
Integrated Portfolio
Construction

Approaches to 
ESG Portfolio Construction
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ACTIVE

INVESTMENT APPROACHES

PASSIVE

Indexing Objective to achieve 
absolute or benchmark 

relative returnBenchmark replication

Discretionary

Systematic

ACTIVE INVESTING

Systematic

Fundamentals of:
• Markets
• Sectors
• Individual securities

DISCRETIONARY

Application of discretion 
and judgement

Use systematic, rules-based 
processes

Human judgement used at 
the design stage

Use of statistical analysis and 
computer programming

SYSTEMATIC
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RISKS AND OPPORTUNITIES

ANALYSIS

Business Model Management 
Team

Product 
Lines

Economic 
Outlook

Business Prospects 
+ Valuation of Shares

+ + + =

Analyst judgment at the 
design stage

Replace the reliance on 
human judgment and 

discretion with systematic 
processes

Based on statistical 
analysis and computer 

programming

QUANTITATIVE STRATEGIES
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ESG Data Quant ModelsESG Score 

Security, market 
characteristics and 

patterns 
Identify securities 

or trades Systematic Processes

ESG Integration in Active 
Discretionary Strategies
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To exclude stocks that do not meet 
minimum acceptable criteria

To identify stocks or sectors to focus on 
– based on a theme or ESG risk or opportunity and/or

Initial screen applied to the 
investment universe

INTEGRATING ESG 

UNDERSTANDING THE BUSINESS
Using a range of available tools
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Industry & 
competitive analysis  

UNDERSTANDING THE BUSINESS
Using a range of available tools

Analysis of 
financial 

statements 

UNDERSTANDING THE BUSINESS
Using a range of available tools

Industry & 
competitive analysis  
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Identify ESG risks 
and opportunities

UNDERSTANDING THE BUSINESS
Using a range of available tools

Analysis of 
financial 

statements 

Assess materiality 
of ESG risks and 
opportunities 

UNDERSTANDING THE BUSINESS
Using a range of available tools

Identify ESG risks 
and opportunities

Analysis of 
financial 

statements 

Industry & 
competitive analysis  

© 2022 Financial Edge Training 7



Assess materiality 
of ESG risks and 
opportunities 

Identify ESG risks 
and opportunities

Analysis of 
financial 

statements 

Industry & 
competitive analysis  

IMPACT REPUTATION 
AND SALES GROWTH

OPERATING COSTS WILL 
NEED TO INCREASE

INVEST IN UPGRADES 
TO ITS FACILITATES

Worker health and 
safety violations

Demand supplier to adapt
or switch suppliers

Comply with new 
environmental regulations

\

UNDERSTANDING THE 
BUSINESS

FORECASTING COMPANY 
PERFORMANCE

SELECT & APPLY 
VALUATION MODEL

VALUATION CONCLUSIONS 

Year 1 2 3 4 5

Sales X X X X X

Costs X X X X X

Earnings X X X X X

Capex X X X X X

Cash Flows X X X X X

Long-term 
prospects for 

profitability and 
growth

CAPTURING ESG FACTORS
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Present value 
of future 

cash flows

Choose 
discount rate

UNDERSTANDING THE 
BUSINESS

FORECASTING COMPANY 
PERFORMANCE

SELECT & APPLY 
VALUATION MODEL

VALUATION CONCLUSIONS 

\

Year 1 2 3 4 5

Sales X X X X X

Costs X X X X X

Earnings X X X X X

Capex X X X X X

Cash Flows X X X X X

Terminal Value - long term 
growth assumptions

Buy/Sell
/Hold 

decision

UNDERSTANDING THE 
BUSINESS

FORECASTING COMPANY 
PERFORMANCE

SELECT & APPLY 
VALUATION MODEL

VALUATION CONCLUSIONS 

\

Year 1 2 3 4 5

Sales X X X X X

Costs X X X X X

Earnings X X X X X

Capex X X X X X

Cash Flows X X X X X

Present value 
of future 

cash flows

Choose 
discount rate
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ESG Integration in Active 
Systematic Strategies

Analysis is applied over 
a large dataset

Systematic 
Approach 

1000+
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ANALYST & MANAGER JUDGEMENT USED

Security characteristics 
(factors) based on 

financial information 

ESG factors combined 
with traditional financial 

information

Statistical 
Analysis 

Systematic 
Approach 

Analysis is applied over 
a large dataset

1000+

Combination of 
factors chosen

Frequency of 
rebalancing decided

Strategy back-tested

ESG factors combined 
with traditional financial 

information 

Security characteristics 
(factors) based on 

financial information 

ESG factors combined 
with traditional financial 

information

1000+

Analysis is applied over 
a large dataset

Strategy Design 
& Back-testing

Statistical 
Analysis 

Systematic 
Approach 

ANALYST & MANAGER JUDGEMENT USED
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Strategy is 
Launched

Long-short portfolio 
created

Portfolio regularly 
rebalanced

Securities ranked

Portfolio will reflect 
securities’ desired ESG 

attributes

Strategy Design 
& Back-testing

Statistical 
Analysis 

Security characteristics 
(factors) based on 

financial information

ESG factors combined 
with traditional financial 

information

Systematic 
Approach 

1000+

Analysis is applied over 
a large dataset

AUTOMATED PROCESSANALYST & MANAGER JUDGEMENT USED

Combination of 
factors chosen

Frequency of 
rebalancing decided

Strategy back-tested

ESG factors combined 
with traditional financial 

information 

ESG Integration 
in Passive Strategies
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Strategies to match or replicate the 
performance of an index

Use a range of techniques to meet their objective 
– sampling, full replication or use of derivatives

PASSIVE STRATEGIES WHAT ARE THEY?

Exclude companies with 
low ESG score

Exclude companies engaged in 
specific activities

PASSIVE STRATEGIES WAYS OF INCORPORATING ESG

Apply Exclusions
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Cap applied relative to an index

Exclude companies engaged 
in specific activities

Apply a Carbon 
Emissions Cap

PASSIVE STRATEGIES WAYS OF INCORPORATING ESG

Exposure to a desired style 
factor achieved by adjusting 

position weightings

Negative tilt used to reduce 
weighting of investments with 

low metrics

Adjust Factor Tilts 
Toward a Style Factor

PASSIVE STRATEGIES WAYS OF INCORPORATING ESG
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Exposure to a desired style 
factor achieved by adjusting 

position weightings

Negative tilt used to reduce 
weighting of investments with 

low metrics

Adjust Factor Tilts 
Toward a Style Factor

PASSIVE STRATEGIES WAYS OF INCORPORATING ESG

Cap applied relative to an index

Exclude companies engaged 
in specific activities

Apply a Carbon 
Emissions Cap

Exclude companies with 
low ESG score

Exclude companies engaged in 
specific activities

Apply Exclusions

Applied through a formula

Company weightings tilted

Used to measure fund 
managers against

Used as model funds 
for investors to use 

& invest in 

Companies 2 and 6 
were excluded

ESG INDICES

EXAMPLE

Companies 1,4,5 and 7  
were re-weighted higher, 

but company 3 was 
re-weighted lower

Constituents Weight

Company 1 3.50%   

Company 2 2.74%

Company 3 2.62%   

Company 4 2.21%

Company 5 1.74%

Company 6 1.67%

Company 7 1.55%

… … … …

Total 100%

ESG index after 
adjustments & tilts

Constituents Weight

Company 1 3.85%   

….. …..

Company 3 1.73%   

Company 4 2.92%

Company 5 1.95%

….. … … …

Company 7 1.35%

… … … …

Total 100%Rules-based criteria
Based on underlying 
security scores 

Underlying index before 
adjustments for ESG factors 
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ISSUES AND CHALLENGES

Lack of agreement on 
meaning and relevance of 

terminology 

Lack of consistency

Limited convergence

ESG Data Comparability

Limited history

Limited regional 
breadth

Voluntary disclosures

ESG Data Availability Limits on 
Diversification

Comparisons Difficult

Assessment of Past Performance Difficult

ESG Characteristics
of a Portfolio
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ESG CHARACTERISTICS 

Measure 
exposure of 

fund to climate-
related risks

Understand 
if fund is 

sustainable

Measure how well 
fund scores on 

ESG matters

Calculated by adding up the 
fund’s share of the CO2 emissions 

of the fund companies

What are those 
metrics ? 

Total carbon emissions 
generated by the portfolio

Simplest carbon metric

Difficult to use for comparisons 

Portfolio Carbon Footprint
Greenhouse Gas Emissions (GHG) 

Protocol Standards

Why use the metrics? 

CO2

1

DIRECT EMISSIONS

2
INDIRECT EMISSIONS

(Electricity usage)

3
INDIRECT EMISSIONS

(Related operations)
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WEIGHTED AVERAGE CARBON INTENSITY OF A FUND

Usually expressed as amount of CO2 emissions 
in tonnes per 1USDm of sale

Weighted by how big the investment is 
relative to the size of the fund

Measures emissions relative to the output 
of the companies in the portfolio

Considers a company’s polluting efficiency 
or inefficiency relative to its output

A SIMPLIFIED EXAMPLE

Carbon intensity 
A measure of how much CO2 is being 
emitted per US$ million of sales by 
each company that the fund invests in

Weight in the portfolio Carbon intensity Weight x intensity

Company A 12%        204 24.5       

Company B 6% 210 12.6

Company C 5% 16 0.8

Company D 7% 23 1.6

Company E 11%        40 4.4

Company F 14% 32 4.5

Company G 9% 140 12.6

Company H 14% 156 21.8

Company I 12% 180 21.6

Company J 10% 190 19.0

Portfolio score 100% 123.4

Portfolio carbon intensity can be

✔ Compared to that of the benchmark

✔ Compared to other funds

✔ Compared to its own history

Portfolio of 10 stocks The size of each position Carbon intensity of each security Overall carbon intensity of the fund 

© 2022 Financial Edge Training 18



Choose scoring system
Select data 
provider or 

develop in-house 
ratings

Obtain ratings for 
each holding

Multiply security 
weight by 

company score
Calculate overall 

portfolio score

Position weight E score S score G score Weight x E score Weight x S score Weight x G score

Company A 12% 58 76 77 7.0 9.1 9.2
Company B 6% 49 34 82 2.9 2.0 4.9
Company C 5% 76 88 81 3.8 4.4 4.1
Company D 7% 86 74 64 6.0 5.2 4.5
Company E 11% 83 54 78 9.1 5.9 8.6
Company F 14% 78 48 80 10.9 6.7 11.2
Company G 9% 45 61 59 4.1 5.5 5.3
Company H 14% 40 52 64 5.6 7.3 9.0
Company I 12% 78 69 68 9.4 8.3 8.2

Portfolio score 100% 65.8 60.1 71.2

EXAMPLE - Scoring system from 0 to 100 chosen 
(100 being the best)

PORTFOLIO ESG RATING

1 2 3 4 5

1 2 3 4

5

ESG Ratings Service Providers
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COUNTRY

PRODUCT OR FUND

COMPANY

Quantitative Qualitative

Approach Disclosure Strategy Performance

ESG ISSUES

ESG Risks ESG 
Opportunities

Judgment of 
materiality

Management of 
ESG Risks

Management of 
ESG Opportunities

&

&

ESG RATINGS PROVIDERS

Judgment of 
materiality
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&

SUSTAINALYTICS

Measures unmanaged risk

Absolute measure

Sorts companies into 5 categories 

Assigns each company a numerical 
score from zero (least risk) to 
more than 40 (highest risk)

&

&

MSCI RATINGS

Measures material risks 
& opportunities

Peer relative 
measure

Sorts companies into 7 
categories from AAA
(best) to CCC (worst) 
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Challenges in Calculating 
Portfolio Metrics

DATA AVAILABILITY DATA QUALITY DATA CONSISTENCY

INTEGRATING ESG CHALLENGES
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Many companies report little data or are 
selective in what they report

DATA AVAILABILITY

DATA QUALITY 

DATA CONSISTENCY

Carbon emissions often exclude the 
key scope 3 emissions

Data may not be comparable due to different 
judgements and interpretations

Data is not audited

COVERAGE GAP

Arises when no usable data 
is available for several 

portfolio companies

No aggregate or E, S or G 
rating available
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Issues in Portfolio Assessment

STATIC ASSESSMENTS

Portfolio carbon intensity and ESG 
scores give a static view of the 

portfolio characteristics

Do not take into account that 
companies may have embarked on a 

path toward improvement  
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Looking at the change in portfolio 
ESG metrics over time may indicate 
what progress the fund manager 

is making 

DYNAMIC ASSESSMENTS

Stewardship & Engagement 

How the manager is 
approaching stewardship

How responsibilities for 
stewardship are allocated

Issues the fund manager 
has engaged with 

Takes part in proxy 
voting activities 

QUALITATIVE ASSESSMENTS
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Assessment is done on a numerical basis rather than the more 
anecdotal basis of the questions in a case study – type assessment.

PORTFOLIO-WIDE ASSESSMENTS

Performance Attribution
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PERFORMANCE ATTRIBUTION 

Fund Management 
Company

Investment 
Consultants

Asset 
Owners

RETURNS 
BASED

HOLDINGS 
BASED

Decomposes 
performance returns 

based on portfolio 
active weights 

(regional, sector or 
stock-specific exposure)

BRINSON ATTRIBUTION
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Combines fundamental risk factors

VALUE SIZE MOMENTUM APPROXIMATION 
OF ESG RISK 

Generates a risk factor profile of a portfolio 

RISK FACTOR ATTRIBUTION

Fund managers can provide a set of scenarios or case studies 

ATTRIBUTION IN THE ESG SPACE REMAINS A CHALLENGE

How they 
incorporated 
specific ESG 

issues into sector 
and security buy or 

sell decisions

How such 
decisions 

contributed 
to portfolio 
performance

© 2022 Financial Edge Training 28



Please do not redistribute these materials without the 
express permission of Financial Edge Training.

www.FE.training
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