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Why the confusion? ESG is multi-faceted but well-
delineated

“Incorporating ESG may 
improve our investment 

results”

“Our investments 
should reflect our 

clients’ values”

“We want our 
investments to make a 

difference in the world”

Investment Objectives Individual Objectives

Integration

Incorporate ESG criteria to 
enhance long-term return, 
manage ESG financial risk

Financial returns

ESG criteria

Values & 
Preferences

Financial 
Returns

Values & 
Preferences

Financial 
Returns

Align portfolio with investor’s 
ethical or political values

Generate measurable social or 
environmental benefits as well 

as financial returns

Values

Impact

Incorporating ESG into investment strategies starts with understanding investor objectives, which 
may combine elements of managing long-term risk, reflecting values and positive impact.
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ESG data: What are you trying to measure?

• Aggregate confusion or confused aggregates? 
– ESG data are ingredients that can be selected and constructed to reflect different 

dimensions of ESG.  However, they typically cannot reflect these multiple dimensions at 
the same time, in a single score or rating. 

• Why do ESG ratings differ?
– Do differences arise from differences in intention (i.e., they aim to capture varying 

dimensions of ESG) or differences in effectiveness (i.e., they aim to capture the same 
dimension of ESG, but use competing methodologies with different levels of 
effectiveness)? 
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ESG investment objectives drive investors’ ESG data needs

ESG
RATINGS

MSCI ESG RESEARCH 

ESG INTEGRATION

SUSTAINABLE 
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IMPACT INVESTING

ESG FUND 
RATINGS

GOVERNANCE 
METRICS

ENVIRONMENT 
& SOCIAL 
METRICS 

ACCOUNTING 
METRICS 

ENVIRONMENTA
L METRICS

SOCIAL IMPACT 
METRICS

MSCI ESG Research rates 8,500 companies (14,000 issuers including subsidiaries) and more than 680,000 equity and fixed 
income securities globally (as of October 2020)
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Sources of ESG data

There is more ESG data about a company than from a company
– Corporate disclosures

• Caution! Too much reliance on corporate disclosures in the construction of any ESG signal can lead to 
size and geographic bias. 

– Media sources
• Caution! Artificial intelligence can produce a lot of noise. Confirming veracity and identifying bias in 

media content require systematic, quality-control processes involving expert human intelligence. 

– Alternative data sources
• Can you shape and match the data to specific entities or issuers?

– Models & estimated data
• Historically used for filling gaps in disclosure. More sophisticated modeling techniques can allow for 

more forward-looking projections on ESG exposures.



Emerging evidence on ESG & materiality

• Using MSCI ESG Ratings and inputs

• Finding 1: 
– ESG has impacted company financial performance through three economic transmission channels: 

cash flow; systematic risk; and idiosyncratic risk. From December 2006 to December 2019, higher 
ESG-rated companies were more profitable than their industry peers, paid more dividends to 
investors and experienced lower earnings volatility. 

• Finding 2: 
– Extending our analysis to corporate bonds, we found that ESG considerations have been more 

helpful in mitigating downside risk than in capturing upside gains. We also found that ESG added 
value beyond credit ratings. 

• Finding 3: 
– Companies with high ESG scores, on average, experienced lower costs of capital compared to 

companies with poor ESG scores (in developed markets during a four-year study period). We found a 
similar relationship between company ESG scores and the cost of both equity and debt.



Impact through three economic transmission channels

#1: Cash-Flow Channel
Gross Profitability

#3: Systematic Risk
Residual Volatility

#2: Idiosyncratic Risk
Drawdown Incidents

Worst 
Rated

Best
Rate
d

Best
Rated

Worst 
Rated

Best
Rated

Worst 
Rated

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 Dec. 31, 2006, to Dec. 31, 2020. 
Distribution of monthly averages by quintiles. 

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. Data from Dec. 
31, 2006, to Dec. 31, 2020.

Systematic risk (or common factor risk) of size-
adjusted ESG quintiles is computed as the 
volatility predicted by all the factors of the GEMLT 
model. Data from Dec. 31, 2006 to Dec. 31, 2020. 
Distribution of monthly averages by quintiles.



Lessons for constructing an ESG rating

• Lesson 1: Over-reliance on data inputs from corporate disclosures could yield a size 
and geographic bias, potentially detracting from the rating’s financial relevance. 

• Lesson 2: Different risks have materialized over different time horizons. Hence, giving 
more weight to some issues than others in the rating construction will impact the time 
horizon over which a rating might indicate financial relevance.

• Lesson 3: Weights play a big role: Static, uniform weightings across E, S, G have not 
captured financial relevance as effectively as a weighting scheme that is industry-
specific and dynamically evolving.



Lessons for integrating ESG in portfolio construction

• Lesson 1: ESG policies or mandates that require a limited number of values-based 
exclusions have not incurred large tracking error.

• Lesson 2: Portfolio construction methods that select or overweight better ESG 
performers within industries (i.e., best-in-class approaches) can lead to unintended 
factor exposures that may impact portfolio risk and return.

• Lesson 3:  While various ESG concepts are often correlated, targeting a desired 
outcome requires using as specific an input as available.  

• Lesson 4: Allocators can choose between ‘bottom-up’ and ‘top-down’ approaches in 
integrating ESG across their total equity portfolios.



Climate risk requires urgent and special attention

The total emissions of the world are sourced from annual UNEP Emissions Gap reports. World emissions for 2020 are estimated to be 6.4% below their previous year levels and to rebound in 2021 towards pre-
pandemic levels (J. Tollefson. “COVID curbed carbon emissions in 2020 — but not by much.” Nature 2021). The BAU projections are based on the realized 1.4% annual growth rate in historical world emissions as 
reported by UNEP Emissions Gap Report 2020. The required annual decarbonization rate according to IPCC ranges between 5% and 15% per year, depending on the shape of the decarbonization trajectory and the use 
of carbon capture. Source: UNEP data from 2013 to 2019; MSCI illustration from 2020 until 2050.

• MSCI’s Call to Action: The Role of Capital in the Net-Zero Revolution
• Current Emission Trajectories: The chart shows the historical and potential future trajectories of the world’s total greenhouse gas 

emissions, measured in metric tons of CO2 equivalent emissions relative to the history of the sum of scope 1 emissions of all MSCI 
ACWI IMI constituents (without index weight adjustments). 

https://www.msci.com/documents/1296102/24586122/Role-of-Capital-in-the-Net-Zero-Revolution.pdf/20b604be-5658-08c7-aa4e-c78f5d49cd73
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About MSCI ESG Research Products and Services
MSCI ESG Research products and services are provided by MSCI ESG Research LLC, and are 
designed to provide in-depth research, ratings and analysis of environmental, social and 
governance-related business practices to companies worldwide. ESG ratings, data and analysis from 
MSCI ESG Research LLC. are also used in the construction of the MSCI ESG Indexes. MSCI ESG 
Research LLC is a Registered Investment Adviser under the Investment Advisers Act of 1940 and a 
subsidiary of MSCI Inc.

About MSCI Inc.
MSCI is a leading provider of critical decision support tools and services for the global investment 
community. With over 50 years of expertise in research, data and technology, we power better 
investment decisions by enabling clients to understand and analyze key drivers of risk and return 
and confidently build more effective portfolios. We create industry-leading research-enhanced 
solutions that clients use to gain insight into and improve transparency across the investment 
process.
To learn more, please visit www.msci.com.

http://www.msci.com/
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This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is the property of MSCI Inc. or its subsidiaries (collectively, “MSCI”), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making 
or compiling any Information (collectively, with MSCI, the “Information Providers”) and is provided for informational purposes only. The Information may not be modified, reverse-engineered, reproduced or redisseminated in whole or in part without prior written permission from MSCI. All rights in 
the Information are reserved by MSCI and/or its Information Providers.

The Information may not be used to create derivative works or to verify or correct other data or information. For example (but without limitation), the Information may not be used to create indexes, databases, risk models, analytics, software, or in connection with the issuing, offering, sponsoring, 
managing or marketing of any securities, portfolios, financial products or other investment vehicles utilizing or based on, linked to, tracking or otherwise derived from the Information or any other MSCI data, information, products or services. 

The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information. NONE OF THE INFORMATION PROVIDERS MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE 
OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS, 
NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE INFORMATION.

Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider have any liability regarding any of the Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages even if 
notified of the possibility of such damages. The foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited, including without limitation (as applicable), any liability for death or personal injury to the extent that such injury results from the negligence or 
willful default of itself, its servants, agents or sub-contractors. 

Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance, analysis, forecast or prediction. Past performance does not guarantee future results. 

The Information should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, advisors and/or clients when making investment and other business decisions. All Information is impersonal and not tailored to the needs of any person, 
entity or group of persons.

None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or any trading strategy. 

It is not possible to invest directly in an index. Exposure to an asset class or trading strategy or other category represented by an index is only available through third party investable instruments (if any) based on that index. MSCI does not issue, sponsor, endorse, market, offer, review or otherwise 
express any opinion regarding any fund, ETF, derivative or other security, investment, financial product or trading strategy that is based on, linked to or seeks to provide an investment return related to the performance of any MSCI index (collectively, “Index Linked Investments”). MSCI makes no 
assurance that any Index Linked Investments will accurately track index performance or provide positive investment returns. MSCI Inc. is not an investment adviser or fiduciary and MSCI makes no representation regarding the advisability of investing in any Index Linked Investments.

Index returns do not represent the results of actual trading of investible assets/securities. MSCI maintains and calculates indexes, but does not manage actual assets. Index returns do not reflect payment of any sales charges or fees an investor may pay to purchase the securities underlying the index 
or Index Linked Investments. The imposition of these fees and charges would cause the performance of an Index Linked Investment to be different than the MSCI index performance.

The Information may contain back tested data. Back-tested performance is not actual performance, but is hypothetical. There are frequently material differences between back tested performance results and actual results subsequently achieved by any investment strategy. 

Constituents of MSCI equity indexes are listed companies, which are included in or excluded from the indexes according to the application of the relevant index methodologies. Accordingly, constituents in MSCI equity indexes may include MSCI Inc., clients of MSCI or suppliers to MSCI. Inclusion of 
a security within an MSCI index is not a recommendation by MSCI to buy, sell, or hold such security, nor is it considered to be investment advice.

Data and information produced by various affiliates of MSCI Inc., including MSCI ESG Research LLC and Barra LLC, may be used in calculating certain MSCI indexes. More information can be found in the relevant index methodologies on www.msci.com. 

MSCI receives compensation in connection with licensing its indexes to third parties. MSCI Inc.’s revenue includes fees based on assets in Index Linked Investments. Information can be found in MSCI Inc.’s company filings on the Investor Relations section of www.msci.com.

MSCI ESG Research LLC is a Registered Investment Adviser under the Investment Advisers Act of 1940 and a subsidiary of MSCI Inc. Except with respect to any applicable products or services from MSCI ESG Research, neither MSCI nor any of its products or services recommends, endorses, approves 
or otherwise expresses any opinion regarding any issuer, securities, financial products or instruments or trading strategies and MSCI’s products or services are not intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment decision and 
may not be relied on as such. Issuers mentioned or included in any MSCI ESG Research materials may include MSCI Inc., clients of MSCI or suppliers to MSCI, and may also purchase research or other products or services from MSCI ESG Research. MSCI ESG Research materials, including materials 
utilized in any MSCI ESG Indexes or other products, have not been submitted to, nor received approval from, the United States Securities and Exchange Commission or any other regulatory body.

Any use of or access to products, services or information of MSCI requires a license from MSCI. MSCI, Barra, RiskMetrics, IPD and other MSCI brands and product names are the trademarks, service marks, or registered trademarks of MSCI or its subsidiaries in the United States and other jurisdictions. 
The Global Industry Classification Standard (GICS) was developed by and is the exclusive property of MSCI and Standard & Poor’s. “Global Industry Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s.

MIFID2/MIFIR notice: MSCI ESG Research LLC does not distribute or act as an intermediary for financial instruments or structured deposits, nor does it deal on its own account, provide execution services for others or manage client accounts. No MSCI ESG Research product or service supports, 
promotes or is intended to support or promote any such activity. MSCI ESG Research is an independent provider of ESG data, reports and ratings based on published methodologies and available to clients on a subscription basis. We do not provide custom or one-off ratings or recommendations of 
securities or other financial instruments upon request. 

Privacy notice: For information about how MSCI collects and uses personal data, please refer to our Privacy Notice at https://www.msci.com/privacy-pledge.
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The process for submitting a formal index complaint can be found on the index regulation page of MSCI’s website at: 
https://www.msci.com/index-regulation.
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