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Cooking with ESG data

Time and again, those who make excus-
es for not investing sustainably blame 
data quality. Meanwhile, there are 
managers that believe in the necessity 
to drive change in the market throught 
their investment choices.

Before we look closer at the progress 
achieved on the quantiative side of the 
investment industry, let us first ques-
tion the very nature of data. Why is it 
that data is a barrier to ESG integra-
tion when the essence of the account-
ing and economic statistics that every-
one relies on is already imperfect?

Take widely acknowledged figures such 
as the GDP or inflation rate. Every one 
knows (or should know) that they are 
flawed, biased and even manipulated. 
And yet, countless models with a real 
power on driving investments rely on 
these estimates. Merely the fact that 
they are accepted makes the data rele-
vant, to an extent.

Meanwhile, we are still debating wheth-
er carbon footprinting should be calcu-
lated using Scope 1 and 2 or include 3 as 
well. But even if we all agreed, would 
the improved measurements stop the 
polar icecap from melting?

If we are to change the way we invest, 
we can't sit around and wait until the 
estimates are perfect. We need to get 
down and dirty in the data mine. Most-
ly, investors need to take a serious 
decision and stop arguing or testing 
whether E, S or G had any influence 
on market performance, based on past 
data. G has always mattered and the 
figures show it. E is undeniably going 
to matter more in the future than is has 
in the past.  And S might matter even-
tually as well, even if it will always be 
more difficult and subjective to prove.

Now, there are plenty of technical ar-
guments that can help convince mathe-
matically-driven minds and cold-heart-
ed investors. In this handbook, you will 
find managers arguing for ESG from 
different angles, as well as new prod-
ucts such as ESG futures and options 
as well as tools that allow for a better 
evaluation of ESG-related risks.

All in all, the investor community 
needs to take a leap of faith. Whether 
they are driven by the regulators or if 
they find the path to reason on their 
own, the change needs to take place. 
Let's stop examining the ingredients 
and just start cooking!

the editor’s word

Aline Reichenberg
Gustafsson, CFA

Editor-in-Chief
NordSIP
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The Idiosyncratic View

For alternative managers, especially 
those on the quantitative manage-
ment side, integrating ESG has been 
a struggle due to the lack of available 
derivatives, for example. Other issues 
relate to the underlying assets these 
managers trade. While fundamen-
tal stock pickers in long/short equity 
space have typically had an easier time 
they too still battle with dilemmas 
liked to the notion of shorting and 
short-term trading.

Helen Idenstedt has worked with in-
vestments in hedge funds since 2015 
for the Swedish State Pension fund 
AP1 and today, she actively manages a 
portfolio of US$ 2 billion of idiosyn-
cratic alternative investments. With 
her background in product manage-
ment and risk management at local 
hedge fund RPM, and armed with a 
Master in Mathematical Statistics, 
Idenstedt is well positioned to appre-
ciate the challenges systematic strat-
egies face when looking at the forced 
integration of new factors, such as E, 
S and G.

As her internal mandate specifies, 
Idenstedt focuses on alternatives strat-
egies that are decorrelated from the 
equity market. This means that each 
of them focuses on capturing value in 
a market in a consistent manner, while 
hedging out market risk. For a while, 
systematic hedge funds were success-
ful in exploiting what was later identi-
fied as alternative risk factors. While 
this strategy has become easy to rep-
licate in house by institutions such as 
AP1, new niched strategies continue 
to retain an edge. But is it possible to 
combine this aim with sustainability?

“It has been a slow, but lately there has 
been a gradual increased effort and 
awareness from mangers to integrate 
ESG,” Idenstedt starts. “Managers 
with longer holding period and discre-
tionary strategies that include equity 
and credit valuations have implement-
ed ESG to their investment process 
to a larger extent than shorter term 
managers with quantitative strategies, 
which is understandable.”

Getting started in an asset class where 
sustainability isn’t an obvious concern 
can seem like an unnecessary step to 
busy managers. However, answering 
the questions of Swedish institutions 
has become increasingly tricky for 
those who have not started on their 
sustainability journey yet. “The first 
step is usually defining and communi-
cating the different ESG factors that 
are included in the investment deci-
sion process in addition to other data 
points,” advises Idenstedt. “The next 
step would be implementing an ESG 
policy.”

“Aside from AP1’s exclusion list, we 
currently do not have a hard-minimum 
requirement, but a manager needs to 
be aware that we think responsible 
and sustainable investing is important. 
As a manager, you need to spend at 
least some time investigating what - if 
anything - you can do to incorporate 
ESG factors, either as part of your 
investment process or as an owner. If 
managers think that ESG is irrelevant 
for their strategy then they should be 
able to describe the reasoning behind 
that conclusion,” Idenstedt explains.

One of the barriers to investing more 
sustainably, often cited by alternative 
managers, is the lack of data quali-
ty. Especially for strategies based on 
mathematical models, it doesn’t take 
an expert to understand the concept 
of “garbage-in-garbage-out”. When 
managers use try and tested data 
sources, it takes a lot of testing to in-
troduce new inputs. Unfortunately, so 
far, ESG data providers are only able 
to supply consistent data on very few 
inputs and are far from covering all 
companies in an index, even in devel-

oped markets. As a result, they often 
take shortcuts and place default values 
on unknown inputs. Cleaning the data 
then can become a challenge for man-
agers. Fundamental investors, which 
analyse each company individually, 
ESG data is a good place to start, but 
for systematic strategies that rely on 
data aggregation at the index level, the 
result is not of a high enough quality 
to be relied on, managers often find.

Most managers will test inputs and add 
factors only if it adds economic value. 
So far, most quantitative research has 
shown that Governance has proved 
to add value, and some, therefore, 
add the “G” factor to their model. “I 
have met one systematic manager who 
seemed to be able to show some evi-
dence of generating added value by in-
cluding different ESG screening tools 
to forecast of equity returns,” Iden-
stedt remarks.

Systematic strategies tend to scale well 
given that they invest in liquid finan-
cial instruments. Therefore, inves-
tors need to deploy whatever efforts 
needed to propagate more sustainable 
investment practice in this catego-
ry. Leadership in innovation can take 
several forms and inspiration is one of 
them. There is still a lot of work to do 
and still many low hanging fruits. “I 
wish for less green washing and more 
work to integrate ESG and sustaina-
bility on the type of strategies where 
it makes most sense, and which can 
procure the most impact,” concludes 
Idenstedt.

by Aline Reichenberg Gustafsson, CFA

Helen Idenstedt, Portfolio Manager, Idiosyncratic Alternative Investments, AP1

“Aside from AP1’s exclusion 
list, we currently do not 
have a hard-minimum 
requirement, but a manager 
needs to be aware that 
we think responsible and 
sustainable investing is 
important.”

“I wish for less green 
washing and more work 
to integrate ESG and 
sustainability on the type 
of strategies where it makes 
most sense, and which can 
procure the most impact.”
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Quality
& ESG

The Dimensions
 of Sustainability

by Michael Hunstad, PhD
Jordan Dekhayser, CFA

 and Emily Lawrence

Northern Trust
Asset Management

IMPORTANT INFORMATION
Directed to eligible counterparties and professional clients only and should not be relied upon by retail investors. The information is provided for informational purposes only and is not intended to be, and 
should not be construed as, an offer, solicitation or recommendation with respect to any transaction and should not be treated as legal advice, investment advice, or tax advice. Northern Trust and its affil-
iates may have positions in and may effect transactions in the markets, contracts and related investments different than described in this information. This information is obtained from sources believed to 
be reliable, and its accuracy and completeness are not guaranteed. Simulated past performance and actual past performance is no guarantee of future results. Investing involves risk- no investment strategy 
or risk management technique can guarantee returns or eliminate risk in any market environment. Northern Trust Asset Management is composed of Northern Trust Investments, Inc., Northern Trust Global 
Investments Limited, Northern Trust Fund Managers (Ireland) Limited, Northern Trust Global Investments Japan, K.K., NT Global Advisors Inc., 50 South Capital Advisors, LLC and investment personnel of The 
Northern Trust Company of Hong Kong Limited and The Northern Trust Company.
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B
The Financials Matter for ESG
Over the past several years, we 
have all witnessed high-profile is-
sues that have provided investors 
with hard-knocks lessons about 
how poor management of ESG 
risks can destroy both value and 
reputation. ESG data is certainly 
helpful to understanding these 
headline grabbing risks, but pick-
ing winners and losers using only 
this data does not illuminate all 
the risks and potential opportu-
nities.

So while ESG information is in-
valuable in identifying risks not 
apparent in financial statements, 
we should not ignore company 
financials. Financially high-qual-
ity companies have consistently 
outperformed their low-quality 
counterparts in developed and 
emerging markets. Compared 
to their peers, high-quality com-

panies are more profitable, have 
more conservative balance sheets 
and generate greater cash flow. 
Yet, taken alone, quality tells us 
nothing about a company’s ESG 
strategy.

Quality and ESG, taken together, 
can best be understood as two di-
mensions of the same underlying 
theme: sustainability. In the con-
text of ESG investing, there are 
financial and non-financial sourc-
es of sustainability. In order to be 
financially sustainable, a company 
must demonstrate characteristics 
such as strong return on equity, 
consistent cash flow and prudent 
deployment of capital. From a 
non-financial perspective, a com-
pany must have strong credentials 
in managing their exposure to 
ESG-focused risks and opportu-
nities. Exhibit 1 elaborates on this 
view of sustainability.

The Intuitive Relationship
Companies need to plan for the long-term with 
concrete action today. Although global warming 
is arguably a longer-dated risk, companies reliant 
on fossil fuels need to plan for scenarios on the 
near-term to respond to climate risk, transition 
risk and regulatory risk.

Corporate governance is another example of 
how ESG issues can affect performance — both 
near- and long-term. Having the proper board 
structure, including the independence of key 
committees, strong shareholder protections and 
executive pay aligned with performance are all 
desirable governance features increasingly de-
manded by investors. However, a well-structured 
board and a strong plan around environmental 
risks and opportunities is not sufficient to main-
tain sustainability. Companies must be profitable 
to sustainably act on ESG considerations.

Indeed, one may deduce that a company adept at 
managing its ESG risks is likely to adroitly man-
age other aspects of the company as well, giving 
it a greater chance of being of high financial qual-
ity. This intuitive relationship between quality 
and ESG is what makes this combination of fac-
tors so powerful!

The Evidence
Does the strong conceptual pairing of quali-
ty and ESG hold up empirically? Our research 
suggests that it does. In Exhibit 2, we show the 
performance of the Russell 1000 Index universe 

and the MSCI World Index universe broken 
into four groups based on quality and ESG rat-
ings. Note that, in each case, the combination of 
high quality and high ESG is the top perform-
ing combination of the two. Although the time 
horizon of our analysis is relatively short, we can 
still hypothesize as to why this return pattern is 
occurring. One explanation suggests this pairing 
identifies companies engaging in longer-term 
strategic planning around ESG risks and oppor-
tunities while maintaining strong balance sheets 
and delivering bottom-line results.

Making It Work for Investors
While combining quality and sustainable invest-
ing concepts into one portfolio is simple in con-
cept, as always execution requires a good amount 
of skill. In our related strategy, we combine our 
proprietary definition of quality and integrate 
ESG criteria. We use ESG ratings to identify the 
companies that manage material ESG risks bet-
ter than others, and we exclude firms involved in 
recent egregious controversies related to ESG 
or with more than 5% of revenue from tobacco 
products or civilian firearms. We also reduce the 
carbon footprint (carbon emissions and reserves) 
by 50% from the benchmark.

So no, investors don’t have to sacrifice perfor-
mance to invest sustainably. In fact, combining 
high financial performers that also value sustain-
able business practices makes as much business 
sense as it makes good sense.

By integrating ESG factors into their portfolios, investors are 
increasingly recognizing they can go beyond conventional financial 
criteria and invest in companies whose emphasis on corporate 
citizenship matches their own values. Yet even the staunchest 
proponent of sustainable investing acknowledges the importance 
of financial criteria. How, specifically, can we combine traditional 
and ESG research to achieve investment objectives surrounding 
risk, return and ESG performance?

Michael Hunstad, PhD

Head of Quantitative 
Strategies

Northern Trust
Asset Management

Jordan Dekhayser, CFA

Head  of Quantitative 
Research and Strategy

Northern Trust
Asset Management

Emily Lawrence

Director of 
Sustainable Investing
for the Institutional 
Client Group 

Northern Trust
Asset Management

QUALITY ESG 

High profitability

Exhibit 1. Quality & ESG - A More Holistic View of Sustainability
Sustainable companies score higher than their peers on both quality and ESG 
dimensions, including:

Conservative balance sheet
Cash flow generation
Solvency
Product capital expenditure programs

Climate change 
Carbon emissions
Corporate governance
Privacy & data security
Diversity

ESG Category 
(All)

ESG Leaders

Exhibit 2. Quality & ESG Performance
The combination of high quality and high ESG is the top performing combination.

ESG Laggards
Quality category (all)

8.3%

Russell 1000 universe

8.5%

High 
Quality

Low 
Quality

10.6%
8.6%
9.1%

6.2%
4.9%

5.6%

5.2%

MSCI World Universe

6.7%
7.2%
7.0%
7.1%

3.4%
1.1%

1.5%

ESG Leaders
ESG Laggards
Quality category (all)

Source: Performance March 1, 2007 through March 31, 2019. Based on market-cap weighted returns. Northern Trust Quantitative Research, MSCI, FTSE Russell, FactSet. 
Returns represent annualized average returns of equally weighted portfolios for the Russell 1000 universe formed as follows. ESG Leaders represent MSCI ESG Ratings 
of AAA or AA. ESG Laggards represent MSCO ESG Rating of or CCC. High and Low Quality represent the top and bottom quintiles of Northern Trust’s quality score, 
respectively. Returns are gross of dividend withholding tax. Returns include backtested performance. Past performance is no guarantee of future results. Returns of 
the indexes also do not typically reflect the deduction of investment management fees, trading costs or other expenses. It is not possible to invest directly in an index.
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ESG
Factors

Incorporating Sustainability 
Factors in Equity Strategies

by Filipe Pires de 
Albuquerque
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As demand for sustainable invest-
ment options continues to grow, un-
derstanding the integration of ESG 
factors into indices is paramount to 
investors and fund managers looking 
to replicate the performance of these 
indices.

Recognising the demand for a more 
detailed understanding of the underly-
ing index and portfolio-building pro-
cesses, UBS has highlighted the chal-
lenges and opportunities surrounding 
the development of equity strategies 
that integrate sustainable factors. 

Issues in Index Replication:
Liquidity, Turnover, Corporate Events 
and Valuation

While most investment strategies 
seek to achieve a well-defined and 
measurable risk and or return target, 
sustainable investing tends to focus on 
multiple goals. The focus is on both 
long-term returns as well as on several 
ethical considerations, which creates 
modelling difficulties arising from 
data coverage, quality and standards.

According to UBS’s Ian Ashment, Bo-
riana Iordanova, Rodrigo Dupleich 
and Xiaochen Zhao, the implementa-
tion of index portfolios that combine 
sustainability factors with traditional 
risk premia factors involves timely, 
detailed, precise and pragmatic con-

siderations of liquidity, turnover, cor-
porate events and valuation.

Liquidity concerns arise from the fact 
that the underlying thematic focus of 
the index tends to concentrate the 
portfolio around fewer stocks that 
may be less liquid. According to the 
UBS analysts, the higher liquidity of 
the MSCI World index compared to 
the MSCI World SRI and the MSCI 
ACWI ESG Universal Index illus-
trates that point quite clearly.

Turnover issues are another concern 
during the construction and mainte-
nance of index equity portfolios track-
ing sustainable indices. Investors must 
carry out a balancing act between 
minimising tracking error and index 
imbalances, while at the same time 
limiting transaction costs, such as 
those associated with turnover. Again, 
the facts suggest that the MSCI SRI 
and ESG indices have a turnover four 
to six times larger than the MSCI 
World index.

Index providers typically follow spe-
cific rules for the way that different 
indices treat “corporate events”. The 
main difference in treatment between 
standard market cap and sustaina-
ble indices is in the case of 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. The complexity of 
these rules requires managers to main-
tain an ongoing dialogue with index 
providers to ensure it is fully aware 
of the correct treatment of corporate 
events within the indices.

According to UBS’s quantitative ana-
lysts, valuation analysis should be one 
of several tools used when examining 
ESG/SRI strategies, but not the only 
one. As sustainable indices seek to 
capture better-quality companies with 

long-term sustainable prospects, it 
is not surprising that UBS finds four 
global ESG/SRI indices trading at a 
premium compared to the market cap 
index.

Applying ESG/SRI Exclusions to 
Rules-Based Portfolio

Another approach to the integration 
of ESG/SRI factors into a rules-based 
portfolio is the use of such factors to 
determine which stocks should be ex-
cluded. While the effectiveness of ex-
clusions is debatable, its popularity is 
a sign of how easy it is to use them to 
align strategies with investors' ethical 
policies.

There are two potential approaches to 
implementing exclusion lists depend-
ing on whether the exclusions apply to 
the index as well as the portfolio track-
ing it. In the first approach, stocks/ 
sectors are excluded both from the in-
dex and from the portfolio. Therefore, 
the portfolio tracks a modified version 
of the original index, pretending these 
stocks do not exist. The approach is 
simpler and more transparent than 
its alternative, which makes it very 
appealing. Excluding stocks from the 
index and the portfolio allows the 
management of the portfolio against 
the modified index.

The second approach keeps the orig-
inal index unchanged, but stocks are 
excluded from the portfolio by using 
stratified sampling or optimisation 
techniques to minimise tracking er-
ror. The resulting portfolio also tends 
to have broader representation com-
pared to the resulting portfolio in the 
first approach. However, the approach 
suffers from various problems, accord-
ing to UBS’s analysts. Performance 
attribution is more complicated and 
made opaque by complex sampling or 
optimisation techniques. Moreover, 

the fact that these models typically ig-
nore ESG factors undermines the risk 
reduction achieved by an optimiser. 
Finally, the use of an optimiser might 
also generate counterintuitive port-
folios. The UBS quantitative analysts 
discuss the example where a client’s 
exclusion list containing the largest 
tobacco producers could lead the op-
timiser to increase the weights of the 
smaller tobacco producers to reduce 
the sector-level deviations and min-
imise the tracking error. The result-
ing portfolios might actually end up 
increasing the portfolio’s exposure to 
tobacco.

Constructing custom rules-based 
portfolios via Tilts

One of the emerging themes in sus-
tainable investing is the increasing 
diversity of approaches to integrat-
ing sustainable factors in rules-based 
portfolios. The emerging panoply of 
methods is motivated by the heteroge-
neity of investors’ time horizons, risk 
tolerance, beliefs relating to sources of 
risk premia, different ethical consider-
ations. There are also different long-
term perceptions about risk-returns 
as exemplified by the opportunities 
and challenges presented by the ener-
gy transition and data considerations. 
Finally, investor awareness and pref-
erences for implementing sustainable 
factors are also important drivers of 
the increasing diversity of approaches, 
motivating the use of exclusions, tilts, 
and engagement across different strat-
egies.

The use of tilts has proved particular-
ly useful due to its flexibility and the 
nuanced approaches it allows. The 
UBS specialists describe two instances 
where the asset manager applied dif-
ferent versions of tilts to sustainable 
investment portfolios.  

Tilting Based on Climate Awareness 
and Engagement

The first example considers the incor-
poration of climate-related factors in 
a portfolio to construct the UBS Cli-
mate Aware Rules-Based Global Eq-
uity Strategy. This strategy focuses on 
achieving the goals of the 2015 Paris 
Agreement through a forward-looking 
rules-based approach that continues 
to invest in carbon-emitting compa-
nies. The strategy has a dual focus. 
First and foremost, it supports compa-
nies that are well-positioned to benefit 
from the energy transition and those 
that are developing new technologies 
necessary for the transition. UBS ap-
plies a tilt that allows it to focus on 
companies that are aligned with the 
2°C Scenario of the Paris Agreement. 
Compared with the FTSE Developed 
index, the UBS Climate Aware strat-
egy achieves 64% more exposure to 
renewable energy companies, a 25% 
decrease in Scope 1 CO2 emissions, 
48% less exposure to coal energy and a 
30% reduction of its exposure to (de-
creasing) fossil fuel reserves.

However, the strategy also engages 
with companies that appear to be less 
well-positioned to benefit from the 
energy transition. Here the asset man-
ager is keen to highlight the uncertain-
ties of climate change. Its approach 
reflects the long-term journey that the 
transition to a low carbon economy 
requires and the fact that while the 
destination is reasonably well defined, 
the journey there is more uncertain. 
To overcome the challenges posed by 
uncertainty, the asset manager focus-
es on a clear engagement strategy and 
active voting approach. It encourag-
es companies to report carbon emis-
sions data, design and report on the 
progress of clear plans and goals for 
reducing emissions and comply with 
best practice in reporting along the 

lines of the TCFD recommendations. 
Finally, it also recommends the inclu-
sion of scenario testing and reporting 
of the implications of this exercise in 
companies' annual reports.

Tilting based on Governance Scores

The second case describes the integra-
tion of governance scores in a portfo-
lio tracking the MSCI ACWI Index. 
Concerns over governance have been 
at the heart of investment strategies 
since the 1992 Cadbury report on Fi-
nancial Aspects of Corporate Gov-
ernance, and subsequent research has 
shown that good governance can low-
er companies future idiosyncratic risk.

UBS’s quantitative analysts explain 
that there is a range of challenges to 
building such a strategy. While the 
broad range of data sources creates 
an opportunity to capture governance 
factors, the underlying portfolio mod-
el needs to be able to isolate govern-
ance issues from other variables. One 
challenge is to avoid the unintended 
bias towards developed markets, as 
those companies tend to score higher 
on governance measures.

UBS designed two governance-based 
strategies that show many appealing 
features. Distinguished by the level 
of governance score increase (20% vs 
40%), the return of both approaches 
outperformed the MSCI ACWI In-
dex by 0.40%, with minimal increas-
es in reported risk metrics. Statistical 
analysis shows that the excess returns 
generated by the governance-tilted 
strategy can be attributed to the in-
tegration of governance scores, even 
when accounting for Barra risk fac-
tors.

A
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ESG Options & Futures
by Filipe Pires de Albuquerque

ESG Options 
Responsible investing reached a new 
milestone in the Autumn of 2019, 
when European options tracking en-
vironmental, social and governance 
(ESG) strategies became available for 
trading by investors for the first time. 
Together with previously launched 
ESG futures, ESG option further an-
chor the ESG investing space by pro-
viding investors the opportunity to 
better manage risk in their portfolios.

The first contracts of their kind, op-
tions on the STOXX® Europe 600 
ESG-X Index and STOXX® Europe 
ESG Leaders Select 30 EUR Index 
started trading on Eurex on October 
21st, 2019. This new product follows 
the February launch of first European 
futures contracts on ESG benchmark 
indices based on 

The STOXX Europe 600 ESG-X In-
dex is a version of the widely followed 
STOXX® Europe 600 Index that ex-
cludes companies based on standard 
norm- and product-based screenings. 
The STOXX Europe ESG Leaders Se-
lect 30 EUR Index tracks companies 
that rank highest for their ESG score 
according to Sustainalytics, and that 
additionally pay high dividends, while 
showing a low volatility ratio.

A Popular Product
As ESG increasingly develops into a 
core consideration in portfolio con-
struction, the introduction of ESG op-
tions opens up possibilities previously 
unavailable to asset-managers, helping 
investors hedge directional risk, bet 
on volatility, take active positions, en-
hance yield and generate additional 

income out of existing holdings.

“With the market becoming increas-
ingly focused on sustainable investing, 
we are excited by this new initiative 
from Eurex and look forward to bring-
ing these new products to our clients,” 
Andrew Fisher, Managing Director at 
Goldman Sachs, added. “We believe 
these options will offer market partic-
ipants a good toolkit to manage their 
risk as the market grows in this area.”

The Nitty-Gritty
Contracts on the STOXX Europe 600 
ESG-X Options are worth EUR100 
per index point, with a tick value of 
EUR10 and maturities of up to two 
years. The minimum block trade size 
is 50 contracts.

ESG options can be calls or puts and 
follow standardized Eurex equity in-
dex contract specifications, which 
simplifies integration into existing 
trading infrastructures. These con-
tracts are also eligible for portfolio 
margin offsets against other deriva-
tives. The exchange also argues that 
ESG options are liquid derivatives 
with incentive schemes to promote 
on-screen price provisioning, while 
providing liquid and cost-efficient al-
ternatives to incorporate ESG into 
investment strategies and manage un-
desired sustainability risks.

According to Eurex, at the end of 
2019, there were 3000 contracts out-
standing on the exchange worth €46 
million in outstanding ESG option 
contracts. Consistent with these ex-
pectations, market consultations sug-
gest that liquidity and on price provi-
sion is an important factor for trading 

these contracts. According to Eurex, 
there has been strong client interest 
from the Nordic market. 

Riding on the Success of ESG Futures
STOXX and Eurex’s experience with 
ESG futures provided the necessary 
momentum for the launch of the ESG 
options. “The feedback from the mar-
ket is very positive with approximate-
ly 400,000 futures contracts traded 
with €700 million in outstanding po-
sitions. At their peak during the last 
September roll ESG futures contracts 
witness Open Interest of 80,000 con-
tracts. This is a sound basis to go to 
the next step,” commented Michael 
Peters, Member of the Eurex Execu-
tive Board.

“Options are the next logical step to 
extend our ESG offering on Europe-
an benchmarks,” Peters explained in 
October discussing the importance 
of the prior launch of ESG Futures 
contracts. “As market feedback on our 
sustainable derivatives is very positive, 
we will continuously expand our prod-
uct range closely aligned to the needs 
of our clients.”

 “As we clearly see further growth in 
this product segment, Eurex will con-
tinue to expand the product range in 
close cooperation with our clients in 
the next months to come,” Peters add-
ed.

“Options are the next logical step to extend our ESG offering on 
European benchmarks.”

“We believe these options will offer market participants a good 
toolkit to manage their risk as the market grows in this area.”
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Following 
the Trend

ESG, AI & Big Data

by Richard Tyszkiewicz
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TruValue Labs, which processes over a 
million data points each month from 
around 100,000 on-line sources.  Ef-
forts are made to curate these sources, 
for example by seeking to identify aca-
demics and industry experts and weed 
out private individuals.  This improves 
the overall quality of the data, which 
is put through proprietary algorithms 
designed to identify positive and neg-
ative ESG related information.  ML 
allows improved accuracy over time as 
recorded items are cross checked with 
historical data and short-term impacts 
smoothed out.  By drawing from a 
multitude of independent sources this 
type of analysis effectively addresses 
the potential bias of company self-re-
porting. 

Moreover, while traditional ESG anal-
ysis has been well established in devel-
oped equity markets, AI based firms 
such as TruValue Labs, Sensefolio and 
Arabesque S-Ray are able to cover 
a much broader spectrum of global 
markets and asset classes.  The only 
limitations are language coverage, pro-
cessing power and the ability to design 
algorithms that can correctly detect 
and interpret relevant positive and 
negative ESG information.  The afore-
mentioned MIT study stated that the 
discrepancies were partly caused by 
different weightings assigned by each 
firm to the various E, S and G criteria.  
In the absence of a single universally 
agreed framework, users of these AI-
based tools can fine tune the output to 
suit their chosen criteria, be they pro-
prietary or based on standards such as 
SASB, GRI or the UN SDGs.

Asset managers are also using these 
new data feeds to try to identify new 
sources of alpha.  Successful ESG man-
agers typically exploit all the internal 
and external data sources they can 
find, while fully understanding their 
respective limitations and differences.  

The information dislocations that are 
hopefully being addressed by stand-
ardisation initiatives can be a source 
of investment opportunities for these 
managers in the meantime.  A poorly 
rated company might be on an upward 

trajectory in ESG terms, but still un-
der the ratings radar.  Some complex, 
multi-faceted ESG issues can also be 
missed.  For instance, aluminium can 
manufacturers are typically penalised 
for energy use, but their products 
benefit from far higher recycling rates 
than plastic, which is now the focus of 
globally negative sustainability head-
lines. 

Rather than producing ESG ratings, 
AI algorithms can also be designed to 
identify correlations between available 
ESG scores and actual market data.  
Such methods will potentially put to 
bed the argument that sustainability 
comes at the cost of portfolio returns.

While some of these new ratings pro-
viders have already shown what can be 
drawn from large numbers of properly 
curated news and commentary sourc-
es, the range of data sources being 
made available is constantly expand-
ing.  It is now possible for investors to 
buy data feeds from satellites, drones, 
the so-called “Internet of Things” and 
general web traffic, which is prompt-
ing any number of interesting and cre-
ative approaches.

For instance, one might try to verify 
officially stated oil reserves using the 
size of the actual shadows cast by oil 
drum stacks.  Activities such as de-
forestation and open cast mining can 
also be accurately investigated.  UN 
SDG #6 focuses on clean water and 
sanitation, and many investors are re-
alising that water scarcity is a rapidly 
increasing risk for agriculture, indus-
try and society at large. 

Montreal based Aquantix is a good 
example of firms seeking to mine this 
new world of data.  They use AI to 
collect around 20 million water relat-
ed data points each day, making the 
resulting analysis available to investors 
looking to build portfolios that posi-
tively address that specific SDG while 
mitigating long-term portfolio risk.

The world of sustainable investing 
can seem rather fast-moving and often 
ill-defined to institutional investors 
trying to keep abreast of develop-

ments.  Efforts by the likes of the EU 
to set a common language, or taxon-
omy in place to help avoid confusion 
and greenwashing are to be applauded 
and will undoubtedly help as they bed 
in.  Coupled with the innovative use of 
new data sources and AI, this should 
help investors position their portfoli-
os on the right path to achieving sus-
tainability goals and avoiding risk as 
the global economy shifts away from 
long-established detrimental patterns 
of production and consumption.  So 
far, the AI based ESG ratings tend to 
be used as a complement to the more 
traditional research-based agencies’ 
output. 

Given the complexity and variety of 
sustainability themes faced by inves-
tors, it’s generally accepted that expert 
human interpretation of data is a vital 
element in the process.  The possibili-
ties presented by AI and Big Data are 
nevertheless fascinating and a very 
positive development.  It will hopeful-
ly speed up efforts to shine a light on 
areas of the market such as fixed in-
come and bank lending that currently 
largely evade the ESG radar. 

Thanks to Machine Learning, one 
can also expect greater overall quality 
of output over time.  There is some 
concern among academics that com-
mercial imperatives and the need to 
amortise the cost of gathering certain 
specialist data might inhibit its posi-
tive application from a global sustain-
ability standpoint.  Nonetheless, it 
is clear that Alternative Data and its 
exploitation via AI can be expected 
to gradually shift into the mainstream 
as large investors, index providers and 
regulators start to integrate it into 
their products and processes.

References: 
Berg, Florian and Kölbel, Julian and Rigobon, Roberto, 
Aggregate Confusion: The Divergence of ESG Ratings (Au-
gust 17, 2019). MIT Sloan Research Paper No. 5822-19. 
Available at SSRN: https://ssrn.com/abstract=3438533 or 
http://dx.doi.org/10.2139/ssrn.3438533

Specialised ESG ratings agencies were 
first established in the 1980s, catering 
mainly to ethically or environmentally 
driven investors looking to implement 
negative screening on their equity 
portfolios.  Many of these early inno-
vators were acquired during the last 
decade by larger ratings firms such 
as Moody’s, Morningstar and MSCI.  
They continue to develop their meth-
odologies and provide much needed 
input to investors, but the general re-
liance on ESG information published 
by the scrutinised companies them-
selves can be problematic.

In many markets mandatory report-
ing is still limited to Greenhouse Gas 
(GHG) output or carbon footprint 
data, for instance.  Scope 3 numbers, 
or the environmental impact of full 
product lifecycles are often not avail-
able.  Resulting gaps in the data may 
have to be plugged by imputed or as-
sumed data.  ESG ratings firms must 
also deal with the inconsistent availa-
bility of social metrics as well as the 
overall positive bias of companies’ 
self-reporting.  

These challenges, compounded by 
differences in proprietary ESG fac-
tor weightings, lead to significant in-
consistencies in the final ratings.  An 
MIT Sloan School Working Paper 

published in August 2019 revealed an 
average ESG rating correlation of only 
0.61 between five well known agen-
cies, which contrasts with near per-
fect correlation among credit rating 
agencies.  Finally, company reporting 
cycles mean that ESG information can 
be somewhat static and out-of-date.

Regulators, Central Banks, suprana-
tionals, NGOs, industry lobby groups 
and ESG ratings firms themselves are 
all working hard to improve the qual-
ity and flow of non-financial company 
data.  In the meantime, some inno-
vators have instead been looking to 
exploit alternative data sources.  The 
basic concept is not new, with old sto-
ries of hedge fund managers getting 
employees with clickers to manually 
count cars in retail parking lots as an 
alternative indicator of company sales 
projections. 

What has radically changed is the ex-
plosion of available data on the inter-
net.  This Big Data pool would be im-
practicable to trawl through manually, 
but vast computing power can now 
be obtained relatively cheaply, which 
opens up the possibility of using Ar-
tificial Intelligence (AI) and Machine 
Learning (ML) to glean new sources 
of ESG data.  This approach is used 
by firms such as San Francisco based 

Richard Tyszkiewicz

W We are often reminded that sustainability begins at home with the 
actions and changing habits of individuals.  While this is true, it is 
also likely to be too little, too late unless the trillions worth of global 
institutional investment money follows suit.   It is encouraging to 
see packed-out responsible investment conferences in recent years, as 
well as concerted efforts by industry and regulators to standardise 
Environment, Social and Governance (ESG) investment practices 
and metrics.  It’s still a work-in-progress, but pioneering asset 
owners and managers are continuing to deepen their commitments to 
sustainability across asset classes.  Meanwhile many “ESG laggards” 
are struggling hard to catch up, having been slow to realise that this 
is no longer an ethically driven side-show.  Sustainability has become 
a compelling priority from risk/return, fiduciary and commercial 
perspectives.  However, an industry built on the analysis of financial 
data is now crying out for reliable, comprehensive and timely 
sustainability data.
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their own ESG scoring systems. “Insti-
tutions that have implemented ESG 
for index-based strategies (for equities 
and fixed income) are most concerned 
about the consistency of ESG data 
from different providers. Whereas the 
quality of ESG data versus comparable 
non-ESG data is of more concern for 
active investors”. 63% of index inves-
tors are most reliant on the main rat-
ing agencies. For active investors the 
number is 39%, SSGA found in their 
study.

SSGA has found three main differenc-
es between the methodologies of dif-
ferent data providers:

• which factors they think are ma-
terial to a company’s financial per-
formance

• how they source and acquire raw 
data

• how they aggregate and weight 
different ESG factors for their 
summary scores

With sometimes major differences in 
methodology, differences in results 
can be extensive. Also academics have 
looked into the problem with the lack 
of transparency and common meth-
odologies among the ESG data pro-
viders. George Serafeim, Harvard 
Business School and Sakis Kot-
santonis, KKS Advisors, noted, 
that “The disagreements among ESG 
data providers are not only large but 
actually increase with the quantity of 
publicly available information. Com-
panies that provide more ESG dis-
closure tend to have more variation 
in their ESG ratings. The question 
then becomes whether ESG data ac-
curately capture a firm’s performance. 
We are sceptical that this is the case, 
and we are continually amazed that we 
find signals and meaningful relation-
ships with economic outcomes given 
the poor quality of the data. At the 
same time, the success of ever more 
researchers in detecting such relation-
ships continues to reinforce our belief 
in the underlying phenomenon we 
have been studying—namely, the ef-
fectiveness of management teams that 
improve their performance on materi-
al ESG issues in increasing the com-

petitiveness, financial performance, 
and value of their companies. We be-
lieve that this is a new reality—and 
that if we had better data, we would 
find even stronger relationships.”

“A recent study found strong evidence 
that it is companies that provide more 
ESG disclosure that tend to have more 
disagreement, or variation, in their 
ESG ratings. To us this constitutes 
clear evidence of the need for not only 
more effective disclosure but also for 
a clearer understanding of what differ-
ent ESG metrics might tell us and how 
they might best be institutionalized 
for assessing corporate performance,” 
Serafeim and Kotsantonis say.

“For investors”, they continue, “our 
message is to push for meaningful dis-
closure of metrics. Like companies, 
investors need to come together and 
narrow the demand for ESG data into 
manageable and meaningful disclo-
sure of metrics. In the past, investors 
have made vague and, in many ways, 
unfocused requests for data. As a re-
cent study found, the most important 
barrier for the use of ESG data in in-
vestment decisions is the lack of com-
parability of metrics across companies 
and across time. We feel that it is time 
for investors to reach agreement on a 
baseline level of indicators and metrics 
that would be informative on a core 
set of ESG issues that are of prime 
importance, such as climate change, 
labour conditions, and diversity”.

Ashby H. B. Monk, Stanford Uni-
versity - Global Projects Center, 
Marcel Prins, APG Asset Man-
agement and Dane Rook, Stan-
ford University conclude in their 
paper5, that “there remains a lack of 
widespread consensus in the financial 
community about what sustainability 
factors matter most for various kinds 
of investments, and how to properly 
measure them. Consequently, organ-
izations that generate sustainability 
data may calculate it in different – 
even idiosyncratic – ways, which can 
make detecting attempts at manipula-
tion (for example, through misstating 
numbers) more challenging. Relatedly, 

much of the sustainability data that 
does exist is not governed by strict 
regulation in the way that standard ac-
counting figures are. There are often 
no requirements to release such data 
publicly, nor large penalties for errors 
in published data. Moreover, sustaina-
bility data can be a more enticing tool 
for exploitation than other types of 
data because it is often harder to verify, 
e.g., it may require sophisticated phys-
ical measurement, or (expert) subjec-
tive judgment. Finally, the emotive 
nature of some sustainability data can 
endow it with a viral property that oth-
er types of business data lack. Plainly, 
a claim that a company is responsible 
for human sufferings or the deaths of 
charismatic megafauna (sea turtles, 
polar bears, whales, etc.) is more likely 
to attract media attention than news 
of skipped dividend payments. Such 
virality can be a boon for those look-
ing to exploit investors (especially via 
adversarial trading or reverse-green-
washing): even if the data on which 
it is based is clearly questionable, the 
scale of negative attention can force 
investors into rushed action – e.g., to 
avoid unwelcome publicity.”

Sources:
1 https://www.msci.com/esg-ratings.
2www.blackrock.com
3SSGA, Into the Mainstream ESG at the Tipping Point, 
November 2019
4Four Things No One Will Tell You About ESG Data, July 15, 
2019
5Data Defense in Sustainable Investing, October 2019

In November 2019, MSCI ESG 
Research announced that its ESG 
ratings would become freely availa-
ble to the public. The tool allows us-
ers to view each company’s ESG rat-
ing, ESG rating history, benchmark 
against peers and key ESG-related 
issues affecting individual companies. 
The company emphasised that the 
free data is for informational purposes 
only and that a license is necessary to 
use MSCI ESG research data to man-
age portfolios and report to clients. 
“The decision to make the MSCI ESG 
Ratings publicly available is part of a 
campaign to drive greater transparen-
cy in ESG”, said Remy Briand, Head 
of ESG at MSCI. 

MSCI ESG Ratings define their mis-
sion to measure a company’s resilience 
to long-term, financially relevant ESG 
risks. To do that data is collected from 
many different sources. 7,500 compa-
nies (13,500 issuers including subsidi-
aries) and more than 650,000 equity 
and fixed income securities globally 
are rated as of October 2019. For each 
company, thousands of data points are 
collected, but there are only a handful 
of key issues that MSCI ESG Ratings 
has determined to be financially rel-
evant. Machine learning and natural 
language processing as well as alterna-
tive data is used to “increase the time-
liness and precision of data collection, 
analysis and validation to deliver dy-
namic investment-relevant insights to 
power investment decisions.1”

Companies are then rated from AAA 
to CCC relative to their defined peers. 
The MSCI ESG rating model is built 
around four questions: the most sig-

nificant ESG risks and opportunities 
for a company, a company’s exposure 
to those, the quality of company man-
agement’s handling of those risks and 
opportunities and a company’s overall 
position in general and versus compe-
tition. It’s a proprietary, relative mod-
el based on weighted averages and key 
issues given different weights based on 
industry specifics. 

Blackrock, one of the world’s largest 
investment managers, is one of those 
institutions that has decided to build 
their own ESG-data system as they 
have intensified their focus on sus-
tainability with “the aim to create sus-
tainable portfolios and strategies that 
do not compromise financial returns” 
with the “conviction that the future 
of investing is sustainable.”2 Although 
they acknowledge the increased cov-
erage of the leading data providers, “a 
lack of accepted data-reporting stand-
ards makes it hard to readily compare 
or combine insights across providers, 
and patchy past data make historical 
analysis challenging”2 and Blackrock 
has, as several large investment man-
agers and asset owners, created their 
own database built with data that they 
themselves have gathered from many 
different sources. 

State Street Global Advisors 
(SSGA) recently did a study of more 
than 300 institutional investors and 
investment managers to see why they 
are adopting ESG and what barriers 
they have run into. What they found 
was that “for nearly half of respond-
ents, the current state of ESG data 
— single-sourced, low correlation and 
confusing terminology — is a hinder-
ing factor to accurately assessing the 
credentials of underlying companies 
and their portfolio-level impact”3. The 
most problematic aspects, according 
to the report, are the consistency of 
data across providers, and the lack of 
availability of ESG data in some are-
as of the market. According to SSGA 
most institutions are satisfied with 
overall thematic coverage (eg Carbon, 
Greenhouse Gases), but consistency 
and depth of specific coverage fall far 
short. Investors, they say, “are strug-

gling with inconsistent ESG scoring 
from different providers and are not 
satisfied with access to ESG data in 
many areas of the market”. “Lack of 
standardization and transparency in 
providers’ data collection and scoring 
methodologies pose key challenges for 
investors”, the SSGA study shows.

As of 2016, there were more than 125 
ESG data providers, according to The 
Global Initiative for Sustainability 
Ratings. These include well-known 
providers with global coverage such 
as Bloomberg, FTSE, MSCI, Sus-
tainalytics, Thomson Reuters, and 
Vigeo EIRIS, as well as specialized 
data providers such as S&P’s Tru-
cost (providing carbon and “brown 
revenue” data), GRESB (sustainabili-
ty performance in real estate) and ISS 
(corporate governance, climate, and 
responsible investing solutions).

Since ESG data providers have their 
own methods and sources the rat-

ing for a specific company can vary 
substantially between the different 
providers. In the study carried out 
by SSGA they found that the correla-
tion between the scores of MSCI and 
Sustainalytics, two of the largest and 
most widely used data providers, was 
only 0,53. In other words, their ratings 
of companies are only consistent for 
about half of the coverage universe. 
This, of course, makes it very difficult 
for investors to choose a provider, es-
pecially since there is no transparency 
in the methodologies, and only the 
largest have the resources to build 
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Sustainability Tool Shows 
No Trade-Off
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cerning the world are migration, state 
collapse, water and war. Alarmingly, 
the traditional financial sector is not 
really considering any of these. Some 
of these are long/term problems while 
others are more immediate,” she adds 
regarding this blind spot.

Integrating ESG Risks and Rating 
Problems
Looking at the world with ESG eyes, 
INNORBIS’ CEO is alarmed by the 
situation. “Technology has facilitated 
an enormous increase in productivity. 
My smartphone has made me much 
more efficient than I was 20 years ago. 
But what about income distribution to 
workers and income inequality,” Lips 
da Cruz says reminding her audience 
of the social factor of ESG and the 
tenth UN Sustainable Development 
Goal (SDG).

“Since the financial crisis of 2007-09, 
the S&P500 has increased by 300%. 
However, these returns have not been 
fairly distributed between sharehold-
ers, managers and workers. Consider 
Amazon, an enormously successful 
company that has outperformed the 
S&P by orders of magnitude. It is fa-
mous for the poor working conditions 
it offers its employees,” she says. “How 
can we hold a company like that ac-
countable and responsible for the way 
it treats its workforce?”

“There’s a fine line between doing 
harm and having the right sort of 
business,” Lips da Cruz warns before 
discussing the issues of corruption 
and governance, the other ESG factor. 
She illustrated the difficulty that com-
panies often face between maintain-
ing integrity and overcoming hurdles 
to breaking into new markets both 
in developed as well as in emerging 
markets. The workshop participants 
also discussed concrete examples of 
corrupt customs officers in Brazil, 
corrupt local officials in China, and 
the importance of strong governance 
structures to mitigate these and other 
risks to companies.

However, governance problems can be 
subtler. “INNORBIS was able to see 

the drop in Facebook’s capitalisation 
because it was clear they were not pre-
pared for GDPR, and they had grown 
faster than they had matured.  We 
could see they did not understand the 
importance of regulation. Even Elon 
Musk breached the agreement with 
SEC as CEO after the SEC found his 
behaviour was not aligned with what 
the CEO of a listed company ought to 
do. That is the cost of bad governance 
and the consumer protection for fair 
trade.”

Given the importance of ESG, the 
next problem Lips da Cruz flags is 
the inconsistency of ESG ratings. 
“Two years ago, the Japanese pension 
fund highlighted that the ESG ratings 
across providers are not consistent or 
correlated. There’s a reason for that. 
Rankings are not useful to state how 
much more or less sustainable the 
transformation and transition pro-
cesses and policies that companies are 
undergoing. It’s a myth that ordinal 
scores can tell us anything on wheth-
er things are progressing or improving 
and reaching goals.”

INNORBIS seeks to solve this prob-
lem. “Our methodology is grounded in 
the scientific approach. It is not about 
whether I believe or you believe. We 
are trying to overcome the subjectiv-
ity introduced by some of the rating 
agencies, which causes so much of the 
disparity in assessments.”

INNORBIS’s Solution
Ultimately, Lips da Cruz acknowledg-
es that policy decisions moved her to 
action. “The creation of INNORBIS 
was triggered in 2016, following the 
European Commission’s 2015 decision 
that large corporations should report 
their CSR. That policy decision led 
me to believe that massive amounts of 
data would become available.”

Time proved her right. According to 
Lips da Cruz, she had to reach out to 
data specialists in the industry to find 
ways to handle the vast quantities of 
data and information now available. 
“We then started to gather, string to-
gether and clean the data. It required 

us to develop reference tables that 
combine CSR data with traditional fi-
nancial data because the ESG data is 
spread out and in different languages.”

Returning to her seminal experience 
at Citi 20 years ago, Lips da Cruz ex-
plains the value-added her company 
seeks to provide today. “Innorbis is a 
much more complex tool to analyse 
risk and opportunities, and invest-
ments. After we clean the raw data, 
such as CO2 emissions, we take that 
data point, and we transform it to 
determine how difficult it is to shift 
a fossil fuel infrastructure, or a prod-
uct, towards renewable energy. We are 
then able to compare with high relia-
bility among the companies as well as 
with macroeconomic indicators across 
countries’ sustainable transformation. 
That’s what we measure at INNOR-
BIS.”

“Our method allows us to identify 
which companies are further along in 
this transformation. We can see pat-
terns, which we believe is better than 
focusing just on benchmarks. Even 
with minimal information, our tools 
allow us to see whether the evolution 
of a company fits the pattern of trans-
formation, whether they are stagnant 
or going forward. There is also no 
distortion comparing between a small 
company and a large company, which 
is important because large companies 
have more resources and report more 
information. So we have a strong reli-
ability factor.”

“The financial sector is operating in 
the dark. To my surprise, the relia-
bility of existing ESG rating systems 
was 0.1. In comparison, INNORBIS’ 
Industry scenario has a reliability of 
0.94, and a standard deviation of 144 
and we work with uncertainty. The 
Sharpe ratio of our index is 1.84, which 
is rather good. The comparable ratio 
for the STOXX600 is much worse.”

“As the Sharpe ratio suggests, sustain-
ability is not a trade-off,” Lips da Cruz 
concludes.

“Powerful, objective, scalable and 
trustworthy – that’s what INNOR-
BIS stands for,” says Angelica Lips 
da Cruz, Founder and CEO of IN-
NORBIS at the company’s fourth 
workshop at the start of November. 
Joined by Leslie Pendrill, professor 
of experimental physics at Chalmers 
University of Technology and William 
Fisher, research associate at the BEAR 
Center - INNORBIS’ methodological 
experts - Lips da Cruz discussed how 
the company could help answer to-
day’s sustainability problems.

INNORBIS, a FinTech company 
based in Stockholm, has developed a 
dynamic, forward-looking analytical 
tool for scaling up the assessment of 
sustainable development. “Our goal is 
to collect, process data to paint a com-
prehensive view of our world without 
losing any of its complexity. We are not 
interested in providing a single linear 
figure or rating that tells us very little 
about the dangers facing our world,” 
Lips da Cruz explains.

The Path to INNORBIS
According to Lips da Cruz, INNOR-
BIS has been on the back of her mind 
for the last 20 years. “Back when I 
worked for Citi Bank in London, I was 
in charge of creating a new internal 
Debt Rating Model (DRM) platform 
for the European Autos and Indus-
trials Citibank Investment Banking 
portfolio,” she recalls. “We needed to 
collect and check all the information 
we had to model the price of syndicat-
ed loans, with guarantees among other 

securities. We needed to identify the 
complete risk and to understand what 
kind of collateral we needed to pro-
vide this business with funds.”

“My experience helping ABB deal with 
their problems with Asbestos years 
ago set the tone for my understanding 
of the hurdles facing the financial in-
dustry and the world. At the time, we 
worked together to integrate the hid-
den risks posed by this harmful mate-
rial into our pricing models. However, 
one of the issues we faced was explain-
ing to auditors how this risk mattered. 
Their focus was on the P&L. We had 
to engage with them to clarify the rel-
evance of this problem.”

According to Lips da Cruz, INNOR-
BIS seeks to go beyond the limits of 
the DRM she helped develop all those 
years ago, to provide a fuller image of 
the world and the risks facing our so-
cieties.

The Need for Financial Stability
“The world runs on trust and trust 
requires predictability and stability. 
Where there is no trust business can-
not flourish. Financial crises disrupt 
this trust and directly affect people’s 
standards of living. Suppliers go with-
out being paid because liquidity dis-
appears from financial markets. How-
ever, companies still have bills and 
salaries to pay. People still have to eat. 
Stability sets the rules that allow us to 
do business, so that we can take care 
of the planet, its people and our col-
lective and inclusive prosperity.”

Lips da Cruz find the state of the glob-
al economy and financial markets ripe 
for instability. “History tells us that 
the present state of affairs is no go-
ing to last. I find the market capital-
isation and the debt structure of the 
US quite troubling. I can’t say where it 
is heading, but there is clear financial 
instability. We know from previous ex-
perience that the market will eventu-
ally experience corrections,” the Lips 
da Cruz warns. “One reason it has not 
crashed already is that central banks 
are pumping money and pushing inter-
est rates into negative territory.”

Beyond these concerns, Lips da Cruz 
also worries that the world is turning a 
blind eye to the dominant concerns of 
our day. “According to the World Eco-
nomic Forum, the issues most con-

P

Angelica Lips Da Cruz, Founder, INNORBIS
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to weight the value and the cost of different things. “We 
are comparing apples and oranges, and the problem is that 
different providers weight apples and oranges differently. 
Therefore, there is no unique way to say which company is 
more sustainable than another.”

Apples, Oranges and the Price of Death
One way to solve this problem is to follow the strategy 
adopted by macroeconomists when they construct GDP. “I 
have never seen a thing called GDP,” remarks Lester, who 
has an Economics PhD from MIT. “However, I can add up 
apples and oranges and sustainable multifactor funds by us-
ing their respective prices. Adding those things and weigh-
ing them at market prices is how we construct GDP.”

“The problem is that, by definition, there is no market price 
for externalities. That’s why companies do too much of it,” 
Lester reminds us. The solution is a cost-benefit analysis, 
which allows us to arrive at an estimate of what the efficient 
price of death on a construction site or of a chemical spill-
age is, for example.

SustainEx
“SustainEx weights the different externalities that compa-
nies impose on or provide to society at our best guess of 
what the efficient price of those externalities would be,” 
says the Head of Systematic Investment.

According to the quant, companies’ positive societal con-
tributions fall into one of three main categories: They can 
pay employees more than it costs for them to live in the 
societies in which they work. They can provide power and 
connection to communications, and they can undertake re-
search.

On the other hand, by far the worst externality that com-
panies can impose on society is unpriced carbon dioxide 
emissions. Beyond that, the damages caused by tobacco, 
weapons, alcohol, gambling, water usage and fertiliser in ag-
ricultural activities and the cost to the financial stability of 
major systemic financial institutions are some of the main 
externalities covered by SustainEx.

“With this tool, we can estimate which companies and 
which sectors impose the higher costs on societies,” Lester 
says. The results are often counterintuitive. Facebook and 
a lot of the tech companies generally rank poorly according 
to this approach because they do not pay their fair share 
of taxes. On the other hand, SustainEx rates Nestlé well 
because of the wages it pays its workers.

from left to right: Ashley Lester, Senait Asgede and Belinda Gan, Schroders
Photograhy © NordSIP

A Systematic Measure 
of Sustainability

As the popularity of sustainable in-
vestments continues to grow, asset 
owners need to be able to sort the 
wheat from the chaff. Claiming to be 
ESG-compliant is easy, but measuring 
it can be challenging.

At a recent event in Stockholm, Ash-
ley Lester, Head of Systematic Invest-
ments at Schroders, discussed some 
of the challenges of ESG integration. 
“It is possible to integrate sustainabil-
ity into a fund, and if done well it can 
make a difference,” he explains.  To 
solve this problem, Schroders devel-
oped SustainEx, an in-house analytical 
tool used to internalise the externali-
ties companies impose on society.

ESG Data Inconsistencies
The issue of sustainability is particu-
larly relevant for Lester. Sustainabil-
ity is one of the six elements of his 
multi-factor strategy fund. However, 
data problems pose a hurdle. “The 
easiest way to invest sustainably is to 
use some off-the-shelf ratings, such as 
those provided by the main ESG rat-
ing agencies, and apply them to one’s 
portfolio,” Lester explains. “These rat-
ings are typically composites that take 
some set of underlying variables. ESG 
ratings will vary significantly depend-
ing on the variables chosen and on the 

weight given to each variable in the 
construction of the rating.”

“The difference reflects what ESG 
rating providers think is important. 
However, the probability of agree-
ment between any two data provid-
ers is not much greater than the odds 
of rolling two six-sided dice with the 
same number,” says the Head of Sys-
tematic Investments. “The fundamen-
tal driver of this inconsistency in ESG 
ratings across providers – far more 
than data – is the way that ‘sustaina-
bility’ is conceptualised. Fundamental-
ly the problem is that ‘sustainability’ is 
not an objective variable.”

Biases Undermine ESG Funds’ 
Performance
Asides from the confusion generat-
ed by the inconsistencies across ESG 
Rating providers, there is another 
problem with sustainable invest-
ments. “One common thread of basic 
index-based ESG approaches is that 
historically, they have not done very 
well,” Lester adds.

Despite the inconsistencies intro-
duced by the different ways that ESG 
rating providers conceptualise sus-
tainability, Lester argues that there are 
common underlying features shared 

by many providers. It is these similar-
ities that cause the underperformance 
of ESG strategies.

“Because large-cap companies tend 
to report better, they tend to enjoy 
better ratings on average,” the quan-
titative manager explains. “As the ESG 
ratings are the result of an arbitrary 
collection of weights, data providers 
cannot readily normalise their ratings 
to take into account the size of the 
company,” Lester adds.

“Across most providers, the larger the 
capitalisation of a company, the higher 
the ESG rating is on average. Howev-
er, on average, over time, larger com-
panies underperform smaller compa-
nies”.  ESG ratings also appear to be 
biased in favour of specific sectors, 
which may expose investors to added 
risks over and above what investors 
seeking to invest sustainably may de-
sire.

“We need to think more closely about 
how we measure sustainability and 
how not to introduce unintended bias-
es into our investment processes. This 
is what SustainEx does.”

Fundamentally, the difficulty with sus-
tainable investments is that it is trying 

by Aline Reichenberg Gustafsson, CFA

“The problem is that, by definition, there is no market price 
for externalities. That’s why companies do too much of it,”
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about our partners

UBS Asset Management is a large scale investment manager with a presence in 23 
countries. We offer investment capabilities and investment styles across all major 
traditional and alternative asset classes. 
Our goal is to provide you with access to the best investment ideas and superior in-
vestment performance. We serve institutions, wholesale intermediaries and wealth 
management clients.
Across each of our traditional investment areas we have established a general ap-
proach to environmental, social and corporate governance. We are signatories to 
initiatives such as the Principles for Responsible Investment and the UK Stewardship 
Code.

Northern Trust Asset Management is a global investment manager that helps inves-
tors navigate changing market environments, so they can confidently realize their 
long-term objectives. Entrusted with more than $900 billion of investor assets, we 
understand that investing ultimately serves a greater purpose and believe investors 
should be compensated for the risks they take — in all market environments and any 
investment strategy. That’s why we combine robust capital markets research, expert 
portfolio construction and comprehensive risk management to craft innovative and 
efficient solutions that deliver targeted investment outcomes. As engaged contribu-
tors to our communities, we consider it a great privilege to serve our investors and our 
communities with integrity, respect, and transparency.
Northern Trust Asset Management is composed of Northern Trust Investments, Inc., 
Northern Trust Global Investments Limited, Northern Trust Fund Managers (Ireland) 
Limited, Northern Trust Global Investments Japan, K.K., NT Global Advisors, Inc., 50 
South Capital Advisors, LLC, and investment personnel of The Northern Trust Compa-
ny of Hong Kong Limited and The Northern Trust Company. 

As a global investment manager, we help institutions, intermediaries and individ-
uals meet their goals, fulfil their ambitions, and prepare for the future. But as the 
world changes, so do our clients’ needs. That’s why we have a long history of adapt-
ing to suit the times and keeping our focus on what matters most to our clients.
Doing this takes experience and expertise. We bring together people and data to 
spot the trends that will shape the future. This provides a unique perspective which 
allows us to always invest with conviction. We are responsible for £444.4 billion 
(€496.6 billion/$565.5 billion)* of assets for our clients who trust us to deliver sus-
tainable returns. We remain determined to build future prosperity for them, and for 
all of society. Today, we have 5,000 people across six continents who focus on doing 
just this.
We are a global business that’s managed locally. This allows us to always keep our 
clients’ needs at the heart of everything we do. For over 200 years and more than 
seven generations we’ve grown and developed our expertise in tandem with our 
clients’ needs and interests.
Further information about Schroders can be found at www.schroders.com
*as at 30 June 2019
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