Accelerating the Momentum toward ESG
(Environmental, Social, Governance)
• Impact investing is rapidly evolving as demand grows and data is increasingly available.
• Strategies that utilize ESG (environmental, social and governance) factors generate 		
comparable returns with less risk, according to several recent studies.
• Companies with an improved ESG score, or which exhibit “ESG Momentum,”
tend to outperform the market.

In the following pages, we provide an overview of the expected returns for strategies that
emphasize ESG factors, delving deeper into the benefits of ESG momentum.
CASEY C. CLARK, CFA
Director of Sustainable
& Impact Investing

The desire to integrate values and investment decisions has long been important to
Glenmede clients and is a movement that has gained permanency. Research shows that
when implemented thoughtfully with active management, impact investing can achieve
social goals, as well as produce competitive and even excess returns over a benchmark.
Impact investing is a deep and growing field that cannot be generalized.

Data availability and investor demand have led to
innovative solutions to meet impact investing needs.
For centuries impact investing was characterized through the lens of negative screening—the act of
excluding stocks or industries from an investment portfolio. Demonstrations of negative screening are found
throughout history with religious organizations taking a stance against usury as early as 600 BC and slave
trade in the 1700s. As the power of negative screening gained traction, the word “divestment” entered
the investor lexicon. Divestment, which is the intentional withdrawal of capital to effect social change,
was an influential force in dismantling the apartheid system in South Africa, as well as during the Civil Rights
movement in the United States and currently, in the global focus on climate change.
As investors and markets have evolved, so has the
interest in identifying creative means of expressing
values through investment choices. This has culminated
in terms like “ESG integration” and “positive screening.”
ESG integration utilizes environmental, social and
governance factors help select environmentally
friendly and socially aware companies that also
implement solid governance policies. The speed with
which ESG investing has gained mainstream appeal
is remarkable, as evidenced by the 76 percent
increase from 2012 to 2014 in total U.S.-domiciled assets
under management.1
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Popularity is partly attributable to a passionate
millennial generation (Figure 1) and by
endowments and foundations, whose boards
and investment committees are recognizing
the strategic significance of aligning their
investments with their mission. Interest grows
commensurately with asset size, as 67 percent
of high-net-worth investors with more than
$10 million in assets consider social, political or
environmental impact an important part of their
investment decisions (Figure 2).
The number of academic studies centered
on ESG criteria and corporate financial
performance has grown exponentially, with
roughly 500 total studies conducted through the
late 1990s to more than 2,200 unique academic
studies through 2015.2 According to the CFA
Institute, the number of clients using ESG data
jumped 67 percent during the 2013-2014 period
alone3 (Figure 3).
Increased transparency and data availability
have allowed academics and investment
managers alike to draw the conclusion that ESG
integration can be obtained without sacrificing
performance, particularly when looking across
a global universe of stocks. Figure 4 shows the
risk and return profile for MSCI’s global ESG stock
index relative to its standard index. The ESG
index replicates exposure to companies with
high environmental, social and governance
factors across 23 developed and 23 emerging
countries. It seeks a low tracking error relative to
the standard, non-ESG MSCI index, allowing for
relatively congruent comparative analysis. Over
the history of the data set beginning in 2007,
the ESG index outperformed the non-ESG index
by 0.93 percent annually with lower levels of
absolute risk.
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Source: MSCI, FactSet.
* We are comparing MSCI’s All Country ESG Index vs. MSCI’s All Country Index
from Inception on October, 2007 through January 29, 2016. Risk is measured by
standard deviation. Past performance does not guarantee future results.

Friede, Gunnar, et al. (2015) 3 CFA Institute (2015)
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Academic and industry studies point to competitive returns and lower risks.
Early stage academic research supports the notion that companies with positive ESG attributes demonstrate
lower levels of risk than and comparable returns to the broad universe of stocks.
Notable studies over the past two years include:
A 2015 Morgan Stanley paper, which compared sustainable (i.e., ESG) versus traditional
mutual funds and separate accounts covering a period ranging from 2007 to 2014, concluded
that sustainable equity mutual funds had equal or higher median returns and equal or lower
median volatility for 64 percent of the periods examined relative to traditional strategies.4
Sustainable separate accounts had equal or higher median returns for 36 percent of
the periods examined and equal or lower median volatility for 72 percent of the periods.
Ultimately, the conclusion was that investing to create a positive impact does not necessarily
require a trade-off in investment performance.
Oxford University conducted a meta-study from more than 190 different sources and found
that prudent sustainability practices had a positive influence on investment performance in
80 percent of the reviewed studies.5 This type of meta-study is a particularly effective research
tool as it utilizes a statistical technique to combine the results of several independent studies,
thereby creating a comprehensive overview of academic literature.
Further evidence of the business case for ESG investing comes from a study published in
the Journal of Sustainable Finance & Investment. In one of the most wide-ranging efforts to
date, the authors aggregated an impressive amount of data from more than 2,000 empirical
studies.6 Their findings center on the issue of fiduciary duty, concluding that investors may align
their values while fulfilling fiduciary duties.

Integrating ESG scores can produce excess returns.
As the understanding and acceptance of impact investing broadens, so does the ability to integrate values
into an investment portfolio. Currently, there are three dominant strategies within the ESG umbrella:
(1) ESG Worst-in-Class — ESG Worst-in-Class investing involves removing stocks that score poorly on ESG
issues. MSCI, a leading data provider, ranks companies on a scale from one to ten, with one representing
companies with poor ESG attributes and ten representing companies with high ESG attributes relative to
industry peers. For instance, if an oil and gas company has an environmental score of eight, it means that
their policies are above average relative to others in their industry. An ESG Worst-in-Class strategy does
not exclude any specific industries; rather it disregards companies rated below a certain threshold in their
industry.
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(2) ESG Tilt — ESG Tilt strategies are meant to “tilt”
the overall portfolio toward companies with high
environmental, social and governance attributes.
Rather than excluding stocks below a certain
threshold as in Worst-in-Class screening, this
strategy focuses more on overweighting highly
rated corporations while underweighting lowrated ones. ESG Tilt strategies, in aggregate, have
outperformed global benchmarks over the last
eight years while improving the ESG profile of the
portfolios (See Figure 4). This is further described
in an MCSI study, Can ESG Earn Alpha.7 However,
results vary when looking across countries and
regions of the world.
Historically, the greatest opportunity to utilize
ESG strategies is in the emerging markets. For
example, MSCIs Emerging Market ESG Index
meaningfully outperforms the non-ESG benchmark,
outpacing it in seven out of eight calendar years
since its inception in 2007 (Figure 5). One possible
explanation is that in emerging countries, where
governments tend to be less stable, companies
with superior ESG policies may be perceived
as having a lower likelihood of negative shocks
from environmental hazards, worker instability or
corruption accusations. However, the lack of high
quality data for emerging markets should also
be taken into account; nonetheless, the return
difference is eye-catching.
Delving deeper into data for developed markets,
the first observation is that Europe’s ESG index
outperformed the non-ESG index in seven out of
the eight calendar years since inception. The 5.8
percent cumulative excess return (Figure 6) could
indicate that Europeans place a greater value on
environmental and social factors. Or it could be as
simple as companies with positive ESG attributes
were able to grow earnings faster than companies
that did not focus on ESG factors. Elsewhere,
MSCI’s United States ESG index underperformed the
non-ESG index by 9.8 percent cumulatively since its
inception in 2001 (Figure 7).

*

Source: MSCI. Gross returns from Nov 2007 - Jan 2016.

*

Source: MSCI. Gross returns from Sept 2007 - Jan 2016.

*

Source: MSCI. Gross returns from Feb 2001 - Jan 2016.

*This is based on historical performance, which may not be repeated.
7
Nagy, Zoltán, et al. (2015)
Impact Investing At A Glance

Page 4

In fact, returns fell short of its non-ESG counterpart in nine out of fourteen calendar years. This is an
interesting observation as ESG Tilt strategies in the Unites States have not fared well relative to international
markets. This may be attributable to the ethos of U.S investors, who have a history of focusing solely on
maximizing financial value for shareholders.
(3) ESG Momentum — ESG Momentum is one of the newer forms of ESG integration. This approach overweights
stocks that demonstrate improving ESG ratings and underweights stocks with deteriorating ratings. Investors
who implement such strategies care less about the overall ESG score and more about the direction of the
firm. Momentum appears to provide the greatest probability of generating excess returns relative to other
ESG strategies, even in the U.S. markets.
An MSCI study found that ESG Momentum delivered an excess return of 2.2 percent annually over the MSCI
World Index from February, 2007 through March, 2015. Most of the performance during that time frame
came from stock-specific factors (contributing 1.32 percent) rather than style (contributing 0.72 percent)
and industry biases (contributing 0.44 percent).8
Mozaffar Khan, George Serafeim and Aaron Yoon from Harvard University took ESG momentum investing a
step further by uncovering the advantages of mapping “material” verse “immaterial” sustainable factors.9
Material ESG factors were identified by the Sustainability Accounting Standards Board (SASB) to allow
corporations to focus on environmental, social and governance issues most relevant, or “material,” to
their industry. The research indicated that by focusing on the most industry-relevant changes in ESG score
resulted in a higher probability of earning excess returns.
For example, air quality and wastewater management issues are exceedingly important for companies in
the oil and gas exploration industry. Conversely, these issues are not necessarily relevant for commercial
banks. Material issues for commercial banks involve matters such as access and affordability, data security
and customer privacy and business ethics and transparency of payments.
The research concluded that investing in firms scoring high on “material” issues and low on “immaterial”
issues earned an annualized alpha of 6.0 percent from 1993 – 2013, compared to -2.9 percent for firms that
scored low on material and immaterial issues.

8
9

Nagy, Zoltán, et al. (2015)
Khan, Mozaffar, George Serafeim, and Aaron Yoon (2015). Reference the appendix for a complete list of material and immaterial 		
issues broken out by industry.
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Glenmede’s research confirms the alpha potential
of ESG Momentum strategies. Our back tests
suggest that an ESG momentum strategy, which
maps material and immaterial issues, could have
outperformed from 2007-2015 (Figure 8).
Glenmede research also indicated that alpha
generated via ESG momentum has a low
correlation with other more traditional alpha
factors, suggesting that it may be worthwhile
to consider ESG momentum side-by-side with
traditional investment factors.

*

Source: Glenmede, MSCI.
Note that the ESG Momentum is an equally weighted composite of top 100
stocks with the greatest improvement in ESG scores, as indicated by MSCI,
over the prior 12 months.

Why has ESG momentum generated these results? Perhaps companies with improving ESG scores will,
at some future date, reap the rewards that come with better governance, better employee relations
and better environmental policies, giving momentum investors an early signal of the payoffs associated
with prudent management decisions. Or ESG Momentum could be an indication of a small, less mature
organization evolving into a large, mature company. As organizations move through the corporate life
cycle and generate stable revenue and cash flow, they can spend more time bolstering environmental and
governance capabilities, building a solid infrastructure for future success.

Putting Theory into Practice.
Increasing data availability and shifting investor focus toward ESG integration has led to rapid innovations in
the financial industry. Research suggests that ESG Tilt strategies can earn competitive returns, with particularly
favorable results in emerging and European markets. Meanwhile, ESG momentum strategies appear to provide
the greatest probability of earning excess returns for impact investors by rewarding companies with improving
“material” environmental, social and governance factors.
Impact oriented investors may want to consider integrating ESG Tilt and ESG Momentum strategies alongside
traditional quantitative analysis in their equity portfolio. This forward-thinking style of investing can increase the
overall ESG score of the portfolio, align environmental and social returns with financial returns and help investors
earn competitive returns without compromising their values.

* Back-tested results do not represent actual performance and should not be interpreted as such. Back-tested results have inherent 		
limitations, including the impact of market factors on security selection. Back tests rely on the benefit of hindsight, a change in
factors viewed as material could materially alter results.
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SASB Sustainability Map: Comparing “Material” or Relevant Sustainability Issues across
Different Industries.

Source: Sustainability Accounting Standards Board (SASB).
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For more information:

Casey Clark
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Casey.Clark@glenmede.com

Disclosures: This piece is intended to be an unconstrained review of matters of possible interest to
Glenmede Trust Company clients and friends and is not intended as personalized investment advice.
Advice is provided in light of a client’s applicable circumstances and may differ substantially from this
presentation. Opinions or projections herein are based on information available at the time of publication
and may change thereafter. Information gathered from other sources is assumed to be reliable, but
accuracy is not guaranteed. Outcomes (including performance) may differ materially from expectations
herein due to various risks and uncertainties. Any reference to risk management or risk control does not
imply that risk can be eliminated. All investments have risk. Clients are encouraged to discuss the
applicability of any matter discussed herein with their Glenmede representative.
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