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How ESG Affects Equity
Valuation, Risk, and

Performance

GUIDO GIESE, LINDA-ELING LEE, DIMITRIS MELAS,
ZOLTAN NAGY, AND LAURA NISHIKAWA

ABSTRACT: Many studies have focused on
the relationship between companies with strong
environmental, social, and governance (ESG)
characteristics and corporate financial performance.
Houwever, these have often struggled to show that
positive correlations—uwhen produced—can in
fact explain the behavior. The authors of this
article provide a link between ESG information
and the valuation and performance of companies,
by examining three transmission channels within
a standard discounted cash flow model—which
they call the cash-flow channel, the idiosyncratic
risk channel, and the valuation channel. They
tested each of these transmission channels using
Morgan Stanley Capital International ESG Rat-
ings data and financial variables. This showed
that companies” ESG information was transmitted
to their valuation and performance, both through
their systematic risk profile (lower costs of capital
and higher valuations) and their idiosyncratic risk
profile (higher profitability and lower exposures to
tail risk). The research suggests that changes in a
company’s ESG characteristics may be a useful
financial indicator. ESG ratings may also be suit-
able for integration into policy benchmarks and
financial analyses.

TOPICS: ESG investing, security analysis
and valuation, risk management*®

nvironmental, social, and gover-

nance (ESG) investing is a very

broad field with many different

investment approaches addressing
various investment objectives. At a top level,
we can break down ESG investing into three
main areas that each have their own invest-
ment objective: First, ESG integration, in
which the key objective is to improve the
risk—return characteristics of a portfolio.
Second, values-based investing, in which the
investor seeks to align his portfolio with his
norms and beliefs. Third, impact investing,
in which investors want to use their capital
to trigger change for social or environmental
purposes, for example, to accelerate the decar-
bonization of the economy. In this article, we
focus on the first investment objective—ESG
as a means to achieve financial objectives in
portfolio management.

In recent years, many researchers from
both academia and the asset management
industry have analyzed the relationship
between the ESG profile of companies and
their financial risk and performance charac-
teristics. In fact, research has been so plentiful
that several meta studies' have summarized

"For example, see Carpenter and Wyman

(2009) and Fulton, Kahn, and Sharples (2012).
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the results of over 1,000 research reports and found
that the correlation between ESG characteristics and
financial performance was inconclusive: The existing
literature found positive, negative, and nonexistent
correlations between ESG and financial performance,
although the majority of researchers found a positive
correlation.

The reasons for these inconclusive results likely
stems from the different underlying ESG data used and
the varying methodologies applied, especially in how
far they control for common factor exposures. However,
even researchers finding a positive correlation between
ESG and financial performance often fail to explain the
economic mechanism that led to better performance,
as they typically focused on historical data analysis. A
paper by Harvey, Liu, and Zhu (2016) highlights that
this type of purely data-focused research entails the risk
of correlation mining, that is, overfitting a financial model
to a specific dataset to observe correlations that will not
prevail when tested out of sample.

Another criticism mentioned in a paper by Krueger
(2015) is the fact that many empirical studies analyzing
the link between ESG and financial performance do
not strictly differentiate between correlation and cau-
sality. Often, a correlation between ESG and financial
variables is implicitly interpreted to mean that ESG is
the cause and financial value the effect, although the
transmission easily could also be reversed. For instance,
one can argue that companies with high ESG scores are
better at managing their risks, leading to higher valua-
tions. Alternatively, companies with higher valuations
might be in better financial shape and therefore able to
invest more in measures that improve their ESG profile;
such investments might lead to higher ESG scores.

To address these issues, this research article takes a
different approach. Instead of simply looking for correla-
tions between ESG characteristics and financial perfor-
mance in historical data, we first analyze the transmission
channels from ESG to financial performance and develop
a fundamental understanding of how ESG characteristics
affect corporations’ valuations and risk profiles. After-
wards, we verify these transmission mechanisms using
empirical analysis.

The advantages of this type of approach are three-
fold: First, it mitigates the risk of correlation mining
between ESG data and financial performance data. We
use Morgan Stanley Capital International’s (MSCI’)
Barra Global Equity Model for all financial and risk
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data. Model data has not been fitted in any way to the
underlying ESG dataset. Secondly, it reduces the risk
of finding correlations that are caused by unintentional
exposures to common factors. Thirdly, it better differ-
entiates between correlation and causality by studying
transmission channels.

In essence, our analysis is designed to help explain
how ESG aftects the financial profile of companies in
a fundamental way, thus producing more convincing
evidence than simple correlation studies. In the online
supplement, we present key performance measures of
the MSCI ESG Universal Index (which re-weights
components in the MSCI ACWI Index according to
their ESG profile) and the MSCI ESG Leaders Index
(which performs a best-in-class selection based on ESG
ratings). Both ESG indexes, which are based on MSCI
ESG Ratings, showed lower levels of risk, improved in
risk-adjusted returns and higher levels of valuation in
line with this study’s findings.

A positive impact of MSCI ESG Ratings on per-
formance and risk figures was also found in the quan-
titative analyses of Dunn, Fitzgibbons, and Pomorski
(2016) as well as Porse et al. (2017). Therefore, this paper
does not focus on reproducing these positive risk and
performance results. Instead, we focus on explaining the
economic reasons for these results.

WHY ESG MATTERS

To develop a fundamental understanding of how
ESG characteristics affect corporations’ financial pro-
files, we rely on existing corporate finance models in
establishing the transmission channels of ESG to the
financial world.

Studies by El Ghoul et al. (2011) and Gregory,
Tharyan, and Whittaker (2014) show that a discounted
cash-flow (DCF) model framework (which describes a
company’s value as the sum of future cash flows, dis-
counted at the cost of capital) can be used to break down
the influence of a corporation’s ESG profile on equity
valuations, including cash flows, risk, and cost of capital.
The authors argue that it is important to differentiate
between the systematic and idiosyncratic risk of equities.
Gregory, Tharyan, and Whittaker (2014) explain that
systematic risk is macroeconomic in nature and describes
the general market risk all companies are exposed to, for
example, the risk of shocks in commodity prices, interest
rates, or inflation rates. Systematic risk also includes
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industrywide issues such as regulatory changes, tech-
nological developments, and stranded assets.

In contrast, firm-specific risk is particular to a
company. The distinction between systematic and firm-
specific risk is highly important for analyzing the impact
of ESG characteristics on corporate valuation because
investors can typically diversity away firm-specific risk.
Therefore, it is solely the systematic risk component
that determines shareholders’ required rate of return as
compensation for the risk to which they are exposed.
Consequently, within a DCF model, systematic risk is
typically captured through the cost of capital (i.e., the
denominator in the DCF model), whereas firm-specific
risk 1s linked to the numerator of the DCF model, that
is, future cash flows. We follow this approach and use a
standard DCF model as a starting point of our analysis.
However, instead of simply analyzing the impact of ESG
characteristics through the discounted cash flow model,
we take the investor’s perspective and break down the
influence of ESG characteristics on corporations into
three transmission channels: the cash-flow channel, the
idiosyncratic risk channel, and the valuation channel.

In the next two sections, we analyze the two idiosyn-
cratic transmission channels and the systematic risk channel.
Next, we assess the question of causality of ESG.
Subsequently, we analyze the financial value of ESG
rating changes before examining the intensity—longevity
profile of ESG ratings compared to common factors.
Finally, we show the impact of the various ESG trans-
mission channels on financial performance.

DATA AND METHODOLOGY

We now validate the three transmission channels
using MSCI ESG Ratings’ for the MSCI World Index
universe for the January 2007 to May 2017 time period.
The universe contains over 1,600 stocks and is there-
fore sufficiently diversified for the statistical analysis per-
formed in this article. All risk and factor calculations are
performed using the Barra Long-Term Global Equity
Model (GEMLT).

All the results shown in this article are neutral-
ized for industry exposure (through the use of industry-

*For more information see http://www.msci.com/prod-
ucts/esg/about_msci_esg_research.html; https://www.msci.com/
esg-ratings.
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adjusted ESG scores) and size. We created size-adjusted
ESG scores as the residuals from regressing standard
MSCI ESG scores on the size exposure in the GEMLT
model and an intercept variable.

In our analysis, we show the distribution of finan-
cial variables across five size-adjusted ESG score quintiles
(Q1 to Q5), with Q1 indicating the companies with the
lowest ESG rating and Q5 the highest-rated companies.
Financial variables, such as beta or book-to-price ratio,
are based on GEMLT and are therefore in the format
of Z-scores.” For each of these financial variables, we
show in the exhibits the average value over the 10-year
observation period as square dots, the current exposure
as round dots, and the 5% to 95% range of observed
values as vertical bars.

The results of all simulations, including the cor-
responding f-statistics that show their statistical signifi-
cance, are summarized in the online supplement.

IDIOSYNCRATIC TRANSMISSION
CHANNELS

In this section, we analyze the company-specific
impact of ESG on risk and performance. The firm-
specific risk profile of companies is transmitted through
the numerator (future cash flows) in the DCF model
framework and can be broken into two separate chan-
nels: the transmission of ESG into future opportunities
and therefore into profitability on the one hand, and the
transmission to firm-specitic downside risk protection
on the other.

Cash-Flow Channel

The cash-flow transmission channel can be sum-
marized as follows:

o = 1. More 2. Higher 3. Higher
Strong ESG Profil o L ara
Competitive Profitability Dividends

’ Z-scores are normalized values, calculated by first sub-

tracting the cross-sectional mean from all values and then dividing
the difference by the cross-sectional standard deviation. Z-scores
have zero mean and unit standard deviation. Following the GEMLT
methodology, for risk-related variables, we subtract cross-sectional
global means; for fundamental data-related variables, we subtract
cross-sectional country means to control for potential country biases
in fundamental data. Standard deviation is calculated globally.
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The work of Gregory, Tharyan, and Whittaker
(2014) explains the economic rationale of the cash-flow
channel:

1. Companies with a strong ESG profile are more
competitive than their peers. For instance,
this competitive advantage can be due to the more
efficient use of resources, better human capital
development, or better innovation management.
In addition to this, high ESG-rated companies
are typically better at developing long-term busi-
ness plans and long-term incentive plans for senior
management.

2. High ESG-rated companies use their competitive
advantage to generate abnormal returns, which
ultimately leads to higher profitability.

3. Higher profitability results in higher dividends.

The competitive advantage of high ESG-rated
companies cannot be readily observed. Therefore, our
empirical analysis focuses on the second and third steps
of the cash-flow channel, that is, higher profitability
and higher dividends.

Higher profitability and dividends. We
found data supporting the assertion that high ESG-
rated companies (Q5) were more profitable and paid
higher dividends, especially when compared to bottom
quintile (Q1) companies, as can be seen in Exhibits 1
and 2.

High-dividend yields play an essential role in our
analysis because sustainability investors typically have
a long-time investment horizon (Eccles and Kastrapeli
2017). Gupta, Melas, and Suryanarayanan (2016) ana-
lyzed the importance of dividends for long-term per-
formance. Exhibit 3 illustrates their breakdown of the
total return for the MSCI ACWT Index into stock price
increases, dividends, and dividend growth, over different
time periods. The performance contribution of divi-
dends to portfolio returns was increasingly important
as time horizons lengthened.

Therefore, the apparent tilt of high ESG-rated
strategies such as the ESG Universal Index toward high
dividend-paying companies may have helped enhance
medium- to long-term improvement of risk-adjusted
returns. Performance data can be found in the online
supplement.
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ExHIBIT 1
Gross Profitability of ESG Quintiles
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Notes: Gross profitability (Z-score) of size-adjusted ESG quintiles is
computed as most recently reported sales less cost of goods sold, divided by
most recently reported company total assets. Data from January 2007 to
May 2017. Average value over the period is represented by square dots;
current exposure by round dots. The vertical bars represent the 5% to
95% range of observed values.

ExXHIBIT 2
Trailing Dividend Yield of ESG Quintiles
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Notes: Trailing dividend yield (Z-score) of size-adjusted ESG quintiles
is computed by dividing the trailing 12-month dividend per share by the
price at the last month end. Data from January 2007 to May 2017.
Average value over the period is represented by square dots; current expo-

sure by round dots. The vertical bars represent the 5% to 95% range of
observed values.

Jury 2019

It is illegal to make unauthorized copies of this article, forward to an unauthorized user, or to post electronically without Publisher permission.


https://jpm.iijournals.com/content/45/5

It is illegal to make unauthorized copies of this article, forward to an unauthorized user, or to post electronically without Publisher permission.

EXHIBIT 3

In the Long Run, Cash Flows to Shareholders
Drive Most of the Portfolio Return

100%r 6o%
90% - .
80%

70% |

60% 64.5%

50% | 59.6%
40% |

41.0%  38.5%
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Notes: The graph presents a decomposition of the total return of the
MSCI ACWI Index for the time period from December 1994 to
September 2015. Total return is decomposed into dividend yield and
price return components, and price return is further decomposed into
dividend per share (company fundamental) growth and price-to-dividend
(valuation ratio) growth.

Idiosyncratic Risk Channel

The second company-specific transmission channel
relates how well high ESG-rated companies manage
their business and operational risks. Their stock prices
typically have shown lower idiosyncratic tail risk, as
outlined below:

Strong ESG Profile m

The economic rationale for this transmission
channel is explained in research by Godfrey, Merrill,
and Hansen (2009); Jo and Na (2012); and Oikonomou,
Brooks, and Pavelin (2012). It is summarized as follows:

3. Lower Tail
Risk

1. Companies with strong ESG characteristics typi-
cally have above-average risk control and compli-
ance standards across the company and within their
supply chain management.
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2. Because of better risk control standards, high
ESG-rated companies suffer less frequently from
severe incidents such as fraud, embezzlement, cor-
ruption, or litigation cases (cf. Hong and Kacper-
czyk 2009) that can seriously impact the value of
the company and therefore the company’s stock
price. Hoepner, Rezec, and Siegl (2017) call this
an “insurance-like protection of firm value against
negative events.”

3. Less-frequent risk incidents ultimately lead to less
stock-specific downside or tail risk in the com-
pany’s stock price.

The authors also support this transmission channel
by empirical analysis. For instance, Hoepner, Rezec,
and Siegl (2017) observe that high ESG-rated compa-
nies showed statistically significant lower downside risk
measures such as volatility, lower partial moments, and
worst-case loss.

We will now verity each step of the idiosyncratic
risk channel.

Better risk management practices. The anal-
ysis of companies’ exposure and management techniques
in relation to environmental, social, and governance
risks is the backbone of MSCI ESG Research’s frame-
work: The MSCI ESG Rating model measures both risk
exposure to and risk management of a company’s key
ESG issues. The online supplement shows an overview
of the key risk issues that are assessed as part of the MSCI
ESG Rating research process.

To score well on a key issue, management needs
to be commensurate with the level of exposure: A com-
pany with high ESG risk exposure must also have very
strong management, whereas a company with limited
exposure can have a more modest approach. Conversely,
a highly exposed company with poor management will
score worse than a company with the same management
practices but lower exposure to the risk.

In each of 157 Global Industry Classification Stan-
dard (GICS) sub-industries, the MSCI ESG Rating
model incorporates only a handful of key issues that it
determines are the most financially significant for the
specific industry. That is, not all ESG issues are consid-
ered important; those that are not deemed significant
do not carry a weight in a company’s rating. In essence,
the MSCI ESG Rating is a reflection of companies’
residual risk exposure to their industry’s most signif-
icant key issues after taking into account companies’
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