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Why incorporating ESG into an investor’s toolkit is no 
longer optional

How to think more clearly about ESG Risk

How Morningstar’s suite of ESG Ratings can help
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Michael Jantzi, Sustainalytics
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ESG Investing is at an Inflection Point

Integration Impact Alignment Regulation
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Integration

PRI Signatory Growth



6

Impact

Green Bonds
enable capital-raising and investment 

for new and existing projects 
with environmental benefits

Social Bonds
are use of proceeds bonds that 
raise funds for new and existing 

projects with positive social outcomes

Sustainability Bonds
are bonds where the proceeds will be 
exclusively applied to finance or re-
finance a combination of both Green 

and Social Projects
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Alignment

Schroders 2019 
Global Investor Study

Morgan Stanley
Sustainable Signals 
2019 Survey

Cambridge Institute
for Sustainability 
Leadership 2019 Survey
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Regulation



Simon MacMahon, Sustainalytics
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Common Misunderstandings

ESG is not just 
about values

ESG is 
not restricting

ESG can support 
traditional investment 

objectives
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▪ ESG is simply more information on a company’s situation, its products 
and its management of its impacts and risks.

▪ ESG information should then be seen as an extension of the traditional 
financial information set. 

▪ Alternative and additional information can only enhance decision 
making.  How you use ESG in your investment process is entirely up to 
you and your clients.

What is ESG?
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The Motivations for Using ESG in Your Investment Process

Financial
Risk

Positive 
Impact

Personal
Values
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ESG and Values-Based Investing

Energy

Arctic Oil 
& Gas

Nuclear 
Power

Oil & Gas Oil Sands Shale 
Energy

Thermal 
Coal

Genetically 
Modified Plants 
& Seeds

Palm Oil Pesticides

Values-Based

Alcoholic 
Beverages

Cannabis Tobacco Fur & Specialty 
Leather

Adult 
Entertainment

Gambling Pork 
Products

Business Practices

Animal 
Testing

Predatory 
Lending

Whale 
Meat

Controversial 
Weapons

Military 
Contracting

Riot 
Control

Small Arms Abortion Contraceptives Human Embryonic 
Stem Cells

Environment

Life EthicsDefense & Military
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Impact Themes and Sustainable Development Goals

Impact Themes
Sustainable Development Goals
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What is ESG Risk?

ESG Risk
ESG Risk looks at all the ESG issues that a company is exposed to that 
have the potential to materially (i.e. financially) affect their 
company’s performance. We then assess how much of that risk is well 
managed by the company and how much unmanaged risk remains. 

Issue Exposure
Is the degree to which a company is exposed to Material ESG Issues 
(e.g. human capital or land use and biodiversity)

Issue Management
Measures a company’s preparedness and track record in managing its 
exposure to its material ESG issues through an assessment 
of policies, programs, management systems and controversies.

Issue Exposure – Issue Management = Unmanaged ESG Risk
(for that issue)
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ESG Risk Varies Across Different Industries and Companies

▪ Subindustries face different levels of ESG risk; divergence can be very significant.

▪ Level of risk is determined by exposure to different ESG issues.

▪ Exposure is driven by industry affiliation, business model, cultural background, financial strength, geographic structure 
of revenues and assets, etc.
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ESG Risk Varies Across Different Industries and Companies



Daniel Rohr, Morningstar
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Morningstar Equity Research

67 Researchers
767 Companies

17 Researchers
328 Companies

25 Researchers
304 Companies

16 Researchers
159 Companies

Fundamentals-Focused | Long-Term Oriented | Objective: Business Valuation 
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Values & Valuation: Considerable Overlap, But Far from Perfect

Business 
Valuation

ESG
Values
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Facebook’s “bad” behavior has led dozens of brands to boycott the site…
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…but also facilitated the firm’s ascent to market leadership.

Number of Monthly Active Facebook Users 
Worldwide (Millions)

Facebook
Market Capitalization

+1,220%
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Values & Valuation: Whose gets to define what’s good and what’s bad?

Your
Values

My
Values
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Values & Valuation: Without a unit of measure, how can we weigh trade-offs?

Values

Values
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Do the global benefits of nuclear power outweigh its local costs? 
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Is ESG investing hopelessly at odds with traditional investing?

Traditional
Investing

ESG
Investing
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Risk-based approach to ESG augments traditional investing.

Risk
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While we don’t think the impact of such a boycott by advertisers on Facebook revenue will be significant (as we 

indicated in our June 29 note), we remain concerned about the long-term risk of increased regulations.

Facebook’s reaction to the boycott movement could lead to various organizations and politicians demanding 

changes to Section 230 of the Communications Decency Act, which provides liability protection for 

online firms. As we mentioned in our March Observer, “Antitrust Flexing Its Anti-Big-Tech Muscle: Google and 

Facebook Do Not Face Significant Damage,“ with Facebook further taking editorial control of content, 

it may be viewed in courts and by lawmakers as a publisher and not a distributor, possibly removing the 

protection of Section 230.”

Ali Mogharabi, Senior Analyst covering Facebook (July 8, 2020)

Applying the risk-based approach: Facebook 

“
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Risk-based approach to ESG is not divorced from value judgments.

Values Shift
Regulations, 
Behavior, and 

Technology Evolve 

Corporate Cash 
Flow Trajectories

Change

Business 
Valuations Adjust
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Society’s values change slowly, so many ESG risks are “long-dated”.

Share of US adults who say dealing with global climate change 
should be a top priority for the president and Congress

Share of US adults that think the use of marijuana 
should be made legal
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Firms with less ESG risk exposure are more likely to possess a durable 
competitive advantage.



Aron Szapiro, Morningstar
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Negative Externalities, ESG Risk, and Policy

Cost on Income Statement Cost to Others
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Financial Regulators Are Concerned

The ECB, acting within its mandate, can—and should—actively support 
the transition to a low-carbon economy, in two ways: first, by helping 
to define the rules of the game and, second, by acting accordingly, without 
prejudice to price stability.”

Benoît Cœuré, Member of the Executive Board of the European Central Bank

“
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Financial Regulators Are Concerned

Through the ambitious targets set in the historic Paris climate 
agreement, and the commitment to be a world leader in renewables, Europe
is already leading the fight against climate change. But to get there, 
Europe’s financial sector must lead the green transition and make our 
Union the global destination for sustainable investment. There is no greater 
return on investment then a healthy planet and economy.“

Jean-Claude Juncker, President of the European Commission

“
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U.S. Regulatory Barriers to ESG will Break

ERISA is at odds 
with requirements elsewhere 

in the world

Other countries’ regulators will 
define the standards



Hortense Bioy, Morningstar
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Why?

▪ Surging investor interest in 
sustainability issues

▪ More asset managers are 
incorporating ESG factors into 
investment decisions

▪ Growing number of ESG  funds

▪ Strong inflows into ESG funds

Introduction to the Morningstar ESG Commitment Level

Investors need help 
understanding:

▪ How ESG informs investment 
strategies

▪ Which funds and asset managers 
are subpar/best-in-class
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Introduction to the Morningstar ESG Commitment Level

Scope

All funds and asset managers 
rated by Morningstar Analysts 

~4,000 funds, 
~450 asset managers

ESG Evaluation distinct from 
Morningstar Analyst Rating

Complement the Morningstar 
Sustainability Rating
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Morningstar ESG Commitment Level: for Funds

Leader
Strategies that our analysts believe are the very best ESG offerings, with top-flight resources 
available to them, that fully incorporate ESG factors into the investment process and have a 
well-implemented active ownership program.

Advanced
Strategies that our analysts consider well resourced, that integrate ESG factors into the 
investment process to a significant degree and have a sound active ownership program. 

Basic
Strategies that consider ESG factors, but, in our analysts' view, ESG considerations are not 
sufficiently incorporated into the investment process. 

Low
Strategies that do not incorporate ESG factors into the investment process or do so in a very 
limited way. 
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Morningstar ESG Commitment Level: for Asset Managers

Leader
Asset managers that our analysts consider the most committed to ESG, with a strong ESG 
philosophy, extensive ESG policies, significant resources, and a well-implemented and transparent 
active ownership program.

Advanced
Asset managers that we believe are among the better firms at incorporating ESG factors into their 
investment processes, are well-resourced, and have a sound active ownership program, but are 
lacking in one key aspect.

Basic
Asset managers that demonstrate some commitment to ESG but ESG considerations may not be 
fully integrated across most investment processes. These firms may be relative newcomers to ESG 
and still building their capabilities.

Low
Asset managers that our analysts believe demonstrate little or no commitment to ESG. These may 
be firms with limited dedicated resources that incorporate ESG considerations across a small 
number of strategies. 
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Morningstar ESG Commitment Level – Methodology Highlights

* Only 2 pillars for passive funds (Process and Asset Manager)

Process

Resources

Asset Manager

3 pillars*

Philosophy & Process

Resources

Active Ownership

3 pillars



43

Morningstar ESG Commitment Level

White paper in mid-Q4 Global Fund Reports in 2021 All Morningstar products in 2021



Madison Sargis, Morningstar
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Who is the Quant Team?

data scientists, researchers, technologists, 
engineers, and analysts around the globe

Bioinformatics
Computer Science
Electrical Engineering
Finance
Fracture Mechanics
Information Technology

Mathematics
Mechanical Engineering
Policy Analysis
Statistics
Systems Science
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Surging Investor Interest in ESG Funds

Source: Morningstar Direct. Data as of 6/30/2020. *YTD 2020 as of 6/30/2020.
Included ESG Integration, Impact, and Sustainable Sector Funds as defined in Sustainable Funds U.S. Landscape Report, 2019. Includes funds that have been liquidated, does not include funds of funds.
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ESG & Performance
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Preliminary Findings
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▪ ESG information cannot be ignored

▪ Morningstar is committed to helping investors rigorously evaluate ESG

▪ Morningstar ESG Risk Model

▪ Publishing data on Quarterly Globe Performance

So What?
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Why incorporating ESG into an investor’s toolkit is no 
longer optional?

How to think more clearly about ESG Risk?

How Morningstar’s suite of ESG Ratings can help?

1

2

3




