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In this paper we review the academic evidence for the existence - or not - of an ‘ESG factor
premium’. It is clear that as the market’s understanding and adoption of ESG has developed, its
market impact has also evolved. There are also definition and measurement issues that complicate
comparison across time and different data sets. However, our reading of the evidence suggests
that it is hard to find a persistent positive ESG premium in established ESG data scores, and that
elements of ESG characteristics overlap with established risk factors, such as quality. However,
ESG characteristics that don’t overlap with established risk factors may have some usefulness
and there is stronger evidence that ESG can still contribute to the quality of investment returns
by lowering risk. Finally, we acknowledge that market efficiency assumptions will influence how
measured ESG retains any premium or if it becomes factored into share prices, and how ESG that is
known but not measureable is likely to remain an important contributor to returns.
We are frequently asked how much the integration of ESG into our

that element of the return that came from ESG. This is where ESG

approach contributes to total investment returns. The question

scores may be helpful.

presumes that the ESG return can somehow be separated from

Although there are multiple providers of ESG scores, and nearly

any ‘non-ESG’ component of the investment return. For this to
be possible ESG would need to be defined in the context of an
investment return.

as many opinions as there are providers (see Owners’ Perspective
Q3 2019), they are nevertheless a systematic assessment of ESG
characteristics. Hopefully this means that although there may

This is not straightforward, but fundamental risk models already

be inconsistencies at an individual company level, across the full

attempt to do something similar by estimating the returns of a

opportunity set the inconsistencies even out leaving a worthwhile

particular shared characteristic, or factor, and then measuring

signal in aggregate.

to see how well the investment return correlates with this

About a year ago the RBC GAM quantitative investment team

estimation. Investment factors such as size, region or industry are
all well-known examples of this.
It follows then that if we could create an estimate of ESG, the

tested the usefulness of this signal using both MSCI and
Sustainalytics data to create market, size and sector-neutral
portfolios. Summaries of the results are shown by Exhibit 1 and 2.

same process could be followed to decompose a return to unpick

Exhibit 1: Performance of Sustainalytics ESG
scores

Exhibit 2: Performance of MSCI ESG scores

Source: Sustainalytics. Data as at December, 2017.

Source: MSCI Index. Data as at December, 2017.
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The results indicate that neither MSCI nor Sustainalytics scores

from OWL Analytics between March 2009 and March 2018. Existing

are associated with positive performance. The results for Europe

risk factors included not only size and geography but also style,

were slightly more encouraging, however, with modest positive

picking up on any bias strong ESG may provide towards quality or

returns. It is unclear why this should be the case but it does

sustainable growth.

reflect known regional biases within ESG data; the ESG signal in

The results are summarised below in Exhibit 5 and show that

Europe should be stronger. One can conjecture that European
investors have been early adopters of ESG principles and have a
home region bias, or that maybe the scores have been developed
using European disclosure norms. In particular, larger firms tend
to have higher scores than smaller firms which will also impact
market cap-weighted return calculations (see Exhibit 3

returns from ESG have evolved over time. Those for Factor ESG
(red) have generally been weak and are confirmed by information
ratios close to zero. It is interesting to note that returns from
Raw ESG (blue) have been improving in the U.S. (and to a lesser
extent in developed markets ex U.S.) since 2012 and that this
appears to be led by Residual ESG (green). Information ratios are

and 4).

positive across all regions. The paper notes a size bias in favour of

A 2018 study by Axioma also adopted a regional approach but

Residual ESG in smaller companies, perhaps indicating that there

went a step further by separating any signal in the raw ESG data

are ESG characteristics that are important in smaller firms but

that overlapped with existing risk factors (‘Factor ESG’) from that

that they are being under-reported.

which didn’t (‘Residual ESG’). The study used aggregated ESG data

The results of this study appear to confirm something that

Exhibit 3: Average ESG score by market cap

Exhibit 4: Sustainalytics ESG rating by geography

Source: Based on survey of 4,150 Sustainalytics ratings, ‘Ratings that
don’t rate - the subjective world of ESG ratings agencies’. American
Council of Capital Formation, 2018.

Source: Based on survey of 4,150 Sustainalytics ratings, ‘Ratings that
don’t rate - the subjective world of ESG ratings agencies’. American
Council of Capital Formation, 2018.

Exhibit 5: Trailing 36-month, rolling active returns

Source: ESG’s Evolving Performance, Axioma. Data as at July, 2018.
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stock-pickers such as ourselves have long felt to be true: that

accept that if ESG is a valid indicator of future profits (Huang et

an analysis of ESG can help uncover risk sources that are not

al, 2015, Edmans, 2011) then it should also be a good predictor of

captured by traditional dominant factors like size, style or region

returns. But they point out that this will only be the case if this

- what is often referred to as stock-specific risk. This reflects

knowledge is not already in the price. If it is in the price, then ESG

the fact that certain ESG aspects are shared by many firms, for

will have a neutral impact. Conversely, if investors are motivated

example governance where legal structures are common, or

by values and favour ESG over and above returns, then ESG may

perhaps environmental exposures which can be bigger than

even be a negative predictor of returns.

any one firm or even industry. But there will also be aspects of

The consequence of this argument is that returns from ESG are

ESG that are more individual and unique to firms, such as the
development of human capital and innovation.

contextual. They are determined not just by the ESG credentials
of the companies but also the market efficiency of how well these

Both of these studies indicate that the results from ESG scores

are understood by investors, as well as the preferences of ESG

have been weakest in the U.S. even though the most recent data

investors themselves.

has been stronger. A 2016 study by the Swiss Finance Institute,

Their paper tested a number of ESG-related data sources

authored by Brandon and Kruger, doesn’t capture much of the
most recent improvement indicated in the Axioma study as the
data used runs from 2002 to 2015. Nevertheless it contributes
to the debate about the returns from ESG by showing how
sustainability can improve the quality of returns, see Exhibit 6
below.

including accounting accruals (as a proxy for governance, Jan
63 – Mar 19), MSCI ESG scores (Jan 07 - Mar 19), scope 1 & 2 carbon
intensity (Trucost, Jan 09 – Mar 19) and classification as part of a
‘sin’ sector (Jan 63 – Mar 19). The results indicated that the only
series with information not already contained within share prices
was accruals. MSCI ESG data and carbon intensity had negligible

Thomson Reuters and MSCI data was used for Environment

useful information. Interestingly, ‘sin stock’ classification was

and Social scores of U.S. fund management firms’ holdings to

not a good predictor of company fundamentals but non-sin

derive an overall ‘sustainability’ score. The results indicate that

stocks showed some weak evidence of trading at more expensive

portfolios with lower levels of ‘sustainability’ performed best over

valuations, perhaps indicating less investor demand for sin

the period but were more volatile. As such, ranking the portfolios

sectors.

in terms of their risk-adjusted returns (or Sharpe Ratio), made the

One could argue that the poor result from the MSCI ESG scores

most sustainable portfolios the most attractive.

is because the data is already captured within share prices; that

It is perhaps understandable, from a glance at the simple returns

the market is efficient. A pure form of this argument would be that

from the U.S. data used in the SFI study, why many investors have

only ESG not captured in ESG scores has future power.

assumed that implementing ESG must come at a cost. The returns

But that doesn’t necessarily mean that ESG scores are without

of high sustainability portfolios were lowest. And yet many argue
that better, more sustainable businesses generate better financial
results and that this ultimately drives share prices.

impact and it is possible that the growing influence of ESG scores
is influencing investors another way. By making ESG credentials
more visible, ESG scores are enabling ESG-motivated investors

A recent paper by Pedersen, Fitzgibbons and Pomorski proposes

to construct portfolios that better match their values, potentially

a theory that reconciles these two contradictory points of view

even at the expense of marginal investment returns.

(‘Responsible Investing: The ESG-Efficient Frontier’, Nov 19). They

This is an idea that is explored by Ciciretti, Dalò and Dam

Exhibit 6: Swiss Finance Institute (2016)

Source: The Sustainability Footprint of Institutional Investors, Swiss Finance Institute. Brandon & Kruger. Data as at 2016.
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(‘The Contributions of Betas versus Characteristics to the ESG

ESG into an investment process adds to the returns, these

Premium’, Dec 19). After performing factor attributions using CAPM

academic results can present confusing and, at times, seemingly

(capital asset pricing model) and established (Fama-French)

conflicting results. Care must be taken in their interpretation

factor returns they found that two different sets of ESG data

because time series, data sources and risk models used will vary.

(Asset 4 and Vigeo-Eiris, 04-18) display a negative return premium.

However, trying to pull the different strands together we can

They surmised that this is caused by either investors demanding

perhaps summarise the discussion as follows:

higher returns from firms with weak ESG to compensate them

•

for high levels of stakeholder risk, or by investors ‘over-paying’
for firms with strong ESG scores, similar to how Pedersen et al
found non-sin stocks traded at higher valuations. They conclude

ESG scores.
•

to these residual elements that are more stock specific in

expected returns from ESG and that investors who demand higher

nature.

returns for higher risks explain less than 30% of the observed
•

The return on ESG is dynamic and appears to be positively
impacted in the short term by the growth of ESG investment

However, Ciciretti, Dalò and Dam also observe that the strength

strategies.

of the negative ESG premium has been diminishing. They suggest
that this is caused by stocks with strong ESG scores being bid up

ESG scores combine dominant factor returns and residual
elements. Any positive contribution appears to be due mostly

that investors who favour high ESG-scoring firms are lowering

negative premium.

There is little historical positive performance discernible in

•

As usage of ESG scores becomes more widespread investors

as more investors are attracted to investing using ESG principles.

should expect the information they contain to ultimately be

This is improving short-term returns for stocks with strong ESG but

absorbed by share prices.

only at the expense of diminished long-term returns. The thesis of

•

Although there is little evidence that ESG scores have

weight of money changing the ‘ESG term premium’ is corroborated

contributed positively to returns, there is some evidence that

in the paper, especially for 2013-17.

stronger ESG lowers portfolio risk, improving overall risk-

For investors who are keen to understand how much integrating

adjusted returns.

Exhibit 7: Comparison of coverage of ESG characteristics by rating agencies - 2008 versus 2018

Source: Rating the Raters: Evaluating how ESG Rating Agencies Integrate Sustainability Principles. Data as at, 2019.
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This may seem like a somewhat mixed picture for the contribution

be many important aspects of E, S and G that traditional scores

of ESG scores but supporters of ESG should not be despondent.

are struggling to capture. Important issues such as work-life

Remember, ESG data only records measureable ESG - there

balance, customer relationship management, vision and strategy,

remains a contribution for unknown ESG that cannot be captured

and environmental risk management for example.

by established ESG scores. This is still ESG but is likely stock

This leaves a lot of opportunity for the engaged responsible

specific in nature and may not be quantifiable. But we know it can
be important.

investor to capture value from integrating ESG into a process
over and above any contribution that may come from using ESG

It can also be significant. Just look at what the scores are not

scores. After all, as has been observed before, not everything that

capturing. A February 2019 paper called ‘Rating the Raters:

counts can be counted. Because of this, however, we will probably

Evaluating how ESG Rating Agencies Integrate Sustainability

have to accept that as long as meaningful amounts of ESG lie

Principles’ performed a comparative study of how ESG criteria

beyond the data, there is no simple answer to the question of how

used by ESG data providers had changed in the decade to 2018.

much has integrating ESG contributed to returns, other than the

They found that there had been an expansion in some key areas,

straightforward qualitative one of ‘a lot’.

especially relating to climate impact. However, there continue to
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