Academic research undertaken to examine the link, if any, between environmental, social and governance (ESG) factors and the financial performance of companies. 

Literature review

This section is a review of the most recent academic research that has been undertaken - including the results of any meta-studies available - to examine the link, if any, between environmental, social and governance (ESG) factors and the financial performance of companies. 

To address this question, we have carried out a literature review of the most relevant studies published over the past ten years, during the period 1996 to 2006. To be considered for inclusion in the literature review, the studies had to contain some empirical evidence and quantitative analysis of the linkages between ESG factors and financial performance. 

We identified nearly 90 studies that fall into this category. Around three quarters of the studies included have been published since the year 2000, with twelve studies appearing in 2006, up from five the year before and four in 2004, indicating a renewed interest in carrying out research into the relevance of non-traditional factors on the performance of companies. 
We found that this type of research is not solely the province of academic institutions or scientific journals. Financial institutions such as investment managers and pension funds are beginning to conduct their own research, though it remains true that most publications have emanated from university departments and academic press. 
In our survey, just under a quarter (21) of the studies had been published by major financial institutions, including studies from Deutsche Bank, WestLB, Bank Sarasin, Société Générale and UBS. 33 of the studies were published by academic institutions, most of the remainder were from companies and industry bodies, and from consultants.
Of the 88 studies included in our analysis, 55 originated in the United States, suggesting that the US is leading the field in terms of academic research into the role of ESG factors as a value driver. 
Interestingly, while the US is a major source of academic work into this area, it appears that the findings of this research (which are mainly very positive, as will be shown below) have yet to filter through to the investment community in the same way as has been observed in Europe, where SRI funds have blossomed and the mainstreaming of SRI has taken root much more widely than in the US. 34 studies came out of Europe (15 of these from the UK) and just three from the Asia-pacific region
.
Studies tend to have three main areas of focus, examining the impact of ESG factors on the performance of:
i) individual companies,
ii) industry sectors, or  
iii) investment portfolios/funds.
Several other meta-studies (other literature reviews) have also been undertaken in the past few years and we identified ten such reports published since 2000. The other meta-studies have yielded positive results for the business case for sound ESG management, and this literature review is no different in that respect, as will be demonstrated below.

In terms of the split between those studies looking at individual company performance, those looking at industry sectors, and those looking at funds, research is concentrated around company research, with 45% of the studies looking at company performance.

A full list of all the studies reviewed in this paper can be found in the Appendix. This list contains full details of each study including title, year of publication, author(s) and country of publication, as well as a brief abstract of each study’s methodology and conclusions.
Overall findings

A total of 88 studies were included in our literature review analysis. Some of the studies attempted to evaluate the link between a broad range of ESG factors and broad range of financial performance indicators, within the same study. 
But the majority of the studies have a fairly narrow focus, examining the link between a one or two environmental factors, such as pollution incidents and / or the existence of an environmental strategy, and the corresponding performance of a company in terms of one or two financial variables such share price or shareholder value. The prevalence of more specific individual ESG sub-factors and the types of financial measures used are examined later in this section.
The overall results showing the link between ESG factors and financial performance, irrespective of the types of ESG or financial variables featured in the studies, are shown in the chart below. 
The linkages are classified as being:

· positive, 
· neutral, or 
· negative.

These three types of correlation are defined in the table below:
	Positive correlation
	Neutral correlation
	Negative correlation

	Company/companies/fund had high ESG standards and strong financial performance
	Company/companies/fund had high ESG standards but no change in financial performance
	Company/companies/fund had high ESG standards but poor financial performance

	Company/companies/fund had poor ESG standards and poor financial performance
	Company/companies/fund had poor ESG standards but no change in financial performance
	Company/companies/fund had poor ESG standards but strong financial performance


In some cases, an individual study identified a mix of correlations, some positive, others neutral or negative, depending on the range of ESG factors and financial indicators examined and which ones were correlated with another. For this reason the total number of correlations in the table below exceeds the total number of studies included in the review (88 in total).
There were 79 positive correlations, 11 neutral relationships and just 9 negative correlations. This means that in 90% of cases, there is evidence from the studies to suggest that good ESG performance can be linked to good financial performance, and vice versa. 
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The chart below shows the total number of studies identified under the company, sector, investment fund/portfolio categories, together with the types of correlations found within those categories of study, be they positive, neutral or negative. 
For all categories of study the linkages found are primarily positive ones.
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Impact of particular ESG factors on specific financial indicators

A majority of the studies we reviewed cover the link between overall environmental policy and/or environmental performance and a specific but broad measure of financial impact. Indeed, this is where the focus of much of the research to date has been concentrated. 
This may be the case because the relevance of environmental policy and performance to company and shareholder value has been in the spotlight far longer than has been the case for social factors such as human capital management or a company’s record on human rights and labor rights. Corporate governance does, though, also feature prominently in many of the studies we identified. In addition, academics and investment analysts appear to be mainly concerned about the impact of ESG factors on company valuations.
Many studies do cover a number of ESG factors within the same report, so in this review of the current literature we have gone a step further and broken down the broad headings of environment, social and governance factors into individual ESG sub-factors, to show the range of individual ESG and financial indicators that are being considered in the research world.
Financial performance indicators

A distinction can be made between financial indicators which are quantitatively derived, which could be termed traditional ‘fundamentals’, and ‘intangible’ values which do not generally appear in company accounts, but which are very likely nonetheless to have an impact on shareholder value. 
The range of indicators that has been examined in studies in our literature review is described below (please see glossary for further definitions):

	Financial fundamentals
	Intangible values

	Shareholder Value
	P/E Ratio
	Reputation

	Share Price
	WACC
	Innovation

	Market Cap
	ROCE
	Competitive Advantage

	Market Share
	MVA
	Shareholder Relations

	BMV
	EVA
	Management Quality

	EBIT
	ROA
	Risk Avoidance

	EBITDA
	ROE
	

	Operating costs
	ROIC
	


Few of these indicators are considered on a consistent basis, however, with around half the studies focusing their analysis on an overall measure of financial performance, either share price impacts (51% of all studies) or the effect on shareholder value (46% of all studies, note that some studies look at both share price and shareholder value). Risk avoidance and impact on operating costs are the only other financial variables that feature prominently in the research work we reviewed.

[image: image3.emf]0% 10% 20% 30% 40% 50% 60%

Operating Costs

Risk avoidance

Shareholder value

Share price

Financial indicator

% of studies using indicator


As a proportion of all the instances of financial variables being considered in the 88 studies, share price and shareholder value together accounted for just over a quarter (27%) of the total, while all the intangible factors together accounted for 36% of all instances of financial indicators being considered (again, some studies consider a range of financial indicators).
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Environmental performance indicators

With so many of the studies in our literature review featuring environmental factors and their possible link to financial performance, we have carried out a separate analysis, reviewing the evidence for links between certain environmental factors and a variety of financial performance measures. 
We have classified the environmental factors under two main headings and it can be seen in the table below that a broad spectrum of environmental issues has been covered in the existing research:

	Environmental Policy and Management 
(Governance)
	Environmental Incidents (Events)

	Overall Environmental Strategy
	Audit/Verification
	Historic Liabilities

	Climate Change
	Accounting/Reporting
	Spills and Releases

	Oversight
	Eco-efficiency
	Toxic Emissions

	EMS
	Products/Services
	Hazardous Waste

	Training
	Profit Opportunities
	Biodiversity Loss


In 63 of the 88 studies the link between the existence of a sound environmental strategy and financial performance formed the basis of the analysis. 
In 25 of the studies the authors sought to investigate any link between the development of new environmental products and technologies and financial performance, and in 21 studies the impact on financial performance of a good approach to climate change management was assessed.
The presence of an environmental management system and link to financial impact was reviewed in 20 of the studies. 
Clearly then, the focus of the research to date has been on the importance of an overarching environmental strategy as a value driver. And in the studies looking at environmental strategy, the research has been conducted primarily to see if there is a link between environmental strategy and share price performance or shareholder value. 
Far less work has been undertaken to explore the relationship between more specific environmental factors and financial measures other than share price and shareholder value. 
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Just over a quarter of the studies examined the relationship between toxic emissions data records and financial performance and a similar proportion of the studies looked at company track records on spills and releases.
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Social and Governance factors
We have classified the social and corporate governance factors under a number of broad sub-headings, shown in the table below:
	Social Factors
	Governance Factors

	Human Resources
	Board Structure

	Health & Safety
	Board Remuneration

	Labour Rights / Human Rights
	Shareholder Rights

	Stakeholder Relations / Supply Chain
	Degree of Overall Compliance with Governance Codes

	Community Activities / Philanthropy
	


Around a quarter of all the studies we looked at (21 out of 88) examined human resources management, for example, the implementation of advanced workplace practices, and a similar proportion of studies (24 out of 88) considered supply chain issues and stakeholder relations. 
Good management of these social aspects of a business tended to be linked to improved financial performance.
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Where corporate governance is concerned, almost 40% of the studies we reviewed (35 out of 88 studies) examined the relationship between board structure and financial performance, and most found positive links. 
It should be noted that where studies are reviewing environmental and / or social factors and their impact on financials, in many instances board structure is considered within a broad corporate sustainability framework. 
In other words, such studies seek to establish how company boards and management have been structured to develop and oversee environmental and social policies, to implement them, and monitor environmental and social performance. The focus of the research in such cases is not looking at traditional governance structures, e.g., existence / independence of a remuneration or nomination committee.
For the purposes of this report, we have included any reference to board structure – within a traditional governance or an ESG management context – under the broad corporate governance category. 
We consider this to be a valid approach since the management framework describing responsibility for oversight of emerging environmental and social risks and opportunities can increasingly be regarded as an important dimension of the structure of a 21st century company board. 
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Conclusions
The volume of research suggesting that implementation of sound ESG policies and practices is linked to improved financial performance, or to out-performance, has been expanding over the last ten years.  

The literature review undertaken in this report found strong evidence for the existence of a positive relationship between ESG management and performance and financial performance. 
The implementation of a comprehensive environmental management strategy in particular can be linked to good financial performance, as can development of good governance structures. 
In 90% of the total number of ESG / financial performance relationships that were assessed, a positive correlation between ESG factors and financial performance was identified. In only 10% of cases could a negative relationship be said to exist.
These results are largely consistent with other literature reviews that have been conducted over the past few years.
	Title
	The Materiality of Social, Environmental and Corporate Governance Issues to Equity Pricing

	Author
	Brokerage House Analysts

	Publisher
	United Nations Environment  Programme Finance Initiative (UNEPFI) Asset Management Working Group

	Year
	2004

	Terms of Reference
	“The analysts were requested to identify specific environmental and social criteria likely to be material for company competitiveness and reputation in those sectors. We also asked the analysts to the extent possible to quantify their potential impact on stock price. As a suggestion for the analysts, the UNEP noted that climate change, occupational and public health issues/diseases, human labour and political rights and issues of corporate trust and corporate governance were likely to have financially material impacts.”

	Findings
	“11 reports from 9 brokerage houses found that 1) there was agreement that environmental, social and corporate governance (ESCG) issues affect long-term shareholder value and that in some cases, those effects may be profound; 2) the majority of analysts noted difficulties in comparative analysis due to the range of reporting practices for ESCG risks and opportunities; 3) financial research was greatly aided by clear government positions with respect to ESCG issues. In some cases, analysts were not able to provide in depth reports due to a lack of certainty regarding government policy. However, these results provide support for the thesis that effective management of these issues will contribute to growing shareholder value. The group feels that they should be taken into account in fundamental financial analysis and investment considerations.”


	Title
	Enhanced Analytics for a New Generation of Investor: How the Investment Industry Can Use Extra-Financial Factors in Investing

	Author
	James O'Laughlin and Raj Thamotheram

	Publisher
	Universities Superannuation Scheme Limited (USS)

	Year
	2006

	Terms of Reference
	“This report examines the extra financial factors (corporate governance, occupational health and safety and human capital practices, social and environmental impacts of corporate activity) on corporate and stock market performance. It specifically uses research of fund managers to simplify the connection between the extra financial facotrs and market performance.”

	Findings
	“Research suggests that investors price the information pertaining to tangible variables efficiently into stock prices, supporting the idea that the bulk of traditional written investment analysis adds little value. Extra-financial factors are playing an increasingly important role in the determination of stock prices and that to the extent that investors price them into equity valuations, they usually do so with a lag, leaving alpha on the table for those who know better.”


	Title
	The Economic Value of Corporate Eco-Efficiency

	Author
	Nadja Guenster, Jeroen Derwall, Rob Bauer, Kees C.G. Koedijk

	Publisher
	Erasmus University of Rotterdam

	Year
	2005

	Terms of Reference
	The authors used a new database of eco-efficiency ratings that analyzed the relation between eco-efficiency and financial performance.

	Findings
	According to this study, eco-efficiency relates positively to operating performance and market value. The results also suggest that the market's valuation of environmental performance has been time variant, which may indicate that the market incorporates environmental information with a drift. These results have implications for company managers, who evidently do not have to overcome a trade-off between eco-efficiency and financial performance and for investors who can exploit environmental information for investment decisions.


	Title
	Beyond the Numbers: Corporate Governance: Implications for Investors

	Author
	Renato Grandmont, Gavin Grant and Flavia Silva

	Publisher
	Deutsche Bank

	Year
	2004

	Terms of Reference
	The research identifies some of the potential implications of corporate governance to the investment process. The authors analyzed corporate governance in different markets, from emerging to developed.

	Findings
	None of the analyzed companies were found to have perfect governance and there is a clear link between the corporate governance assessment and share price volatility, corporate profitability and share price performance. Thus, the assessment of corporate governance standards is a valid measure of equity risk.  Also found is that investors in emerging market companies tend to be more aware of governance risk, allowing them to discount that risk through equity valuations within the same market. Corporate governance standards will likely play an increasing role in a company's valuation.


Glossary of Terms

BMV
Book to Market Value. This is a measure of relative company value derived by dividing the book value per share (net asset value) as per the financial accounts by the present market value (price) per share.

EBIT
Earnings Before Interest and Taxes. This is a measure of a company's earning power from ongoing operations, equal to earnings before deduction of interest payments and income taxes. EBIT represents the amount of cash that a company will be able to use to pay creditors. EBIT is also termed operating profit.

EBITDA
Earnings Before Interest, Taxes, Depreciation and Amortization. This is a measure of a company's operating cash flow based on data from the company's income statement. It is calculated by looking at earnings before the deduction of interest expenses, taxes, depreciation, and amortization. EBITDA is a useful measure for large companies with significant assets, and/or for companies with a significant amount of debt financing. 

EVA
Economic Value Added.  This is the monetary value of an entity at the end of a time period minus the monetary value of that same entity at the beginning of that time period.

Market Cap
Market Capitalization. This is the market price of an entire company which is calculated by multiplying the number of shares outstanding by the price per share. 

Market Share
This is the percentage of the total sales of a given type of product or service that are attributable to a given company.

MVA
Market Value Added. This is the difference between the market value of a company (both equity and debt) and the capital contributed by investors. If positive, the company has increased the value of the capital entrusted to it whereas if negative, the company has destroyed value.

Operating Costs
This is the day-to-day expenses incurred in running a business, (i.e. sales and administration). 

P/E Ratio
Price/Earnings Ratio. This represents the valuation ratio of a company's current share price compared to its per-share earnings. The P/E ratio is equal to a stock's market capitalization divided by its after-tax earnings over a 12-month period. This is also termed the earnings multiple.

ROA
Return on Assets. This is a measure of a company's profitability. It is derived by dividing a fiscal year's earnings by total assets.

ROCE 
Return on Capital Employed. This is a measure of the returns that a company realizes from its capital. It is calculated as profit before interest and tax divided by the difference between total assets and current liabilities. The figure represents the extent of efficiency with which capital is being utilised to generate revenue.

ROE
Return on Equity. This is a measure of how well a company has used reinvested earnings to generate additional earnings. It is derived by dividing net income by book value. It is effectively how much profit it is able to generate given the resources provided by shareholders. 

ROIC
Return on Invested Capital. This is a measure of how effectively a company uses money (borrowed or owned) invested in its operations. It is calculated by dividing net income after taxes by total capital.

Share Price

This is the price of one share of stock.
Shareholder Value
This is the value that a shareholder is able to obtain from investment in a company. It includes capital gains, dividend payments, proceeds from buyback programs and any other payouts.  








































� Numbers do not tally as some studies were collaborative efforts from different regions.





