources and not by issues in the MSCI scoring methodology or data.

Portfolio construction
For our analysis we created benchmark portfolios, which consisted of all stocks
within a single currency region to alleviate currency and country effects. This
benchmark portfolio also included stocks of companies that had no ESG Rating
available to keep it as close as possible to the traditional broad market cap benchmark (“parent index”). We next created portfolios based on the ESG scores as outlined below. These portfolios only included stocks for which respective scores were
available at the time the portfolio was created. Portfolio rebalancing was done on
a quarterly basis in March, June, September and December.

Selection
Raw score distribution

Percentile selection

0-1 1-2 2-3 3-4 4-5 5-6 6-7 7-8 8-9 9-10
Environmental

Social

Corporate Governance

20%
Bottom

25%
Residual

33%
Top

For the selection of stock of our portfolios we relied on the MSCI ESG scores. In
their methodology they also include a weighting scheme for the scores that, on a
sub-industry level, adjusts their sensitivity to issues in any of the three pillars.
These scores can further be individualized on a per-company basis accounting for
company-specific issues. We built portfolios based on both raw scores but also
industry-weighted scores to determine the influence of the weighting.
We proceeded to standardize the z-scores and winsorized them at -3 and +3 to
reduce the effects of outliers on both tails. For our sector-neutral portfolios we
used the same approach as outlined above with standardization done within each
269

of the 11 GICS sectors. This resulted in z-scores that were relative within sectors
and hence a company with a raw score of 5 in a sector with a mean of 3 and a
standard deviation of 1 would be assigned the same z-score as a company with a
raw score of 10 in a sector with a mean at 6 and a standard deviation of 2. The
stocks were sorted by their respective ESG z-scores and by market capitalization.
We defined three different top and bottom percentiles: 33%, 25% and 20%. Since
this selection was based on the ESG-implied z-scores that were ordered across
sector boundaries, there was a possibility of sectors being empty after selection.
In the not sector-neutral portfolio no actions were taken. For the sector-neutral
portfolio this was addressed by forcing stocks to be included in the portfolio,
making sure to choose the appropriate top or bottom stock in that sector not to
deviate from the base portfolio in terms of sector allocation. We specifically focused
on the top and bottom portfolios as we expected the most conclusive results from
them, and omitted the “residual” portfolio (stocks between top and bottom).

Weighting
Relative weight

z-score based weight adjustment
4
3
2
1
0
-3

-2

-1

0

1

2

3
z-score

After the portfolios’ constituents were selected, they were accordingly weighted
within their respective portfolios. We implemented a standard market capitalization weighting scheme as well as market cap weights additionally magnified by
the z-score. This weighting was implemented in a way that z-scores below the
mean would result in underweighting a stock, whereas a score above the mean
would create an overweight. This creates a tilt in a portfolio towards the E-S-G
pillar. Sector neutrality versus the base index was also implemented in the weighting. For this the overall weights of the sectors were scaled in such a way that the
allocations between sectors are the same as in the base market cap portfolio.
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Portfolio processing
After all portfolios were created at all rebalancing dates the constituents were used
to calculate the performance between those dates. Trading costs were not taken
into account for the performance calculation, and we used closing prices to valuate
portfolios. The net dividends were reinvested into the portfolio. In fact, we calculated both the price and the total return net indices (including dividends) but
focused on the latter for this publication.
Since only monthly data was used some assumptions were made regarding dividends and other corporate actions, such as stock splits and new issuances:
–– Dividends were calculated based on the shares held in the index in the previous
month and assumed to be paid out at the beginning of the month and reinvested
at the end of the month.
–– Dividends were always assumed to be taxed at the local withholding tax rate.
–– Reduction in outstanding shares of more than 10% and increase by more than
15% were assumed to be reverse stock splits (or buybacks), or splits. The price
calculation for this share and month took the ratio change into account when
calculating the price performance.
–– All other changes in outstanding shares were assumed to have no effect that
would need the price to be adjusted.
In total 1,200 portfolios were calculated over a period of 132 months each, considering a variety of specifications, with different weighting methods, rebalancing
frequency, cut-off points, price and net portfolios, sector neutral and not sector
neutral, and for different regions. The tables in the appendix cover a period from
January 2007 to November 2017. The benchmark portfolio is market cap weighted
large and mid caps within the region, similar to the respective MSCI standard
index.

271

Table 1: Relative return (in bps)
Quantile Weighting
size
Method
20% Market Cap

Not Sector Neutral
Theme
Environmental
Social

Top

124

Bottom

-271 -218

Top
Bottom

Corp. Governance Top
Z-Score adjusted Environmental

Social

114

147 -205

Top

-116

-74

Top

186

Bottom

-231 -154

Bottom
Bottom
Top
Bottom
Corp. Governance Top
Z-Score adjusted Environmental
Social

272

-19
106

-18 207

141

-11

18 -148

-89

-83

24 -316

136

180 -323 -177

-17

-17 -178

20

214

-34

53

-46

-64 -469

6 -235
103

-4

-27 -108

70 -296

66

191 -144 -213

-33

-16

86

-10 -260

34

113

45 -196

59

89 -216 -123

-93

12 209

-27

-247 -159

-44 -160

-41 -175

-312 -138 -227
267 -219

-302 -110

-99

49

-9 -280
90

-68

-45

1 -104

54 -323

60

187 -181 -215

-41

45

23

5 -280

20

66

162 -129 -143

57

71 -147

-13

-87

-51

225

34

4

-98

72

-50

-133 -135
4

39 -151

-11 -103

-278 -136 -316
97

289 -163

158 -111 -150

Bottom

-129 -133

Bottom

132

-25 -163 -102

-217 -179

Bottom

-61 -434

129

62

Bottom

Corp. Governance Top

41 -285

181 -311 -237

-52

Top
Top

227

59 -177 -138

170

Top

61
68

161 270 -193

170

-22
-82

82 -175

61 -216

-318 -104 -208

-49

133

12 -124 -128

-5

-255 -102

Bottom

Social

-78

-13

76 260 -298 -147 -140

148

Top
Top

189

-57

Bottom

Corp. Governance Top
Environmental

-389 -132 -224

Bottom

Top

69

-56 -212 -106
361 -204

Bottom

33% Market Cap

13

262 -272 -162 -112

73 -145

-301 -235 -106 -273

156

Bottom

Social

-94 -201

140 390 -174

Top

Corp. Governance Top
Z-Score adjusted Environmental

-38 -195 -109

-77 -102

Bottom

Environmental

-367

94

-73 -277

-111

Corp. Governance Top
25% Market Cap

-9

192 -226

Bottom
Bottom
Social

Sector Neutral

Quantile EMU GBP JPY USD EMU GBP JPY USD

5

-62

-268 -181 -331
119 288 -192
-46

48

16 -296

128 -117

10

-26 224

-20 -258

-23

79

-77 -124

52 100 -176

-13 -133

-14 -119

-240 -195

-92

-91

-60

-20

97

-56 -110

219

-6

10

44 -125

45

-55

7 -323

122 -107

-7

3

-58 -248

-26

38

212

-92 -150

-48
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Table 2: Relative risk (in bps)
Quantile Weighting
size
Method
20% Market Cap

Not Sector Neutral
Theme
Environmental

75

-23

-93

405

699

-3

95

14

Top

-14

102

-16

3

2

Bottom

351 260 -186

185

-35

-97 -100

-23 -112

Top
Bottom

Social

Corp. Governance Top
Bottom
Z-Score adjusted Environmental

Top
Bottom

Social

Top
Bottom

Corp. Governance Top
Bottom
25% Market Cap

Environmental
Social

0

33

-32

144 -302

179

114

-84

-17

-68

45

-10

-87

101

0

20

85

356

395

772

-16

82

15

268 -186

0

89

-12

23

10

191

363

273 -195

196

-28

-87

-99

-4

376 437

-2

25

-33

143 -307

176

10 -107

112

-89

11

164

55

55

223 -128

44

56

-25

-72

-10

63

6

68

-17

-2

198 -218

55

27

Top

-23

-31

-7

8

Bottom

287

241 -138

128

-48

-132

-73

-72

-52 -130

106

-61

-13

Bottom

412

369

141

64

1

180

-90

-2

Top

-18

182

66

-13

-68

55

-13

9

349

575

-18

46

6

183 -212

31

58

-9

28

-8

105 -285

52

124

-24

13

13

249 -139

127

-47

-121

-84

-28

-14 -119

104

408

398

95

64

-16

192 -111

Top

-86

54

24

-42

-71

Bottom

227 307

30

54

13

Top

-86

49

4

-39

Bottom

265

263 -109

102

17

-95

-57

-42

-41 -114

302

299

34

17

17

Top

Bottom

Social

174

13

210

551

Corp. Governance Top
Z-Score adjusted Environmental

-3

63

170

Bottom

Social

80

116

272 -188

61

-54

Corp. Governance Top
Environmental

395 202

368

Bottom

33% Market Cap

387

-48

Top

Bottom
Social

54 342

Bottom

Corp. Governance Top
Z-Score adjusted Environmental

Sector Neutral

Quantile EMU GBP JPY USD EMU GBP JPY USD

285

-5

Top

-62

68

44

-26

-68

Bottom

182

275

10

44

7

-1

Top
Bottom

Corp. Governance Top
Bottom

39

19

-26

264

-59

313 -100

92

37

-90

-66

-13

-11 -109
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299

-25

4

10

28

-13

103 -284

61

115

97

-59

12
-9

1

10

177 -218

55

64

-36

116 -235

6

80

30

-13

2

146 -132

11

-5

16

171 -228

93

65

60

-29

125 -225

22

66

26

-21

17

163 -163

15
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Everyday sustainability in the Netherlands
Executive summary
This article briefly describes sustainable investing focusing on the Netherlands.
In addition to providing a brief history, it also asks which considerations are key
to investors looking to include socially responsible investment (SRI) aspects in their
portfolios? What is the rationale behind their thinking? And how can ETF investors implement SRI in their portfolios?

A long and respectable pedigree
Cadbury and Rowntree are names forever linked with delicious chocolate and
confectionery. Less known is the fact that the inventors of Smarties, Rolos, and
Fruit Pastilles were founded as Quaker companies around 200 years ago. As indeed
were all the major British chocolate companies, including Terry’s and Fry’s, as well
as many other businesses such as Barclays and Lloyds banks, Clarks’ shoes and
Carr’s and Jacob’s biscuits.
Why did the Quakers succeed where many others failed? Possibly because of their
core religious values of honesty and community. In other words, they cared about
society at large. Avoidance of rigid hierarchy and valuing consensual decision-making are other core Quaker values, today perhaps referred to as governance. And
the Quaker businesses were successful over the long term too, thriving where
others failed, upholding ethical principles and looking out for their workforce.
While it is widely believed the Quaker reputation for honesty and fair dealing led
to their success, they were perhaps also way ahead of their time.
Some of their values and business principles, defined more than a century ago, have
finally made their way into mainstream business and investing. SRI is actually
becoming mainstream as a growing number of investors are demanding investment
choices from their advisors that do more than simply provide a healthy rate of return.
While there are many definitions and categories of socially responsible investing,
a widely accepted subcategory is integrated investing. This approach takes environmental, social and governance (ESG) issues into account when investing.
In essence, two of the three Quaker business values – although environmental
concerns were obviously not such an issue when they started out.
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Doing well by doing good
Basically, ESG investing is about sustainable financial performance weighted in a
broader set of due diligence questions on how environmental, social and governance issues drive or inhibit performance. The goal is to produce optimal results
with the money that is invested, balancing profit against sustainable beliefs. While
no doubt ethically admirable, critics maintain that SRI leads to underperformance.
Restricting the universe of possible investments, they argue, reduces diversification
benefits. The additional cost of SRI portfolio selection erodes returns. While the
jury is still out, mounting evidence suggests that this is not the case. For example,
when comparing MSCI SRI indices to their parents, we found that this type of
passive SRI investing still provided strong diversification and did generally translate into comparable (or in some regions, even higher) returns. From the product
perspective, investing in SRI through ETFs has passive merits, mainly including
cost efficiency.
Proponents of SRI point out that ESG screening does not just identify companies
that are good for society or the environment, it also identifies those that are wellrun with sustainable long-term business models. There is no need for a tradeoff
in SRI: investors can do both good and well.

Sustainability in the Netherlands
In the Netherlands, integration of the ESG measures into investments has become
increasingly mainstream. Responsible investing has a respectable history in the
Netherlands, starting back in the 1970s, when ethical banks were launched. Over
the course of the 2000s, more and more retail banks started practicing SRI and
since 2007, institutional investors have also turned to responsible investments, in
part due to increased media scrutiny.
A turning point was the exposé by Dutch current affairs programme Zembla in
2008, highlighting investments in the weapons industry to horrified Dutch
viewers. Titled, “The Cluster bomb feeling” the news item shocked the Dutch public
at large and galvanized institutional investors into action to clean up their act.
Research by Eurosif and the so-called Vereniging van Beleggers voor Duurzame
Ontwikkeling (VBDO)1 – the Dutch association for sustainable investing – shows
that all large Dutch financial players now exclude investment in weapons, such as
1

Eurosif, “European SRI Study 2016”.
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landmines and cluster bombs. ESG integration has kept delivering a positive trend,
which culminated in a total of EUR 440 billion of assets in 2015. Increasingly, ESG
information is considered part of the basic information for financial analysis. In
2015, 94% of Dutch pension funds applied at least some basic ESG criteria to evaluating equity investments. The same is true for insurance companies, albeit to a
lesser degree.
An important conclusion of the study is that exclusions remain the most popular
strategy, valued at EUR 1.123 trillion, followed by norm-based screening (EUR 936
billion). See Exhibit 1.
Exhibit 1: Overview of SRI Strategies in the Netherlands
Exclusions (All)
Norm-based Screening
Engagement and Voting
Best-in-Class
Impact Investing
Sustainability Themed
0

250,000
2015

500,000

750,000

1,000,000
Millions

2013

Source: Eurosif, 2016.

Dutch authorities
Dutch regulators have also awakened to the importance of ESG. As far back as
2015, the governor of the Dutch Central Bank (DNB), the main supervisor of the
Dutch markets, announced that they see sustainability as a part of their mandate
and will step up their efforts in this field. DNB focuses on more general aspects of
SRI as well as on the transition to green energy – another area close to Dutch
hearts, where they are joining Germany’s Energiewende efforts. As part of this,
the Dutch are scaling back their reliance on gas. New-build houses in the Netherlands are no longer connected to the gas mains, as well as taking wide-ranging
fiscal measures to boost electric car usage and sustainable construction.
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In addition to DNB, another important Dutch financial watchdog, the Autoriteit
Financiële Markten (AFM), is also now entering the fray. The AFM’s Director
stated2 that he believes the financial sector has a crucial role to play as an intermediary between a sustainable economy and the consumer, bridging risks and
opportunities between the two. The AFM is currently weighing its options on how
best to fulfil its role in a sustainable financial sector and is following all developments closely as it settles on its role. One point the AFM is ready to take immediately is streamlining definitions and standards of financial reporting regarding
sustainability. Next AFM steps may include giving sustainability a place in checks
on product development and offerings of products and services.

Not always so easy
Sustainable investing, even for the Dutch, can be trickier than it might appear. Even
the largest Dutch pension funds, although fully committed to ESG, are not always
on track with the sustainability of their equity portfolios. It can take longer than
planned to assess all investable companies – sometimes as many as 10,000 in all – in
view of environmental, social and governance criteria. Obtaining the information
and building the necessary databases remains challenging, but also costly.
If pension funds really want to become more sustainable, they will have to take a
step beyond merely assessing their stocks or bonds and actually adjust their existing investments. Sometimes healthy profits may be a reason to remain invested in
a company even if it does not fully match ESG criteria – particularly if that company
has a roadmap to become more sustainable eventually. Although sustainable investment does not necessarily hurt returns, change is always difficult.

50 shades of responsible investing
The proliferation of ESG products and services has not made the Dutch investment
universe any easier to understand. It’s no coincidence that the financial markets
watchdog AFM intends to focus on standardizing terminology and reporting.

2

Hoe kan gedragstoezicht op duurzaamheid eruit zien? Available at: https://www.afm.nl/nl-nl/over-afm/
blog/everts.
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So how to go about responsible investing and doing good in the world? If exclusion
of so-called sin stocks is no longer enough, what and how to include positive investment choices? While the AFM works on officially standardizing definitions, the
VBDO has for now defined the following five categories3:
1. Exclusion
2. ESG integration
3. Engagement
4. Voting
5. Impact investing

Sustainability and Dutch institutional investors
As discussed, sustainability is of growing importance to the financial sector. A
recent study conducted by DNB4 shows that awareness of the impact of investing
has grown in recent years, and that the subject has risen on the Dutch pension
sector’s agenda. The study underlines that Dutch pension funds have interpreted
their sustainability policies in various ways. See below in Exhibit 2.
Exhibit 2: Dutch pension funds and sustainable investment in 2015.
Five categories of sustainable
investment, broken down
according to intensity

Types of sustainable investment
under this category

Number of
funds in this
category

Funds included in the report
which have no or no clear data
about their sustainability policy.

–– Not known, no explanation in
the annual report

27 (12%)

Funds that have a limited
sustainability policy.

–– No established corporate
sustainability policy (CSR)

67 (31%)

–– No consistent application of
principles
–– Limited exclusion policy
Funds that have an active sustainability policy and integrate
ESG factors in investment policy.
Policy is implemented partly
through passive management.

–– More or less established CSR policy 57 (26%)
–– Application of principles
–– Exclusion policy
–– Engagement
–– Voting (shareholder meetings)
–– Best-in-class selection

3

VBDO, “Benchmark Responsible Investment by Pension Funds in the Netherlands 2017.”

4

Sustainable investment in the Dutch pension sector, De Nederlandsche Bank 2016.
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Funds that have a more intensive
sustainability policy, in which the
implementation also involves
active management and in
certain cases ongoing consideration of sustainability choices.

–– More far-reaching CSR policy

43 (20%)

–– Application of principles
–– Exclusion policy
–– Engagement
–– Voting (shareholder meetings)
–– Best-in-class selection

Funds that have an integrated
sustainability policy, implementing sustainability in the various
phases of the policy process. They
take proactive action to achieve
objectives and communicate
openly about their efforts and
results.

–– Integrated CSR policy, focusing on

25 (11%)

–– specific themes
–– Application of principles
–– Exclusion policy
–– Engagement
–– Voting (shareholder meetings)
–– Best-in-class selection
–– Impact investing
–– Committed to cooperation within
the sector
–– CSR reports

Source: DNB, 2016.

Overall, DNB looked at 219 pension funds in the Netherlands, comparing the
number of funds per category to the number of pension fund members and the
invested capital. The data underlines that it is mainly the larger pension funds that
make sustainable investments. See Exhibit 3.
Exhibit 3: 219 Dutch pension funds, by numbers, by membership and by assets
60
50
40
30
20
10
0
Not sufﬁciently known

Limited

Number of pension funds (%)
Source: DNB, 2016.
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Dutch banks and sustainability
Dutch banks are showing similar developments to the overall financial sector in
how they are approaching sustainability. Although select Dutch banks have positioned themselves as truly sustainable for many years, most banks have only
adopted sustainable investment policies more recently. Banks want to provide
sustainable investment solutions to their clients and see a growing client demand
for such investments.
One of the largest Dutch private banks recently published a study on sustainable
investing amongst their clients. A few takeaways:
–– More than one third of their clients invest sustainably
–– Sustainable investing is more prevalent amongst females than males
(40% versus 35%)
On the question: why invest sustainably? Their clients provided the following
answers as laid out in Exhibit 4.
Exhibit 4: Why would you invest sustainably?
Why?

Percentage

Performance

35%

Doing good for society

23%

Excluding certain activities

22%

Advised by my banker

13%

Source: ABN Amro, March 2018.

Lightly-screened ESG investment funds have become increasingly important to
the core of investment portfolios. Increasingly, banks are also offering dedicated
sustainable investment services (advisory and discretionary), with a darker green
approach. For instance, through dedicated sustainable model portfolios.

Building a sustainable portfolio
Exclusion of stocks may have been achieved in the Netherlands, but the debate
has moved beyond that. All focus is now on the actual inclusion of sustainability
in strategic asset allocation. Megatrends, such as climate change or demographics,
can seriously affect various assets in a portfolio. Dutch investors are increasingly
looking at the effects of these megatrends on their entire portfolio, as opposed to
just a single asset. Related to this, some large investors have set targets to reduce
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the carbon footprint of their portfolio by 25% or even 50%. It is expected that others
will follow suit. It is not always clear how this will be measured, as these tools are
still in their infancy. However, it can be shown that ESG-based investable indices
(and thus ETFs) can materially reduce carbon intensity vis-à-vis market cap portfolios.
In creating a sustainable portfolio, investors must keep in mind the same fundamentals of portfolio construction as with any traditional investment strategy. To
meet the objective of achieving an attractive risk and return mix, diversification
across different asset classes is key. To achieve this goal, investors should construct
portfolios based on their long-term strategic asset allocations (SAAs), spreading
capital across diverse asset classes such as equities, bonds, alternatives, etc.
Sustainable investing is not a separate asset class. It is an investment style that can
be applied across a variety of asset classes. In some of these asset classes, its availability is still limited.

UBS ETFs and sustainability
One relatively low-cost and flexible way to incorporate SRI criteria in investment
portfolios is by using sustainable ETFs. UBS Asset Management launched the first
SRI ETF back in 2011 and today we offer the largest selection in this space in
Europe, with 13 different sustainable ETFs, many of which are also available in
several currency-hedged share classes.
Most of our sustainable ETFs track the MSCI Socially Responsible indices. The
MSCI SRI indices apply a combination of values-based exclusions and best-in-class
selection processes to companies in regional indexes that make up the MSCI World
Index, an index consisting of developed countries.
The index methodology can be summarized as follows5:
After excluding the securities of companies involved in nuclear power, tobacco,
alcohol, gambling, military weapons, civilian firearms, GMOs and adult entertainment, MSCI’s best-in-class selection process is applied to the securities which
remain eligible in the selection universe. The MSCI SRI indexes target sector and
region weights, which are consistent with those of the underlying indexes to limit
5

MSCI SRI Indexes Methodology, June 2017.
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the systematic risk introduced by the ESG selection process. The methodology aims
to include securities of companies with the highest ESG Ratings, making up 25%
of the market capitalization in each sector and region of the parent indexes. Companies that are not existing constituents of the MSCI SRI indexes must have an
MSCI ESG Rating of A and above and an MSCI ESG Controversies score of 4 and
above to be eligible. Current constituents of the MSCI SRI indexes must have an
MSCI ESG Rating of BB and above and an MSCI ESG Controversies score of 1 and
above to be eligible. The selection universe for the MSCI SRI indexes is the MSCI
Global Investable Market Indexes. The index is free float-adjusted market capitalization weighted.
The outcome of this screening methodology is a darker green investment portfolio while the tracking error versus the parent index is kept at a reasonable level of
between 1–4%, depending on the equity region. There is of course a trade-off
between the greenness and active risk. A moderate tracking error is accepted as
many of our clients build long-term investment portfolios using a strategic asset
allocation approach based on non-SRI screened risk characteristics.

Sustainable UBS ETFs in practice
Many of our Dutch investors enjoy the benefits of UBS’ sustainable ETFs. They
particularly appreciate the thorough screening in combination with the various
SRI building blocks. Investors can easily gain exposure to the All Country World
Index using one single ACWI SRI ETF. Often, however, investors also use the
various building blocks we offer, enabling them to make their own regional asset
allocation decisions while maintaining a uniform SRI approach across the entire
portfolio. In addition, UBS’ sustainable ETFs are physically replicating with no
securities lending. This structure appears well respected in the market.
Our ETFs are used by different types of investors, such as banks, family offices,
wealth managers, asset managers and insurance companies. Investors use our
ETFs in a number of ways, including in core portfolios, in dedicated SRI portfolios
and in funds of funds.

283

Passive sustainable mandates
SRI ETFs are standard investment vehicles, which suit many different types of
investors. In some cases, however, investors prefer other types of investment vehicles or have different sustainability criteria. UBS Asset Management serves many
institutional clients with customized mandates, whereby we tailor specific investment portfolios to the client’s ESG requirements. Sustainable mandates are often
created in consultation with the client – we work together to find the best sustainable exposure for the client’s needs, or work to a specific set of ESG criteria determined by the client. In this respect, we have as many different options as clients.
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About PRI
The United Nations-supported Principles for Responsible Investment (PRI) Initiative
is an international network of investors working together to put the six principles
for responsible investment into practice. Its goal is to understand the implications
of environmental, social and governance issues (ESG) for investors and support
signatories to incorporate these issues into their investment decision making and
ownership practices. In implementing the principles, signatories contribute to the
development of a more sustainable global financial system. There are currently
more than 2,000 signatories to the PRI who collectively manage approximately
USD 84 trillion in assets. Visit www.unpri.org.
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About MSCI
For more than 40 years, MSCI’s research-based indexes and analytics have helped
the world’s leading investors build and manage better portfolios. Clients rely on
our offerings for deeper insights into the drivers of performance and risk in their
portfolios, broad asset class coverage and innovative research. Our line of products
and services includes indexes, analytical models, data, real estate benchmarks and
ESG research. MSCI serves 99 of the top 100 largest money managers, according
to the most recent P&I ranking.
For more information, visit us at www.msci.com.
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About UBS Asset Management
UBS Asset Management is a large-scale asset manager, with a presence in 23 countries. We offer investment capabilities and investment styles across all major traditional and alternative asset classes as well as platform solutions and advisory
support, to institutions, wholesale intermediaries and wealth management clients.
We take a connected approach to find the answers to our clients’ investment challenges. Our global capabilities include equity, fixed income, currency, hedge funds,
real estate, infrastructure and private equity investment capabilities that can also
be combined into customized solutions and multi asset strategies. Complementing
our investment offering, we provide professional white labelling services including
fund set-up, accounting, asset valuation, NAV calculation and reporting elements
for traditional and alternative funds.
Invested assets totaled CHF 810 billion (EUR 700 billion, GBP 620 billion, USD 817
billion) as of June 30, 2018. We are a leading fund house in Europe, the largest
mutual fund manager in Switzerland1, Europe’s third largest money manager2and
the top foreign firm in China3. We also have a fast-growing and sizeable passive
offering, being among the top 10 firms globally and second largest Europe-based
passive player4 as well as fourth largest ETF provider in Europe5, innovating in
areas such as smart beta and alternative indices.
We are a truly global firm with principal offices in Chicago, Frankfurt, Hartford,
Hong Kong, London, New York, Singapore, Sydney, Tokyo and Zurich.

1

Morningstar/Swiss Fund Data FundFlows, July 2018.

2

Institutional Investor Euro 100, based on data to 30 June 2017 (based on discretionary assets only, UBS
WM and AM combined, excluding fund of funds assets).

3

Z-Ben Advisors, 2018 China Rankings: The top foreign firms in China, April 2018.

4

UBS Asset Management analysis, May 2018.

5

ETFGI European ETF and ETP industry insights, June 2018.
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About UBS ETFs
Index-tracking investment solutions have been a core competence of UBS Asset
Management for over 35 years. As a leading fund house in Europe, UBS launched
its first ETF in Europe in 2001, having its first SRI a decade later, and is currently
one of Europe’s foremost providers as well as a dominant force in currency hedged
ETFs in the region. Its range comprises more than 270 ETFs and offers investors
a transparent and flexible opportunity to diversify their investments across key
markets and all asset classes, including equities, bonds, real estate, commodities
and alternative investments. UBS ETFs are listed on the following stock exchanges
around the world – the SIX Swiss Exchange, Borsa Italiana, the London Stock
Exchange, Deutsche Börse XETRA, the Australian Securities Exchange ASX, KRX
Korea Exchange, Tokyo Stock Exchange and the Mexican Stock Exchange BMV.
The following link contains more information on UBS ETFs: www.ubs.com/etf
Bloomberg: UETF <GO>
Contacts:
Tel: +41-44-234 3499
E-mail: ubs-etf@ubs.com
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Americas
The views expressed are a general guide to the views of UBS Asset Management as of October 2018. The
information contained herein should not be considered a recommendation to purchase or sell securities or
any particular strategy or fund. Commentary is at a macro level and is not with reference to any investment
strategy, product or fund offered by UBS Asset Management. The information contained herein does not
constitute investment research, has not been prepared in line with the requirements of any jurisdiction
designed to promote the independence of investment research and is not subject to any prohibition on
dealing ahead of the dissemination of investment research. The information and opinions contained in this
document have been compiled or arrived at based upon information obtained from sources believed to be
reliable and in good faith. All such information and opinions are subject to change without notice. Care
has been taken to ensure its accuracy but no responsibility is accepted for any errors or omissions herein.
A number of the comments in this document are based on current expectations and are considered “forward-looking statements”. Actual future results, however, may prove to be different from expectations.
The opinions expressed are a reflection of UBS Asset Management’s best judgment at the time this document
was compiled, and any obligation to update or alter forward-looking statements as a result of new information, future events or otherwise is disclaimed. Furthermore, these views are not intended to predict or
guarantee the future performance of any individual security, asset class or market generally, nor are they
intended to predict the future performance of any UBS Asset Management account, portfolio or fund.

EMEA
The information and opinions contained in this document have been compiled or arrived at based upon
information obtained from sources believed to be reliable and in good faith, but is not guaranteed as being
accurate, nor is it a complete statement or summary of the securities, markets or developments referred to
in the document. UBS AG and / or other members of the UBS Group may have a position in and may make
a purchase and / or sale of any of the securities or other financial instruments mentioned in this document.
Before investing in a product please read the latest prospectus carefully and thoroughly. Units of UBS funds
mentioned herein may not be eligible for sale in all jurisdictions or to certain categories of investors and
may not be offered, sold or delivered in the United States. The information mentioned herein is not intended
to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments.
Past performance is not a reliable indicator of future results. The performance shown does not take account
of any commissions and costs charged when subscribing to and redeeming units. Commissions and costs
have a negative impact on performance. If the currency of a financial product or financial service is different from your reference currency, the return can increase or decrease as a result of currency fluctuations.
This information pays no regard to the specific or future investment objectives, financial or tax situation
or particular needs of any specific recipient.
The details and opinions contained in this document are provided by UBS without any guarantee or warranty and are for the recipient's personal use and information purposes only. This document may not be
reproduced, redistributed or republished for any purpose without the written permission of UBS AG.
This document contains statements that constitute “forward-looking statements”, including, but not limited
to, statements relating to our future business development. While these forward-looking statements represent our judgments and future expectations concerning the development of our business, a number of
risks, uncertainties and other important factors could cause actual developments and results to differ
materially from our expectations.

UK
Issued in the UK by UBS Asset Management (UK) Ltd. Authorised and regulated by the Financial Conduct
Authority.
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APAC
This document and its contents have not been reviewed by, delivered to or registered with any regulatory
or other relevant authority in APAC. This document is for informational purposes and should not be construed as an offer or invitation to the public, direct or indirect, to buy or sell securities. This document is
intended for limited distribution and only to the extent permitted under applicable laws in your jurisdiction.
No representations are made with respect to the eligibility of any recipients of this document to acquire
interests in securities under the laws of your jurisdiction. Using, copying, redistributing or republishing
any part of this document without prior written permission from UBS Asset Management is prohibited.
Any statements made regarding investment performance objectives, risk and/or return targets shall not
constitute a representation or warranty that such objectives or expectations will be achieved or risks are
fully disclosed. The information and opinions contained in this document is based upon information obtained
from sources believed to be reliable and in good faith but no responsibility is accepted for any misrepresentation, errors or omissions. All such information and opinions are subject to change without notice. A
number of comments in this document are based on current expectations and are considered “forward-looking statements”. Actual future results may prove to be different from expectations and any unforeseen risk
or event may arise in the future. The opinions expressed are a reflection of UBS Asset Management’s
judgment at the time this document is compiled and any obligation to update or alter forward-looking
statements as a result of new information, future events, or otherwise is disclaimed.
You are advised to exercise caution in relation to this document. The information in this document does
not constitute advice and does not take into consideration your investment objectives, legal, financial or
tax situation or particular needs in any other respect. Investors should be aware that past performance of
investment is not necessarily indicative of future performance. Potential for profit is accompanied by
possibility of loss. If you are in any doubt about any of the contents of this document, you should obtain
independent professional advice.

Australia
This document is provided by UBS Asset Management (Australia) Ltd, ABN 31 003 146 290 and AFS License
No. 222605.
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“We believe that an economically efficient, sustainable
global financial system is a necessity for long-term
value creation. Such a system will reward long-term,
responsible investment and benefit the environment
and society as a whole.”
PRI

CHF 50.–
ISBN 978–3–906365–61–9
Sustainable Investing Handbook is the third joint
publication by MSCI and UBS Asset Management
focused on passive and ETF solutions.
Previous handbooks covered Factor Investing (2015)
and Equity Indexing (2014).

