
Section 1: Introduction to ESG 

Responsible investment: 

- Approach to managing assets where you explicitly acknowledge ESG factors 

Environmental- Natural world  

Social- Lives of Humans 

Governance- issues inherent in the business model, go beyond the shareholders e.g. bribery and 

corruption, executive pay 

ESG is both equity and bond investments for the long term return of a portfolio in mind.  

No industry standard definition but ESG Investing- Trying to enhance long-term value by using ESG 

factors to mitigate risks and growth opportunities. Focused on gaining long-term value.  

ESG investing is the approach to managing assets where INVESTORS explicitly acknowledge the 

relevance of E,S,G in their investment decisions.  

PRI asset owner signatories numbered 606 and managed aggregate assets of over USD31.2 trillion, 

roughly a quarter of the USD110 trillion PRI signatory total assets 

 

Corporate social responsibility (CSR) 

Triple bottom line accounting (TBL): 

- TBL attempts to clearly communicate to investors the value that is created by companies 

when environmental and social issues are considered. 

- PEOPLE, PLANET, PROFIT. 

Types of responsible investment:  

Responsible investing incorporates ESG factors into investment decisions. It will consider how ESG 

might influence the risk-adjusted return of an asset and how the investment may impact the society 

and environment. E.g. ESG factors taken into account to mitigate risk with a focus on financial 

return.  

Socially responsible investment (SRI) applies social and environmental criteria. Usually in 

conjunction with sector-specific weightings. Difference here is that you have a hurdle set to act as a 

first screen to identify a list of ESG qualified companies. This SRI ranking can be used in combination 

with best-in-class investment, thematic funds, high-conviction funds or quantitative investment 

strategies. (you could though invest into an oil company for instance if it is looking to decarbonise 

etc). 

Best -in-class investments. Looks at each sector (all-sector approach) and choose companies that 

overcome a defined ranking hurdle. Hurdle is created using ESG criteria. Not all best-in-class are 

considered responsible investing.  

Sustainable investment- selection of assets that contributes to a sustainable economy (an asset that 

mitigates natural and social resource depletion. This could include best-in-class, ESG integration  
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1. Governance  

2. Strategy 

3. Risk Management  

4. Metrics and Targets  

 

- Climate related risks: 

- Transition risk: Policy and legal, technological, market, reputation 

- Physical risks: acute (event driven), chronic (longer term shifts). 

  

Assessment of Materiality of Environmental Issues  

Insurance industry is most impacted. 

Overview: 

2 sections: 

1. Material environmental issues that could have a significant impact either positive or 

negative- so risks or opportunities, on a companies business model and value drivers, such 

as capital expenditure, revenue growth etc 

2. Macroeconomic impact of climate related events that have been most important to the 

insurance industry, but are becoming of increasing interest to institutions involved in: 

o Investment 

o Project finance 

o Corporate finance 

o Public finance initiatives 

Assessing environmental risks: 

- Need to understand the factors that pose a risk to financial assets and liabilities and how 

likely they are to occur. 

- Then need to quantify how big the issue is. 

- Then perform different analysis at a macro level, sector level, company level and project 

level 

SASB- Sustainability accounting standards board. The equivalent of the IASB (International 

accounting standards board) 

Materiality map allows us to identify what we pay attention to. Assessing material impacts, impact 

on a companies business model and value drivers; 

- Operating and capital expenditure 

- Revenue growth 

- Margins 

- Risk 

Measuring impact is complex and requires framework additional to traditional accounting standards.  

 

Approaches to Account for Material Environmental Analysis and Risk Management Strategies 
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Corporate Governance in UK: 

- The chairman of the board is vital in facilitating a balanced debate in the boardroom. 

Consequently, many investors prefer that the chair is an independent non-executive 

director. If the chair is not independent, and especially if that individual combines the role of 

chair with the role of CEO, this can lead to an excessive concentration of powers and hamper 

the board’s ability to: Exercise their oversight responsibilities; challenge and debate 

performance and strategic plans; set the agenda; influence succession planning; debate 

executive remuneration. 

Corporate Governance in Japan: 

- Structure of statutory auditors (as well as Tawain and South Korea) 

- Typically a small odd number of statutory auditors (3 or 5) on 3 year rotations.  

- annual general meetings most frequently held in July. Japanese companies have a much 

lower number of independent directors on their boards than the European or US average. 

Japan discourage cross shareholdings ( require 1 independent non-exec) 

Absence of countrywide framework leads to market-led best practices in US. 

1 and 2 in essence represent the US corporate governance code, however they are Principles, not a 

legal code. (important).  

1. The common sense Corporate Governance Principles 

o Created by a coalition of country representatives 

o Focus on the inner workings of corporate governance, board effectiveness and 

accountability, and alignment through pay. 

2. The Investor Stewardship Group’s Corporate Governance Principles 

o Created by a coalition of investors  

o Focus on the relationship of US companies with their shareholders 

3. The Corporate Governance Policies of the Council of Institutional Investors (CII) 

o Less a set of principles and more an indication of the CII’s position on issues that 

might go to a shareholder vote. 

SEC sets requirements of independence of audit committees of companies listed in USA. These 

standards were set by Sarbanes-Oxley Act.  

Dodd-Frank: 

- Say on pay 

- Access to Proxy  

 

Why Audit Matters and What Matters in the Audit 

Why it matters: 

- The auditor exists to provide an independent pair of eyes 

o Provide investors with assurance that accounts for ‘true and fair’. 

- Provide assurance that the financial reports fairly represent the performance of the 

business. 

- Auditors should be watchdogs, not bloodhounds (important)- 1986 UK Court of Appeal 

judgement re Kingston Cotton Mill 
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- ESG data (qualitative or quantitative) 

- ESG ratings  

- ESG screening  

- Voting and Governance advice 

- ESG benchmark and indices  

- ESG news and controversy alerts 

- Integrated research (sell-side reports) 

- Advisory services 

 

- MSCI and Sustainalytics have the largest market shares in company focused ESG ratings 

- Each provider has different methodologies and differing benefits and limitations 

- Several types of investment, including: 

o Fundamental (sector) 

o Operational  

o Disclosure-based 

o Algorithm and news-based, including controversies 

 

Primary and Secondary ESG data sources: 

- Direct 

o Surveys  

o Direct company communication 

o Company reports, presentations, and public documents 

- Indirect 

o News articles  

o Third party reports and analysis 

o Investment and consulting research 

Other uses of ESG and Sustainability Systems Data  

- Big Data analysis of multiple ESG factors  

ESG data sets are being used by algorithms and natural language processes to determine 

company quality and reputation risk at industry or company level 

o Resource, supply, and operational risk mitigation 

o Evidence to support and guide sustainability strategy  

o Modelling future sustainability scenarios  

o Real-time dynamic analysis 

Common use of ESG data sets: 

o Input into future scenario models 

o Guide practice at regulator level 

o Inform government decision making  
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o Track and report engagement activities 

o Include portfolio exposure and weightings in sustaibable themes like SDGs 

o Provide positive impact measurements of the portfolio 

 

Exclusionary Screening: 

- Biggest and oldest ESG approach 

- Emerged under the name of SRI- Socially responsible investment 

- Estimated $30 trillion SRI.  

SRI is an exclusionary approach where MATERIALITY is irrelevant.  

- The degree of exclusions may carry significant implications from a portfolio management 

perspective, especially regarding unintended factor exposure 

- Asset managers are generally more reluctant to adopt exclusions and tend to default to as 

unconstrained an investment universe as possible  

Positive Alignment (screening) or Best in class: 

- Basically, opposite of exclusionary screening, identifies the better ESG performers in 

comparison to industry peers. 

- This approach is expressed by investing in the top decile, quintile or quartile, based on ESG 

criteria 

- The consistency of ranking methodology and the portfolios position weighted exposure to 

higher-ranked companies are vital for this  

- The diversity of ESG ratings methodologies and lack of ratings convergence are a key 

challenge these strategies face 

- They may score highly on portfolios managers methodology but more poorly on another set 

of ESG metrics  

- Hence, best in class are tested on transparency  

- Because of this constraint, best in class strategies have much less latitude to perform and 

apply proprietary research on lower-scoring companies that happen to exhibit positive 

momentum or improvement in their ESG metrics. 

- Finally, a common criticism for best-in-class ESG strategies is that their focus yields 

diminishing ESG returns with little opportunity to demonstrate incremental gains via active 

ownership efforts 

Active Ownership 

- Active ownership is the use of the rights and position of ownership to influence the activities 

or behaviour of investee companies 

- Its investment management approaches employ a number of different shareholder 

strategies aimed at driving positive change in the way a company is governed and managed 

- It takes the OPPOSITE APPROACH OF NEGATIVE SCREENING, as it views the act of 

DIVESTMENT alone as incapable of directing investor preferences towards CHANGE 

- Active ownership may leverage direct engagement between investor and company 

management, collaborative engagement, filing shareholders proposals and resolutions as 

well as a proxy vote strategy that is driven by a clear agenda to: 

o Encourage greater disclosure 

o Improve transparency 

o Increase awareness around ESG issues 
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