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Opinions cited in part 1 are based on a study 
on ESG Integration in equity portfolios con-
ducted by Kirstein and are combined with 
results from Kirstein’s annual Nordic Investor 
Survey. The Nordic survey studies 44 Nordic 
pension funds, life insurance companies, 
associations, and foundations with assets of 
around 350bn euro. Of these institutions, 35 
provided specific feedback to ESG Integra-
tion in equity portfolios. These 35 investors 
represent over 230bn euro.
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Foreword

In this paper, we observe the growing interest in Sus-
tainable Investing globally and put particular focus on 
the trends in this space in the Nordics. Overall, Sustain-
able Investing is moving forward from its basic focus on 
screening to more applied approaches that integrate 
non-financial, ESG data into the investment case. The 
boom in Sustainable Investing correlates with burgeon-
ing evidence of its positive impact on financial perfor-
mance. Yet, sceptics question whether sustainability can 
really add alpha to portfolio returns. 

We look at the weight of academic argument addressing 
this traditional perspective and observe that a skilful 
approach is needed to successfully practice ESG Inte-
gration in order to overcome potential downsides. In 
fact, there is strong evidence that shows ESG Investing 
has greatest impact in emerging markets – part 2 sheds 
light on the reasons and implications for practitioners of 
ESG Investing in EM developing countries. 

Part 1 starts with an overview of the different types of 
Sustainable Investing and then looks at the trends in 
how it is applied across the Nordics. The region has long 
been ahead of the curve on sustainably orientated 
investing. Using the results of the latest Nordic Investor 
Survey, part 1 looks at how those investment trends are 
shifting and concludes with a look at the panoply of 
views on ESG Integration. Overall, it seems the Nordics 
are poised to move forward with a more integrated and 
actively managed ESG investment approach but are 
seeking guidance on how to best navigate this space. 

Part 2 elaborates on strategies to deploy ESG Integra-
tion. Following a look at the academic supports for Sus-
tainable Investing, the paper goes on to describe in 
detail how one approach to ESG Integration (developed 
by Vontobel mtx) is implemented. The positive, long-
term results of this approach are then reviewed as well 
as alternative approaches within this space. The strat-
egy of Vontobel’s mtx boutique might be regarded as a 
more "Integration light" approach when compared to 
others as it deliberately seeks to avoid the shortcomings 
that can arise from more progressive methods for 
deeper integration. The paper gives some guidance on 
key issues to be aware of with this type of investing. 

We are pleased to provide our combined report on Sus-
tainable Investing and hope to arm investors with the 
confidence to explore ESG Integration whilst providing 
some guidance on how to navigate this investment 
approach.
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There is no doubt that ESG (Environmental, Social, and 
Governance) has been – and still is – one of the most 
coveted topics when speaking of institutional asset man-
agement in the Nordic region. Historically, the acronym 
quickly gained interest and acceptance among top-level 
executives as a way of mitigating headline risks of the 
entire organization and has since then become cemented 
with the majority of tier-I investors across the Nordics.

In more recent years, many of the Nordic institutional 
investors, particularly tier-I institutions in Sweden and 
Denmark, have increasingly challenged conventional 
approaches to ESG Investing. This has led to greater 
demands on investment professionals to comply with 
more rigorously defined ESG standards. For example, 
while complying with an ESG standard appeared fairly 
straightforward in the past, such as by signing the UNPRI 
(United Nations-supported Principles for Responsible 
Investment), conversations with investors and asset man-
agers during recent years proved that this is no longer 
enough, yet a common denominator of ESG is increas-
ingly difficult to define. A common belief among leading 
ESG specialists today suggests that the UNPRI standards 
fall short of integrating ESG considerations into invest-
ment decisions properly. As a consequence, many have 
taken further initiatives on how to fully capitalize on the 
benefits of ESG. 

Defining the steps of ESG Investing 
There are many different routes into investing more sus-
tainably, and even more opinions on how to manage ESG 
at an operational level. The only consensus seems to be 
that no ‘one-size-fits-all’ model currently exists.

Today, Nordic investors often allude to a wide spectrum of 
opportunities when it comes to ESG investing – spanning 
from conventional approaches to more philanthropical-
ly-oriented ones as shown in Figure 1. That said, prevailing 
approaches among these investors often surround four 
interrelated directions of ESG Investing:

 – Firstly, Nordic investors look at various ways of 
screening investment universes by using negative/
exclusion, positive/best-in-class or norm-based. 
These approaches have been seen by many investors 
as an easy way of implementing a uniform code of 
practice and hence are often perceived as common 
practice to ESG Investing.

 – Secondly, a handful of leading ESG specialists in the 
Nordic region have taken action through impact 
investing and/or corporate engagement, and a couple 
of them are currently searching for ways to quantify 
these impacts.

 – Thirdly, Nordic investors will also look at sustainabili-
ty-themed investing such as clean energy, green tech-
nology, and sustainable agriculture. Investing in the-
matic funds has proven to be reserved for the few 
investors with a high conviction in specific themes.

 – Finally, ESG Integration (using ESG information in the 
investment decision process to achieve enhanced 
returns) is widely seen as a natural next step in sus-
tainable investing and an area that still very few inves-
tors are able to tackle with confidence. The definition 
of ESG integration also differs between Nordic institu-
tions, and thus many perceive the area as still being 
slightly underdeveloped.

Nordic background for ESG Investing

ESG in the Nordics

FIGURE 1
Different methods of Sustainable Investing

Source: MSCI ESG Research, Vontobel Asset Management
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From conversations with investors in Norway, it has 
become clear that ESG is one of the most important fac-
tors that stakeholders must adhere to. The Norwegian 
Government Pension Fund’s exclusion list is trend-setting 
as many investors worldwide closely follow the Norges 
list. As a consequence, the largest institutional investors 
have applied significant pressure on fossil fuel compa-
nies, and millions of assets have been divested from coal 
companies. 

Sweden was one of the first countries to incorporate 
environmental and ethical standards in its legislation 
around the 1990s and continues to lead the way in ESG. 
And today, the Swedish AP funds largely dictate the ESG 
developments in Sweden. 

Having historically followed in the footsteps of their 
Swedish and Norwegian peers, the majority of Danish 
investors have currently allocated dedicated resources to 
ESG. Many Danish investors combine their ESG policies 
with exclusions and norm-based principles and invest-
ments in renewable energy. Furthermore, they have a long 
history of engaging with shareholders and proxy voting. 

Finally, compared to their Nordic peers, Finnish investors 
have historically allocated only limited resources to ESG. 
However, ESG seems to have become more important in 
this region over the past few years.

Trends in ESG Investing approaches
As we have seen, there is little consensus about the Nor-
dic investors’ approach to ESG investing and the trends 
are also shifting over time. Figure 3 depicts the impor-
tance and degree of implementation of different 
approaches to ESG investing from 2016 to 2017 across 
the Nordic region. An overarching conclusion seems to 
be that ESG Integration is gaining in importance, whereas 
the focus on negative screening and themed investing is 
decreasing.

FIGURE 3
Importance and degree of implementation of 
approaches to ESG Investing

The approaches to ESG Investing across the Nordic region are diverse both in depth 
and breadth of strategies. Investors in Denmark, Norway and Sweden have historically 
assigned the greatest importance to ESG as shown below. And it seems Nordic inves-
tors’ focus on ESG is ahead of others in Europe, with the exception of Dutch and 
French investors.

Geographical distinctions 
in ESG Investing

FIGURE 2
Importance of ESG Investing

Survey Question: “Please indicate the importance your organization assigns to 
ESG on a scale from 1 – 5 (1 = low importance, 5 = high importance) and the 
degree of implementation of ESG approaches on a scale from 1 – 5 (1 = low 
implementation, 5 = high implementation).”
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Screening, and particularly negative screening, remains 
the most implemented ESG approach. It is applied by 
most tier-I and tier-II institutional investors in the Nordics 
(more than 75 percent of the surveyed investors have 
implemented negative screening in more than 50 percent 
of their portfolios). However, its perceived importance has 
decreased (Figure 3), which should be seen in light of the 
growing level of ESG sophistication among Nordic inves-
tors: screening is now normal and expected. This is spe-
cifically the case with many of the Norwegian investors as 
well as several entities in Denmark and Finland.

In a manager selection process, it is clear from speaking 
to investors that screening is no longer considered a 
competitive parameter, as it is broadly expected of man-
agers to act within established ethical guidelines — or at 
least be able and willing to adjust portfolios accordingly.

Sustainability-themed investing is only implemented 
among Nordic investors to a limited extent. This is in part 
because it is often connected to unlisted investments. 
The most covered topic on the listed side has been the 
trend away from the most polluting fossil fuel producers 
— a trend that is largely led by the Danish and Swedish 
pension funds. Although the smallest category of ESG 
implementation, approximately half of the surveyed inves-
tors indicate great importance to themed investing.

ESG Integration seems to be on the lips of most investors 
and asset managers these days, and the approach has 
gained importance among Nordic investors over the last 
year (see Figure 3). All of the surveyed Nordic investors 
assigned some importance to this approach. However, 
the degree of its implementation it is still relatively small 
among this group (less than 50 percent fully include 
material ESG risks into investment analyses). The main 
protagonists are found among larger Nordic investors, 
but the approach is clearly gaining ground across the 
Nordic region. An important question, which remains 
unanswered to many investors, is how to embark on the 
right course within integration. This question is explored 
in depth in part 2 of this paper.

Active engagements with companies on sustainability 
issues is a component of the ESG Integration approach. 
However, among Nordic investors, it is mainly the pre-
serve of a limited crowd of ESG specialists. Danish and 
Swedish investors were among the first to start imple-
menting shareholder engagement and use third parties to 
engage with their company investments, which is why the 
importance of engagement as well as implementation is 
highest among these investors.

In conclusion, the real challenge for many investors is 
how to embark on the right course within the spectrum of 
ESG investing.



“  There is a need for ESG Integration in 
the investment processes, and asset 
managers ought to comply with our 
internal demands. We have a relatively 
high implementation on long/only 
equities and fixed income — less so on 
alternatives.”

Finnish investor

“  ESG is an integrated part of our daily 
life. We follow the development in the 
area and adjust our portfolios accord-
ingly. We do negative screening and 
carry out dedicated engagements, and 
this is furthermore an integrated part 
of our manager selection process.” 

Danish investor
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Nordic investors are 
embracing ESG Integration

For many Nordic investors, ESG Integration is high on the 
agenda, being the natural next step in the expansion of 
their sustainable investment programmes. The overall aim 
of including material ESG risks into investment analyses/
decisions is clearly linked to investors’ search for superior 
risk-adjusted returns as depicted in Figure 4.

FIGURE 4
The incentive for ESG Integration
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Across the Nordics, there is a growing investor base 
advocating that integrating material ESG metrics will pro-
vide superior returns to those of conventional portfolios 
whilst exhibiting lower risk. This is grounded on a belief 
that more sustainable companies provide better long-
term returns. That said, there are still some antagonists of 
ESG programs, many of whom tend to hold on to the per-
spective that integrating ESG will reduce returns on capi-
tal and long-run shareholder value.

Therefore, ESG Integration strategies must be applied 
with professionalism to avoid its potential drawbacks and 
to achieve the alpha sought. 

When looking at the importance Nordic investors assign 
to each of the three ESG parameters in an integration 
process, there is surprisingly little difference as to how 
important environmental, social, and governance issues 
are considered. For many investors, managing gover-
nance-related issues has been an integrated part of most 
listed investments for years, and this is therefore often 
regarded as business as usual. Environmental and social 
issues, on the other hand, are mentioned to be more diffi-
cult to approach without the use of specific engagement 
activities. 

Components of ESG Integration
There is wide variation among Nordic investors on how to 
define ESG Integration and on the importance that 
assigned to the different components of it. Figure 5 
shows a set of ESG Integration components defined by 
Kirstein and their importance to be percieved as an “ESG 
Integration investment approach”, as judged by our sur-
vey respondents. 

The results suggest that at its most fundamental ESG 
needs to play a part in portfolio construction in some way 
to be a compliant strategy and managers need their 
investment professionals to draw on and evaluate spe-
cific ESG research data. However, this does not neces-
sarily need to come from internal resources or proprietary 
research and nor is it required to play a pivotal part of 
idea generation for the portfolio. It appears only the larger 
entities in the Nordics make efforts to have dedicated 
internal resources on ESG. 

Interestingly, the respondents did not place heavy weight 
on proprietary ESG research/data; such reliance has been 
reduced by the growth of available ESG data and the 
appearance and growing sophistication of the many spe-
cialist ESG Research houses (e.g. Bloomberg, MSCI, Sus-
tainalytics etc.) The respondents appear to believe that 

A search for superior risk-adjusted returns

Survey Question: “Please indicate to 
which extent you would agree with the 
following statements, on a scale from  
1 – 5 (1 = disagree, 5 = fully agree).”
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managers get less value-added benefit from gathering 
data in-house. Nevertheless, leading ESG specialists are 
still recognized for their ability to process and apply the 
data. 

FIGURE 5 
Importance of components in ESG Integration
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Bottom line
It is obvious that a wide spectrum of strategies currently 
exists when it comes to ESG Investing. For institutional 
investors in the Nordics, ESG is becoming progressively 
important. Screening continues to be the most wide-
spread approach, but it is becoming merely an expected 
tool of asset management rather than a fund differentia-
tor. Investors are increasingly considering how to embark 
on a 2.0 route within the ESG space. In this quest, ESG 
Integration has become an important topic for many in 
the search for superior risk-adjusted returns. However, it 
is a strategy that appears to be not well understood and 
there is little consensus or hard conviction on the best 
approaches to properly integrate ESG factors into the 
investment process to gain an investment edge.

Survey Question: “Please indicate to which extent you would agree with the  
following statements, on a scale from 1 – 5 (1 = disagree, 5 = fully agree).”
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Sustainable Investing is big business – accounting for 
over one quarter of global AUM and growing at 12 per-
cent p.a.1 This paper examines the evidence driving this 
proliferating trend, showing that, done right, integrating 
ESG principles into the investment process can add value 
to portfolio returns. However, it is not without pitfalls that 
can detract from returns if not managed carefully. There-
fore, we look in detail at one approach with proven suc-
cess and discuss where and how ESG can add the most 
value. ESG investing has had particular success in Emerg-
ing Markets – we look into the evidence for why this is the 
case and what this means for investors.

As outlined in part 1 of this paper, Sustainable Investing is 
a broad church, encompassing many approaches to 
incorporating ESG factors into portfolio selection and 
management. In this part, we focus on “ESG Integration” 
meaning the systematic and explicit inclusion of ESG 
risks, alongside financial factors, into the investment-de-
cision making process for the purpose of enhanced 
financial performance.2

Why Sustainable Investing matters and where it has the 
most impact?
The traditional belief has been that Sustainable Investing 
comes at the cost of financial performance. This has 
been countered in recent years with burgeoning aca-
demic support finding a positive correlation between 
ESG and corporate financial performance (CFP). 

A meta study of 2,200 individual academic studies by 
Friede et.al. (2015) provides the most exhaustive over-
view of academic research on this topic. The report found 
that an overwhelming share (52 percent) of the studies on 
equities found a positive ESG-CFP relationship while only 
4 percent display a negative relationship (see Figure 9, 
page 12). 

Another influential meta study of 200 academic papers 
(Oxford, Arabesque 2015) had even higher ESG convic-
tion, finding that good ESG practices:

 – reduced companies’ cost of capital (in 90 percent of 
studies); 

 – improved operational performance (88 percent of the 
studies); and 

 – positively influenced stock price performance (80 per-
cent of studies).

A recent Deutsche Bank (2018) report looked at over a 
decade’s worth of data and found that stocks with “a high 

ESG grade” did not demonstrate any loss of performance 
compared with their peers, while low-rated stocks did 
experience a performance-penalty. 

There are many different explanations for the causal influ-
ence of robust ESG practices on financial performance. 
MSCI (2017b) investigated the main transmission chan-
nels and found that companies with higher ESG ratings 
are:

 – more competitive, leading to higher profitability; and are
 – less risky and less volatile as they are better at manag-

ing idiosyncratic/company-specific risks and suffered 
fewer incidents which can impact the share price. 

In short, if deployed effectively, the application of ESG 
factors into the investment process can be a source of 
investment alpha.

The partnership involves close collaboration with the Her-
mes EOS team, enabling mtx to provide input on engage-
ments and gain insights from the resulting discussions – 
which in turn provide useful insight for our ESG analysis. 
We also participate in Hermes’ biannual client counsels, 
in which we have the opportunity to discuss with and 
learn from other investors using the Hermes EOS service, 
and engage with Hermes on the current issues of most 
concern and on the development of their engagement 
activities.

ESG Integration as a risk management tool: avoiding 
corporate shocks 
Vontobel’s mtx boutique uses ESG Integration systemati-
cally as a tool for avoiding tail risks – i.e., avoiding the 
most at risk / worst prepared companies and thereby sup-
porting enhanced portfolio performance. 

This is supported by a number of studies which conclude 
that it is more important to avoid the ESG laggards than 
find the best-in-class performers (GS Sustain 2017b).3 
Likewise, MSCI (2018c) looked at the impact on perfor-
mance and risk of 1,200 funds if the bottom ESG rated 
companies were excluded from the fund, and found that 
“the best result by far was achieved when the worst 30 
percent of ESG-rated companies were excluded.”

It appears that ESG’s greatest value is as a tool to avoid 
idiosyncratic shocks. The following graph illustrates how 
major adverse ESG events (e.g., labor strikes, corruption, 
fraud, embezzlement, serious worker safety incidents, 
environmental leaks/explosions, indigenous protests, 

The case for ESG Integration
Value-add if done well and pitfalls to avoid
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supply-chain disruptions, class-action litigation, con-
sumer boycotts for unethical behavior, etc.) can seriously 
impact the value of the company and therefore the com-
pany’s stock price. 

FIGURE 6
GS Sustain: Major adverse ESG events can lead  
to material underperformance
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A study from The Economist found that notable corporate 
crises “were deeply injurious to the companies’ financial 
health, with the median firm losing 30 percent of its value 
since its crises, when compared to a basket of its peers.”4

Good ESG performance acts as “insurance protection” 
against shocks
High ESG-rated companies show a lower frequency of 
idiosyncratic risk incidents, suggesting that they are bet-
ter at mitigating serious business and operational risks 
(Figure 7). Hoepner et al. (2013) view this as an “insur-
ance-like protection of firm value against negative 
events.” MSCI also found that companies with high ESG 
ratings have shown less volatile earnings and less sys-
tematic volatility (Figure 8) in line with the theory that they 

are less exposed to systematic risks. The chart indicates 
that excluding the bottom two quintiles of ESG perform-
ers has a significant improvement on volatility.

FIGURE 7 
Idiosyncratic incident frequency of top and bottom ESG 
quintiles
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FIGURE 8
Systematic volatility of ESG quintiles
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3  The GS study (2017b) showed that bottom quartile ESG companies consistently underperform peers 
(by 118bps on average between 2013 and 2016), whereas top quartile (best ESG performance) com-
panies have outperformed by 72bps over the same period. This suggests ESG framework works best 
as a risk assessment tool to help avoid ESG laggards.

4  Schumpeter, “Getting a handle on a scandal”, The Economist, March 31st 2018. It looked at the eight 
biggest corporate crises since 2010 (BP, Uber, Wells Fargo, Petrobras, Volkswagen, Facebook, Equifax 
and United Airlines) – collectively the total forfeited value is $300bn.

1  GSIA 2016, The 2016 Trends report looks at industry developments between the 2014 to 2016 period. 

2 For a more detailed look at the different types of ESG integration look at UN PRI 2016 or Sustainalytics  
  2017a 
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Interestingly, an overwhelming conclusion from many of 
the ESG studies was that the impact of ESG investment 
approaches was not globally uniform. Most notably, ESG 
strategies had significantly greater impact in Emerging 
Market (EM) stocks than in Developed Markets (DM). This 
suggests that ESG investment is most effective where 
there is greatest divergence in ESG performance (where 
there is greatest need to filter out the worst-prepared 
companies) and where the wider institutional, regulatory 
and economic environments are weakest (i.e., operational 
risks are more pronounced).

The Friede (2015) meta study found the strongest ESG-
CFP correlation in EM (65 percent positive compared to 
38 percent positive for DM as a whole).5 

FIGURE 9
ESG-CFP correlation in EM versus DM
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Cambridge Associates (2016) findings were even more 
stark, finding that integrating ESG factors into stock 
selection processes added significant value in EM equi-
ties but had little effect on DM equities. They found that 
the MSCI ESG EM Index consistently outperformed its 
parent MSCI EM index by a cumulative 12 percent (2013 
– 2016)6 while the MSCI World ESG Index statistically 
shows barely any divergence from its parent MSCI World 
Index and even slightly underperformed. 

This suggests that ESG’s role in reducing tail-risks and 
stock volatility has a greater impact in EM compared to 
DM. Risklab found that “tail risk” (the risk of unlikely 
events causing catastrophic damage) can be reduced by 
nearly 40 percent in an EM portfolio that has limited its 
exposure to ESG risks.” Political and social instability 
poses greater exposure to tail risks. Sustainalytics (2012) 
found that EM companies have a higher frequency of the 
most severe ESG controversies, particularly societal and 
community-related incidents.

Various studies (MSCI 2018a, Deutsche Bank 2018 and 
Cambridge Associates 2016) have found that the main 
driver of outperformance in the ESG funds was careful 
stock selection: in EM “54 percent of the ESG index’s 
excess return over its parent was attributable to 
stock-specific sources” (Cambridge Associates 2016). 
This factor outweighed inherent ESG tilts towards factors 
such as sector, size, geography and quality. In short, in 
markets where the wider operational context provides 
more instability, the portfolio manager’s ability to employ 
ESG considerations in stock selection adds significant 
value. 

We should note that these findings did not rule out ESG’s 
value in DM, while it is a less overt tool for finding alpha in 
DM, its sophisticated use “provides another key tool for 
thoughtful managers in this space to make individual 
judgments of materiality” (Cambridge Associates 2016).

Why ESG investment approaches have the most impact 
in EM
Naturally this leads us to question why this pattern is 
emerging and what it means for asset managers. 

“Lottery of birth” – context matters
MSCI (2018a) found that countries which score well on 
factors such as governance of institutions, human capital 
productivity and natural resource management, deliver 
conducive environments for good business. Companies 
in these markets were typically less exposed and better 
positioned to manage significant ESG risks than global 
peers. Conversely, there is a clear ”market drag” – “as the 
sovereign ESG ratings declined, the ESG ratings of com-
panies domiciled in these countries tended to fall below 
global industry peers, primarily due to their elevated risk 
profiles”. 

ESG Investing:  
Developed versus  
Emerging Markets

5  Interestingly, they also found the correlations were stable over time, despite expecta-
tions that ESG alpha would have shrinking correlations over time due to learning 
effects in capital markets.

6  This short period being from the launch of the MSCI ESG EM Index in June 2013 to 
June 2016



7 This includes: China, Hong Kong, Japan, Korea, India, Mexico, Singapore and Saudi Arabia (OECD 2017)
8  MSCI (Jan 2018) found that there is a narrow quadrant of only 15 percent of EM companies in the MSCI global index that met both the 50% threshold on global governance stan-

dards AND exceeded their own country’s ESG sovereign rating. In this context, careful stock selection based on deep understanding of local markets clearly becomes more vital.
9  MSCI 2017a reports that “China has seen a series of industrial accidents leading to 66,000 workplace deaths and around 282,000 workplace accidents in 2015. With around 6 

occupational fatalities per USD billion GDP, the workplace fatality rate in China is more than twenty times that of other major global economies. The large disparity can be 
attributed to a lax regulatory environment and uneven enforcement surrounding workplace safety.”
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Other systemic business factors in Emerging Markets
Many of the business norms and practices which have 
been associated with better corporate management and 
performance are not prevalent in EM. 

One of the major critiques is weaker levels of disclosure 
– EM companies tend to be less transparent about their 
business policies and procedures to manage major risks 
and there is poorer data on performance indicators such 
as environmental impacts, safety records, and other 
human capital metrics. This information blind spot is 
exacerbated by weaker interrogation of corporate contro-
versies by the press and civil society. This can make it 
harder to evaluate EM companies. More significantly, by 
facing less scrutiny to meet and disclose on global opera-
tional norms EM companies might be underprepared to 
meet operational and business risks.  

Governance factors are commonly raised as the major 
differentiator between EM and DM companies. In EM, 
state-owned enterprises and family-controlled firms are 
more prevalent, these ownership structures are often 
associated with market underperformance. A key area of 
concern is the rights and protections for minority share-
holders (in relation to the heightened risks posed in con-
trolled companies of prioritizing political, social or private 
ends over shareholder value). In addition, corporate gov-
ernance regulation, oversight, and enforcement, that sup-
port better management, are typically laxer than for 
Western peers. Sustainalytics (2012) reports the biggest 
performance gaps between EM companies and their DM 
peers are in governance and anti-corruption standards. 

However, corporate governance (CG) norms and regula-
tions are improving in EM, Farient Advisors (2018) 
observe increasing focus on this in Saudi Arabia, China, 
Singapore, Brazil, and India but at an uneven pace. Many 
EM countries have recently adopted or revised their com-
pany and security codes and laws.7 Nevertheless, on 
many metrics, CG standards are still lower in EM and 
momentum to raise the bar still lags DM. Farient Advisors 
opine that while there is an “unmistakable and growing 
convergence in key governance practices – certain varia-
tions, driven by cultural differences, will persist.”

Asset managers using ESG to identify outperformance
In this context it becomes clear that ESG becomes a 
valuable tool-set for skilled asset managers to identify EM 
outperformers in these growth markets while controlling 
downside tail risks.8

Nuanced ESG approach required 
The sophisticated ESG investor operating in EM adds 
value by understanding that Western standards are not 
always fully applicable in EM. Deeper analysis of the 
board’s practices is needed where governance structures 
can seem on-the-face-of-it unattractive. As minority 
shareholders rights are less protected, it is advisable to 
focus on the board’s track record vis-à-vis the long-term 
interests of minority shareholders. To overcome the infor-
mation gaps, it is important to undertake more propri-
etary research and engage directly with companies. 

CG is not the only area of risk exposure. MSCI (2017a) 
estimates that “on average, 16 percent of MSCI Emerging 
Market Index constituents’ operations were located in 
regions characterized by especially fragile ecosystems, 
and 24 percent of operations were located in regions with 
the highest corruption perception levels.” Political, social, 
and environmental vulnerabilities raise particular risks 
according to industry sector and geography; it is there-
fore vital to keep up-to-date with country and industry 
trends. For example, water stress is highly acute in Chile 
and this has particular management implications for util-
ity & mining companies. Fragile ecosystems (e.g. Brazil, 
Indonesia) and high prevalence of natural disasters (e.g. 
India) have implications for many resource industries as 
well as insurance companies. Workplace safety standards 
and labor rights are an acute issue in many EM and Asian 
countries, requiring deeper investigations into operating 
standards and supply chain oversight.9 For example, an 
emerging hot topic for IT hardware companies is greater 
due diligence of their cobalt supply chains, where human 
rights abuses are severe. Sustainalytics (2017b) observes 
that Kenya, South Africa, Malaysia, and Chile stand out as 
particularly risky markets, as more incidents occur in 
these countries than might be expected given their size 
but India is the top EM culprit for ESG incidents. 

“  The positive results of ESG-based stock 
selection highlight how important 
evaluating ESG quality of companies 
could be to active management in 
emerging markets. We observed huge 
variations in the depth of application 
and, as ever, manager selection is  
critical.”

Cambridge Associates (2016)
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The integration of ESG risks into our investment decisions 
is a vital part of our investment philosophy – both for DM 
investments as well as EM. This approach is based on the 
conviction that ESG performance plays an important part 
in the future returns of a company. 

The essential composition of ESG Integration in our  
proprietary investment approach can be summarized  
as follows:

 – Wide investment universe: we apply only a few 
pre-filters to our investable universe. 

 – Applying a 4-pillar process with particular focus on 
top ROIC companies (further on, see Figure 10). 

 – All 4 pillars (including the ESG analysis) are assessed 
by our financial analysts, giving them a holistic under-
standing of each company. Thereby the detailed 
assessment of stock-specific ESG strengths and 
weaknesses is used to influence their financial models.

 – We systematically apply our own sector-specific pro-
prietary ESG framework for a rigorous case-by-case 
assessment of companies on the most material ESG 
issues. 

 – We obtain ESG information from a range of research 
houses, our own research and via direct engagement 
with the companies.

 – Independent audit: the analyst’s ESG assessment is 
then audited by an ESG expert to ensure the evalua-
tion is unbiased by the strength of the financial case. 

 – On-going ESG monitoring: each company in the port-
folio is reviewed in depth at least annually as well as 
on the alert of any significant controversy. 

 – On-going ESG learning and development within the 
team to deepen sector expertise and mature our posi-
tions as ESG issues emerge and evolve. In addition, 
we collaborate in external partnerships with proxy 
voting and engagement firms in order to leverage 
wider investment pressure on the issues that matter 
most to us.

Vontobel mtx’s unique 4-pillar approach
 
Figure 10 highlights our 4-pillar approach – a company 
must meet each of these prerequisites to be eligible for 
investment:

1. First and foremost, first quartile Returns On Invested 
Capital (ROIC) is required. This is based on empirical 
evidence that highly profitable companies outperform 
through the market cycle. 

2. Secondly, strong industry positioning.
3. Thirdly, attractive valuation offering a margin of safety 

to a company’s intrinsic value.
4. The fourth criteria measures how a company’s man-

agement demonstrates leadership with regards to 
effectively addressing ESG issues. We believe this is 
an important factor in a company’s ability to post 
strong financial performance and maintain a leading 
industry position. 

FIGURE 10
Our 4- pillar investment process

Approach to ESG 
Integration

1   Profitability (ROIC) 
Industry-leading companies with top-quartile profitability, 
 measured as return on invested capital (ROIC), in their sector

 
2   Industry Position 

Industry-leading companies in the best competive positions  
to maintain top-quartile profitability (ROIC)

 
3   Intrinsic Value 

The stock is trading at a discount to its Intrinsic Value
 
4   Sustainability (ESG) 

Industry-leading companies that are superior in effectively 
adressing environmental, social and governance (ESG) issues

Exhibit 1: Integration of ESG factors at mtx
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Sustainability as an essential pillar of our investment process
Exhibit 1: Integration of ESG factors at mtx
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Evolution from ESG screening to ESG Integration
Our approach to ESG Integration has evolved over time. 
We started in 2009 with a screening approach where 
ESG exclusion criteria were used to pre-filter and there-
fore define the investable universe. This approach was 
more aligned with a best-in-class approach where stock 
selection was limited to a pool of top ESG performers. We 
found this approach excluded too many sub-sectors and 
was too restrictive from a portfolio construction point of 
view (resulting in a too high tracking error). In 2010, it was 
decided to integrate the ESG analysis into the evaluation 
of the companies we consider investing in. Our ESG 
framework was then developed and over time has 
evolved and been finessed.

Minimum Standards Framework (MSF)
Core to our ESG Integration approach is our in-house 
assessment framework, which we call our MSF. We seek 
to exclude companies who are worst prepared to meet 
and manage idiosyncratic shocks to which their sector is 
uniquely exposed. The MSFs are structured assessments 
to guide a deep evaluation of both the companies’ pre-

paredness to meet the most material ESG risks in their 
sector but also their performance: Do they walk the talk? 

The MSFs are used to score the company on a range of 
20-25 ESG factors that we consider the most material for 
that company/sector, and which might have a notable 
impact on future cash-flows. The metrics are therefore 
tailored to each sector (and sometimes sub-sector) and 
the E, S and G pillars are also weighted according to the 
relevance for each sector. Each sector specific MSF has 
been developed by the financial analyst in conjunction 
with ESG experts. The review looks at a company’s poli-
cies, commitments, methods of implementation and per-
formance metrics on key ESG issues.

Integrating ESG into the investment process has maximal 
effect when applied to portfolios with a limited number of 
stocks (allowing for an ESG deep dive and holistic 
assessment) and which take a longer term investment 
horizon (as ESG issues tend to manifest over longer hold-
ing periods).

FIGURE 11
MSF for consumer staples company
Below is a shortened example of an MSF for a consumer staples company. The MSF is a step-by-step manual to con-
sider and weigh all the material long-term wider business issues that a company faces.

Source: Vontobel Asset Management
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ESG issues informing the financial assessment
In conducting the rigorous review, the financial analyst 
synthesizes his own analysis with inputs from external 
sustainability research providers. The financial analyst is 
able to apply their deep sector expertise in understand-
ing global and local norms for their industry. This is par-
ticularly valuable by adding a forward-looking evaluation 
of ESG trends that the company may be exposed to, and 
any ESG initiatives in the company’s pipeline.

As the ESG assessment is conducted in conjunction with 
the financial assessment and by the same sector expert, 
the additional information obtained by the MSF process 
informs the analysts’ financial modelling of the base, bull 
and bear case. ESG issues uncovered may influence the 
assessment of the companies’ long-term competitive-
ness, their potential to generate future cash flows. 

Role of the independent ESG auditor
The analysts are supported in their ESG knowledge and 
company assessments by the team’s ESG expert, who 
provides a second view, uninfluenced by the strength of 
the financial case. The auditor is also able to dig deeper 
on controversial issues and provide guidance on meta 
trends for the industry. The MSF is agreed through an 
deliberated dialogue with the financial analyst but ulti-
mately the ESG auditor retains the final decisive vote in 
case of disagreement. For the most difficult cases, the 
team can draw on wider ESG expertise within Vontobel. 
We have found that having in-team ESG expertise (and 
having it integral to the holistic company evaluation pro-
cess) provides an important value-add for investors. 

Examining the results of the ESG approach at Vontobel’s 
mtx boutique
We wanted to test the value to portfolio performance of 
our ESG Integration approach. Therefore, we tested all 
companies globally that had passed the first two pillars in 
our investment process (Q1 ROIC and Q1 Industry Posi-
tioning) and compared the stock price development of 
the (equally weighted) basket of top quartile ESG per-
formers against the bottom-quartile ESG scorers over a 
2012 to 2017 period. The results show (see Figure 12) 
that companies with high ESG scores outperformed 
those with low ESG scores. 

This theoretical outperformance indicates that our ESG 
approach provides important additional information for 
the evaluation of a company and can be a considerable 
value-adding factor. 

FIGURE 12 
Top-quartile Vontobel mtx ESG scores
The integrated investment approach at Vontobel’s mtx boutique 
shows a significant difference in performance between top and bot-
tom rated ESG companies using our MSF approach.10 
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Integrating ESG considerations in EM portfolios is 
especially valuable
As an interesting comparison, the evaluation was 
repeated on exactly the same basis but this time we 
included only EM companies. The results (Figure 13) 
show that the value-add of eliminating the weakest ESG 
performers is even more striking in emerging markets. 
Our results therefore support academic studies in finding 
that ESG Integration has greatest value in these regions.

FIGURE 13
Emerging Markets ESG scores
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Global, all sectors, 17.12.2012–31.12.2017. The ESG scores are based on Vontobel mtx 
Minimum Standards Frameworks. Source: Vontobel Asset Management

10  The ESG scores are based on the Vontobel mtx proprietary Minimum Standard 
Frameworks. The companies fulfil ROIC and industry positioning requirements 
(total sample size: 260)
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11  This narrow universe of companies was defined by high returns, high margins and 
strong balance sheet efficiency yielding substantial value for their shareholders.

ESG’s value-add in highly selective portfolios – a ROIC 
focus
At Vontobel mtx, our investment philosophy is based on 
the conviction that there is a strong positive correlation 
between improvements in a company’s ROIC and its 
share price performance. We focus on a limited number 
of stocks that pass our top quartile ROIC test and are top 
ranked in their industry. Therefore, we seek to examine 
whether ESG data is material to the alpha source of the 
investment strategy in such a highly selective group of 
top performing stocks and whether ESG performance 
can support ROIC performance. Empirical research has 
found that ESG integration can indeed have a marked 
impact on returns even in such highly screened groups. 

GS Sustain found that high-ROIC companies’ ROICs are 
more resilient to changes in the market cycle. Further-
more, the global top-quartile of ESG rated companies 
consistently tends to achieve higher ROICs compared to 
bottom ESG rated companies. Additionally, better ESG 
rated companies tend to offer better ROIC resilience (see 
Figure 14).

FIGURE 14
GS Sustain study on ROIC degradation comparing 
global companies that score above and below a 25% 
E&S threshold
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GS Sustain’s applies its new Environment & Social framework (based only on E&S data) 
on global companies that had a top quartile ROIC on average between 2010-2015 and 
then calculating the rolling median ROIC starting in 2011 based on rolling previous 
years E&S percentile above or below 25 percent E&S threshold score. The results show, 
companies above the minimum E&S threshold offer higher ROIC resilience than those 
who fail to meet this low pass mark.

FIGURE 15
MSCI study on average ROIC for top quintile ESG rated 
companies against bottom quintile ESG companies 
(from a selective basket of top quality companies)
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GS Sustain’s findings are supported by a study by MSCI 
(2018b), which examined a narrow group of 100 top qual-
ity companies11 and applied an ESG overlay to see if ESG 
could add value and differentiation within this highly 
selective universe. They found the companies with the 
best performing ESG-ratings exhibited superior valua-
tions and higher ROICs compared to the bottom quartile 
of ESG-rated companies (see Figure 15).
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Alternative ESG approaches 
We have described Vontobel’s mtx approach to ESG Integration and we look now at 
alternative ESG investment approaches and their pros and cons. The following figure 
illustrates some of the key issues.

Pre-defining the investable universe using ESG criteria / 
exclusionary screening
The most basic approach used in two-thirds of sustain-
able investments12 is to pre-filter the investable universe 
according to ESG factors. A common approach is to filter 
according to certain ethical preferences (e.g. avoiding 
weapons, tobacco, coal, nuclear, animal testing etc.). How 
many and how tightly the filters are set varies widely to 
match the plurality of investors’ views on these matters. 
However, we can observe trends as certain exclusions 
become the new baseline norm over time. As previously 
discussed, a downside here is a too narrowly defined uni-
verse can create performance limitations.

ESG screening can also be used to remove companies 
that underperform on specific ESG criteria as a strategy 
to de-risk and improve returns. Governance factors (of all 
the ESG metrics) are often regarded as the most import-
ant litmus tests of good long-term risk management; as 
such, some funds impose certain governance thresholds 
to be met as an investment eligibility criteria. A pitfall of 
this approach is that a single rule yields a poor fit for 
global portfolios. For example, a 50 percent board inde-
pendence requirement may be appropriate for many (but 
not all) Western stocks; however it would lead to many 
well-run EM companies being excluded. 

Defining the investable universe using ESG merits 
(“positive screening”)
On the other end of the ESG spectrum is positive screen-
ing: selecting stocks on ESG merits can be used to iden-
tify impact stocks that serve social ends (“Impact Invest-
ing”), as well as to identify new investment opportunities 
– for example environmental regulations are opening up 

new markets in renewable energy or water technologies. 
This can be a highly successful use of ESG information. 
However, it tends to result in portfolio overweights in spe-
cific industries and geographies, which is not our invest-
ment approach. 

On the other hand, we believe it is important to have an 
up-to-date understanding of ESG themes/trends as 
these influence a company’s macro-level operational 
environment. For example, understanding what the opioid 
crisis means for healthcare companies, what stranded 
asset considerations mean for oil & gas players, and what 
climate scenario analysis means for insurance firms, can 
all usefully inform an analyst’s assessment of how the 
company is positioned to manage the major operational 
issues in its industry.  

Using ESG metrics to determine financial model levers 
Another approach is feeding ESG performance outputs 
directly into the financial model, affecting the assessment 
of management quality, growth prospects, competitive 
edge and risk profile. There are different approaches to 
this, such as using ESG data to inform discount rates in 
valuation models. 

While this approach may prove to be effective in time as it 
is finessed, there are inherent problems with internalizing 
subjective qualitative scores into the financial model. As 
we discuss further below, there is no definitive ESG score 
for any company, particularly so when there is limited 
public data. It would therefore not be helpful if subjective, 
inconclusive judgments got hard wired into the financial 
assessment.

NEGATIVE SCREENING POSITIVE SCREENING ESG INTEGRATION THEMED INVESTING IMPACT INVESTING

Impact on  
Universe
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FIGURE 16 
Impact on portfolio characteristics from different ESG approaches

Source: Vontobel Asset Management
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Using ESG scores as basis for portfolio construction / 
weight
Another approach is for the portfolio to be weighted 
according to ESG ratings and therefore weight the port-
folio towards best-in-class performers. However, ESG tilts 
can bring inherent size, sector, country and currency 
biases with them. This can have positive influences in 
certain market cycles but has been found not to be con-
sistently advantageous to performance (Cambridge 
Associates 2016). Another problem is that this approach 
risks increasing the tracking error. And, as above, it brings 
in the risks associated with over-reliance on uncertain 
ESG data. 

Pitfalls of ESG investment approaches 
and why expertise is needed 
As discussed, there are many different approaches to 
ESG evaluation. Data gaps, inconsistent and unstandard-
ized ESG reporting by companies, different methodologi-
cal approaches and data inputs by rating agencies are 
some of the critical issues leading to this discord. Proba-
bly the most critical debate for ESG practitioners is on 
which metrics are actually material to stock price perfor-
mance. This issue, together with associated challenges 
are examined here.

Problem of data-overload: Not everything that is 
measurable is material
As companies become more sophisticated on their ESG 
disclosures and more companies disclose, publically 
available ESG data has bourgeoned and there is a ten-
dency to score all you can see. Sustainability rating agen-
cies range from assessing less than 20 ESG factors to 
over 200. 

It is important to distill the material points from the roar of 
ESG chatter, irrelevant ESG noise can in fact be detrimen-
tal to performance (GS Sustain 2018). 

Numeric metrics and performance indicators have 
greater informative weight as compared to disclosure/
policy metrics (which dominate data availability but have 
been found to be negatively correlated with alpha), but 
disclosure rates are lowest for numerical metrics. In addi-

tion, there are problems of non-standardized ESG report-
ing making comparisons difficult. 

Where too much scoring emphasis is placed on disclo-
sure and data availability, a natural tilt emerges towards 
sophisticated, large caps (often European) with volumi-
nous CSR reports, yet words alone are no harbinger of 
ESG alpha.

The area of materiality remains one of the most important 
and live areas of ESG. The Sustainability Accounting 
Standards Board (SASB) is a preeminent body for its 
materiality mapping work. It has selected, on average, 17 
material sustainability metrics for each industry. Its find-
ings are still a work in progress based on collaborative 
input from industry experts. 

Non standardized disclosures and a plethora of 
assessment methodologies
There are a number of different agencies promoting stan-
dardized disclosure of material non-financial information 
to better assess and compare companies and rate them 
according to common approaches.13

In addition to the standard setting boards, there are 157 
ESG research and rating agencies14 and across them very 
little consensus on ESG assessment methodologies. 
There is no harmonized view on what factors should be 
assessed, what weight should be assigned to them nor 
how materiality should be normalized across sectors. As 
such, there can be great discrepancy on the ESG rating of 
the same company from different ESG rating agencies. 
One study found the correlation on companies’ ESG 
scores ranged from 0.47 to 0.76 across four of the leading 
ESG rating agencies. 

Therefore, approaches based on precise ESG scores 
enables latent biases of judgment to influence portfolio 
construction, this may not deliver the robust performance 
sought.

Limitations of ESG data providers 
There are pros and cons of the different ESG rating agen-
cies  and no one provider solves all draw backs. Some 
offer broad coverage but then suffer from limited depth of 
research, while others review companies in great depth 

13  Most notably, the Global Reporting Initiative (GRI), United Nations Global Compact (UNGC), International Integrated Reporting Council (IIRC),  
International Standards Organization (ISO), and Sustainability Accounting Standards Board (SASB), Financial Stability Board (FSB), Principles for 
Responsible Investment (PRI), CDP (formerly Carbon Disclosures Project), Global Initiative for Sustainability Ratings (GISR).

14 Global Initiative for Sustainability Ratings. Available from http://ratesustainability.org/hub/index.php/search/report-in-graph Accessed 8/8/2018

12 GSIA 2016



20 For institutional investors only

but focus only on the largest companies. Many ESG rating 
agencies suffer from time-lag limitations as a limited team 
must review many companies or a few but in time con-
suming detail. Alternatively, more rapid and frequent 
assessments can be done by machine learning but if 
“buzz words” are not detected, they may inaccurately 
underscore the issue.

The proprietary methodologies applied by the different 
ESG-rating agencies are influenced by their philosophical 
outlook on what (and how many) issues are defined as 
the most material. How they then aggregate and weigh 
such issues can be a blackbox, again with little consen-
sus. Certain agencies’ world outlook may make their 
review more harsh or lenient than others. 

Added to this, the different agencies pool data from dif-
ferent sources. Research can be left incomplete; for 
example, we observe a general tendency to flag a news-
worthy controversy but not do the harder search to find 
its conclusion. 

Nuanced approach to ESG Integration required
Against this discordant background, it becomes clear 
that a nuanced and dynamic approach is needed to over-
come the information challenges. Active investors, with 
in-house ESG expertise can add real value in differentiat-
ing what is financially relevant from irrelevant ESG noise. 
It helps to look at multiple data points, take account of 

differing report dates, and draw from varied research pro-
viders while understanding who is most reliable for differ-
ent factors. Critical too is a direct dialogue with compa-
nies to overcome information gaps, particularly so in EM.  

A clearer understanding of which ESG data is financially 
material is achieved when the ESG analysis is undertaken 
by a financial analyst with industry expertise and in-depth 
knowledge of the company. The combined assessment 
by an ESG expert helps to navigate the information chal-
lenges discussed. An adroit understanding of evolving 
norms and trends geographically and sector by sector is 
needed to keep up with the ESG risks that matter most.

The dual review process at Vontobel’s mtx boutique aims 
to get to a fair and accurate ESG rating based on a dis-
tilled number of material indicators. Nevertheless, we 
acknowledge that there can be different interpretations/
sources on the factors that make up the score. We there-
fore require the company to reach a minimum threshold, 
with the goal of avoiding the worst prepared for ESG 
risks.
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Conclusion
In this paper, we have explored how applying ESG analysis within the investment process adds 
alpha and has thus become a more mainstream expectation of investors.

Investing along ESG lines is becoming increasingly in 
vogue globally. Focusing on the Nordics in the first part of 
this paper, we have seen that the foundation steps of 
screening on ESG grounds is now so widespread it is 
largely seen as a required part of mainstream investing. 
Investors and asset managers are therefore exploring 
how to take ESG further into the investment process and 
ESG Integration in some form is the next step. 

The survey of Nordic investors presented by Kirstein 
demonstrates that there is diversity of views on what ESG 
Integration involves and how best to apply it. Arguably, 
this uncertainty is commonplace not just among the Nor-
dics and many investors are just at the start of their jour-
ney of implementing ESG Integration into their investment 
approach. 

In the second part of this paper, we delve deeper into 
successful ESG Integration investing. We shed light on 
one prosperous approach as well as some alternative 
strategies together with associated pitfalls. We conclude 
that positive returns from ESG approaches are not 
assured, and that care is needed to avoid the many pit-
falls of using ESG factors without sufficient skill. 

Avoiding idiosyncratic shocks – that can have long term 
impact on financial returns – is one of the main roles of 
deploying ESG analysis. Moreover, most alpha from ESG 
is achieved from avoiding the worst prepared/run compa-
nies rather than focusing portfolios on best-in-class 
achievers. 

ESG Integration can best be applied to investments with a 
longer time horizon; where the portfolio has a limited 
number of holdings and overall works best for EM portfo-
lios where there are greater operational and systemic risks 
and the differentiation on ESG performance is greatest. 

We have explored in depth one active management 
approach to ESG Integration, developed by Vontobel’s 
mtx boutique, and how it has achieved proven success 
over the eight years since its implementation. The key ele-
ments of this approach are: 

1. ESG analysis conducted by the financial analyst to 
give deeper, more holistic understanding of the com-
pany and its relative position and thereby influence 
the overall company evaluation. 

2. Use a rule-bound, sector-specific framework for ESG 
assessment, focused on a limited number of material 
factors, to identify tail risks and systematically filter 
out the most at risk companies from volatility and 
shocks. 

3. Use ESG experts to provide an independent audit of 
company ESG scores and in-depth know-how on key 
ESG issues, whilst helping to navigate the data vulner-
abilities that exist in sustainability reporting. In partic-
ular, conduct proprietary, up-to-date research, com-
bined with direct engagement, to build an accurate 
assessment of each company. Finally, constantly mon-
itor ESG risks within the invested portfolio. 

4. Start with a wide investable universe and use ESG as 
a risk management tool that supports other proven 
pillars for financial assessment. 

This paper is designed to increase investors’ confidence 
to explore ESG Integration investing, while arming them 
with some concepts that asset managers should provide.
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of it to you. Neither this document nor any copy of it may be distributed in any jurisdiction where its distribution may be restricted by law. Per-
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