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MANAGING RISK WITH ESG INVESTING

COMPANIES THAT PAY ATTENTION TO ENVIRONMENTAL
ISSUES, CORPORATE GOVERNANCE AND SOCIETY’S
NEEDS TEND TO PERFORM WELL IN VOLATILITY.

In addition to the significant toll taken on human health and
well-being, the scale of the economic impacts stemming
from the COVID-19 crisis has also been stunning. W e must
acknowledge that the health and well-being of our financial
system is inextricably linked to a healthy, engaged global
society and workforce. Our investment thesis acknowledges
that ESG issues are business issues; when managed well,
these factors can position a company for success. When
managed poorly, they can lead to negative externalities that
can result in reputational and financial risk, and that has
been borne out during the market downturn.
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MITIGATING RISKS WITH ESG

Our observations of the way companies are responding to this systemic
distress highlights the importance of integrating ESG (environmental,
social and governance) analytics into the investment process. Investors
can integrate ESG data to create a more holistic view of risks and
opportunities — resulting in more informed investment decisions and

SHAREE ZLATKOVA
Investment Associate, Sustainable
Investing
Institutional Client Group
Northern Trust Asset Management

1

resilient portfolios during times of market downturn. One example of this
is ESG funds compared to non-ESG funds in the first quarter. According
to a study done by Morningstar, 70% of sustainable equity funds ranked
in the top halves of their categories and 44% ranked in the best
performing quartile.
This observation on ESG outperformance can be seen across asset
classes. Take for example the global developed equity index MSCI World
Index versus the MSCI ESG World Leaders Index. MSCI designed the
ESG index family to leverage ESG risk ratings to provide relatively low
tracking error and broad market exposure. The series launched in late
2007, and during its life cycle has largely performed in line with the world
benchmark. The World Leaders index outperformed its cap-weighted
parent by 1.1% in the first half of the year, which was 84% driven by the
security selection during this time period. This index’s performance was
particularly strong during the significant volatility seen during the first
quarter. Exhibit 1 outlines that relative performance.

“

Companies that lead the pack on
the social dimension
outperformed their laggard
counterparts by 4.4%, an
interesting indicator underscoring
the adept way the leader
companies respond to their
stakeholders.

EXHIBIT 1: ESG OUTPERFORMANCE AMID 2020 VOLATILITY

In the first half of 2020, ESG proved to be resilient and outperformed the broad equity
market.
First Half 2020 Excess Return of MSCI World ESG Leaders Index over MSCI World
Index (%)
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SOURCE: MSCI, Bloomberg. Gross monthly returns in U.S. dollars. Past performance
does not guarantee future results.

Looking into the drivers of the outperformance, we group the securities by
their individual environmental, social and governance scores into three
categories of leaders, average and laggards. Not surprisingly, the ESG
leaders minus laggards are positive across all three metrics, with the
spread in governance the largest at nearly 6%. Companies that lead the
pack on the social dimension outperformed their laggard counterparts by
4.4%, an interesting indicator underscoring the adept way the leader
companies respond to their stakeholders.
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HOW ESG PERFORMED IN EMERGING MARKETS

Similarly, within emerging markets equities, the MSCI ESG Emerging
Markets Leaders Index outperformed the MSCI World Index by 2.5%
through the first six months of the year, half of which was driven by the
security selection. Again, performance shown in Exhibit 2 during the
middle of the first quarter, at the height of the volatility, speaks for itself.

“

Within the fixed income asset
class, similar results were
observed across the various
markets between the ESG leaders
and laggards.

EXHIBIT 2: ESG OUTPERFORMANCE IN EMERGING MARKETS

ESG equities in emerging markets equities showed resilience in the first half as well.
First Half 2020 Excess Return of MSCI World ESG Emerging Markets Leaders
Index over MSCI World Index (%)

1.11
0.72

0.70
0.44

-0.02
-0.17

Jan 20

Feb 20

Mar 20

Apr 20

May 20

Jun 20

SOURCE: MSCI, Bloomberg. Gross monthly returns in U.S. dollars. Past performance
does not guarantee future results.

SIMILAR RESULTS FOR BONDS AND ESG

Within the fixed income asset class, similar results were observed across
the various markets between the ESG leaders and laggards. Using the
MSCI ESG scores for the investment-grade and high-yield constituents
with our proprietary U.S. municipal sustainability rating, we see
consistently stronger performance of the issuers which exhibit more
robust ESG profiles.
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EXHIBIT 3: THE ESG ADVANTAGE WITH BONDS

The ESG advantage in the first half of 2020 also applied to the fixed income market.
First Half 2020 Excess Returns: ESG Leaders Minus ESG Laggards (%)
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“

As investors begin to address the
systemic risks presented by the
coronavirus, there is no doubt
that this crisis has brought to light
questions regarding the
management of workers’ health
and safety, employee financial
security, supply chain disruptions
and risk management protocols.

SOURCE: ICE BofA, Bloomberg MSCI, Northern Trust Asset Management. Based on
ICE BofA Euro Corporate Index, ICE BofA Global High Yield Index, and Bloomberg
Barclays Municipal Bond Index. Gross returns in in U.S. dollars. Past performance
does not guarantee future results.

In addition to stronger returns by the ESG leaders, they also traded at
tighter spreads during the market stress, even though there is only a
loose correlation between ESG profiles and credit ratings. As a risk
control asset, these characteristics are important factors for investors
looking for consistency in downside mitigation, another interesting proof
statement for our sustainable investing philosophy. For more insight into
our approach to sustainable fixed income, see the blog What Happened
with ESG and Quality in Bond Market Turmoil.
RESPONDING TO CHANGE

As investors respond to the systemic risks presented by the coronavirus,
there is no doubt that this crisis has brought to light questions regarding
the management of workers’ health and safety, employee financial
security, supply chain disruptions and risk management protocols.
In the act of advising on how to respond during this crisis, the United
Nation’s Principles for Responsible Investing (PRI) and United Nations
Global Compact both released guidance for investors and businesses to
consider as responsible investors and ethical business leaders. One of
the immediate actions PRI encourages investors to do is engage with
companies who are failing their crisis management. This means talking to
companies who are failing to protect worker’s either by not providing a
clean and safe work environment, protective equipment, or unfair sick
leave. As active owners, in our own discussions with companies we try to
make sure that employee and contractor health and safety and robust
governance of sustainability issues are among their highest priorities. We
discuss with companies how they are managing these risks as well as
understanding the targets and improvements they are trying to achieve.
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ESG FOR TODAY AND THE LONG-TERM

The market stress brought on by the COVID-19 crisis has changed the
investment landscape, and investors are responding by allocating further
to sustainable investing strategies. By evaluating and engaging on
issuers’ ESG characteristics, investors not only mitigate portfolio risk but
also contribute to promoting the health of the market overall. We observe
a growing cohort of investors acknowledging the relevance and
materiality of ESG characteristics to the investment management
process, and we anticipate that the events surrounding COVID-19 will act
as a catalyst, drawing more investors to adopt this philosophy as a
means of promoting long term value creation in their portfolios.
Learn more about sustainable investing at Northern Trust Asset
Management.
How is this blog post? Click one: Like it — Just okay — Don’t like it
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For more insights, visit
pointofview.northerntrust.com
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