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Key Ideas
•  Investors tend to use one of two approaches to help enhance a portfolio’s ESG 

scores: applying stock-driven exposures or optimizing portfolio-driven exposures. 

•  Developing or buying stock-level ESG ratings seems like a straightforward path to 
ESG implementation, but using stock ratings alone potentially invites steep trade-
offs in return, risk, and ESG consistency at the portfolio level.

•  Our research shows that targeting portfolio-level ESG results both by incorporating 
ESG constraints and concurrently adjusting non-ESG optimization constraints 
appears to offer a more practical way to pursue both stronger and more consistent 
ESG and risk-reward outcomes.  

•  We analyze the impact of applying four different ESG approaches — two focused 
on stock-driven exposures and two managing portfolio-driven ESG exposures — to 
a baseline non-ESG portfolio with an attractive long-term risk-reward profile.

•  Both portfolio-driven approaches delivered meaningful and more consistent ESG 
enhancement while essentially preserving the level of excess return and tracking 
error of the baseline non-ESG portfolio.

•  Both stock-driven approaches also offered favorable, though less consistent, ESG 
score improvements but with notably reduced returns.
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What’s the most effective ESG investment approach?
As more investors embrace the importance of incorporating environmental, social, and governance (ESG) 
considerations into their portfolios, there has been growing interest in managing the potential performance 
trade-offs that can often be associated with capturing enhanced ESG characteristics.

Investors tend to favor one of two typical approaches to implementing ESG investment strategies: stock-
driven and portfolio-driven. Many investors continue to rely on stock-driven ESG exposures when integrating 
ESG considerations into portfolio construction; however, focusing on portfolio-level exposures appears to be a 
more efficient approach.

Stock-exclusions invite challenges
Focusing on stock-level ESG exposures may intuitively seem like the most straightforward way to improve a 
portfolio’s ESG scores. Yet, our research shows that a stock-driven approach alone can come with steep trade-
offs that may significantly limit a portfolio in several ways – especially when the approach relies on excluding 
a material number of low-rated stocks.

“Yet, our research shows that a stock-
driven approach alone can come with 
steep trade-offs that may significantly 
limit a portfolio in several ways...”

STOCK-DRIVEN EXPOSURES PORTFOLIO-DRIVEN EXPOSURES

This approach limits the investment universe relative to a 

benchmark based on specific stock-level ESG ratings. It may 

not use overall portfolio-level ESG constraints or exposures in 

the process; instead, it relies on excluding companies with the 

least favorable ESG ratings or overweighting those with the 

most favorable ratings as a way to meet an investor’s 

sustainability objectives.

This approach may also incorporate stock-level ESG ratings, but 

it places emphasis on targeting ESG outcomes at the portfolio 

level, allowing for a larger initial investment universe. The 

portfolio-driven approach boosts portfolio-level ESG character-

istics above the benchmark, commensurate with investor 

objectives, while adapting the portfolio to manage the resulting 

impact to performance and risk.
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First, excluding stocks reduces the investment universe, which 
tends to restrict overall return potential. Fewer names to 
choose from generally translates into fewer ways to add alpha. 
Similarly, working with fewer names reduces diversification 
potential, and increases overall risk relative to the portfolio’s 
benchmark. Third, and perhaps most importantly, stock-
exclusion approaches may not consistently maintain a 
portfolio’s ESG profile. This potentially introduces a level of 
unintended exposure variability, the degree of which may grow 
as the number of exclusions increase.

For example, the consistency of an ESG boost resulting only 
from stock exclusions may be lower and less consistent than 
expected, as the improvement of the desired ESG metrics 
relative to the benchmark is unmanaged and can be quite 
uneven. (Figure 4, presented later in this paper, demonstrates 
this point.)

Instead, a more practical approach appears to begin by defining 
the investor’s ESG investment goals and then focusing on how 
best to integrate the corresponding constraints based on the 
overall desired portfolio attributes. In other words, begin with 
the end in mind. We believe this method offers much greater 
portfolio control and helps better manage the trade-offs 
between ESG and risk-reward outcomes to pursue stronger 
outcomes for both.

“...this method offers 
much greater portfolio 
control and helps better 
manage the trade-
offs between ESG and 
risk-reward outcomes 
to pursue stronger 
outcomes for both.”
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“Investors may achieve meaningful 
and consistent ESG portfolio tilts over 
benchmark scores by adjusting portfolio-
level exposures that capture dominant 
and persistent characteristics inherent in 
traditional ESG evaluations.”

Targeting ESG outcomes at the portfolio-level
In our recent research paper, Constructing ESG Portfolios with Non-ESG Data, we highlighted a method to 
target portfolio-level ESG outcomes with greater efficiency, scale and dependability without directly relying 
on stock-specific ESG data. We merely adjusted portfolio-level risk exposures, such as sector and country 
weights. You can see the results for the overall ESG score presented in that research below (Figure 1). We also 
presented individual environment, social, governance and carbon proxies in the original paper. 

Although this was a very simple experiment, it offered an important proof of concept: Investors may achieve 
meaningful and consistent ESG portfolio tilts over benchmark scores by adjusting portfolio-level exposures 
that capture dominant and persistent characteristics inherent in traditional ESG evaluations.

FIGURE 1

BOOSTING ESG SCORES BY ADJUSTING ONLY PORTFOLIO-LEVEL EXPOSURES
As originally presented in our research paper, Constructing ESG Portfolios with Non-ESG Data.
Source: MSCI and Intech analysis; month-end values from February 2009 to March 2021.
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Test case: comparing implementation approaches
In this paper, we expand on our earlier research to explore how a more sophisticated application of portfolio-
driven ESG integration might capture ESG outcomes similar to those produced by a stock-driven exposure 
approach. Our goal is to understand how your ESG implementation choice – portfolio-driven exposures versus 
stock-driven exposures – could affect an active, non-ESG strategy with a history of generating alpha. We’ll 
examine the results across just two dimensions: ESG outcomes and risk-return outcomes.

Step 1: Establish a baseline, non-ESG portfolio
We wanted to start with a strategy benchmarked to an index that offers broad diversification across 
countries, sectors and constituents to help mitigate the potential negative impact of excluding or 
suppressing stocks based on their ESG characteristics. Yet, the benchmark should include countries with 
strong ESG disclosure requirements and transparency, which would help increase the overall quality of 
individual stock ESG ratings. Accordingly, we sought a strategy benchmarked to the MSCI EAFE Index.

We then selected an Intech EAFE-based strategy with the longest performance history using the underlying 
simulated performance for the investment process. This portfolio is constructed by starting with the entire 
investment universe and looking for the target weights that will minimize the active risk subject to (a) the 
long-term excess-return target and (b) a family of risk constraints. These risk constraints do not include a 
specific ESG focus, which makes the strategy a valuable baseline for comparing different ESG implementation 
approaches.

Finally, we compiled the average MSCI ESG ratings for each constituent and tracked the performance and ESG 
characteristics of the simulated portfolio relative to the index. We use MSCI as the source of the ESG ratings 
because we believe their database is among the most comprehensive and accurate, and many investors are 
familiar with it; still, there’s evidence that similar results hold for other ESG data providers. The period covered 
was January 2007 through June 2021.

FIGURE 2

MSCI EAFE INDEX VS. SIMULATED NON-ESG FOCUSED STRATEGY - NET OF FEES
Source: Intech from January 1, 2007 to June 30, 2021. 

 Total Excess Tracking Information ESG
 Return Return Error Ratio Rating

MSCI EAFE Index 4.12% — — — 6.40

Simulated Baseline Non-ESG Portfolio 6.57% 2.45% 2.68% 0.91 6.44

See Disclaimer for additional information regarding simulated performance.

Annualized
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Step 2: Applying ESG implementation methods
Next, we simulated four different hypothetical ESG approaches using the Baseline, Non-ESG strategy as a 
starting point. We created two based on stock-driven exposures and two more focused on portfolio-driven 
exposures.

STOCK EX 10 PORTFOLIO TILT 10

STOCK-DRIVEN EXPOSURES PORTFOLIO-DRIVEN EXPOSURES

An ESG-restricted portfolio that simply excluded the stocks 

rated in the bottom 10% of ESG scores from the investment 

universe for the baseline strategy. We eliminated the stocks 

before applying the strategy’s portfolio-optimization process. 

A portfolio that retained the full baseline strategy’s investment 

universe, but targets ESG outcomes similar to the Stock Ex 10 

portfolio. To help achieve this goal, we relaxed some non-ESG 

optimization constraints used by the baseline strategy.

STOCK EX 50 PORTFOLIO TILT 50

An ESG-restricted portfolio that simply excluded the stocks 

rated in the bottom 50% of ESG scores from the investment 

universe for the baseline strategy. We eliminated the stocks 

before applying the strategy’s portfolio-optimization process.

A portfolio that retained the baseline strategy’s investment 

universe, but targets ESG outcomes similar to the Stock Ex 50 

portfolio. To help achieve this goal, we relaxed even more 

non-ESG optimization constraints used by the baseline strategy. 

Both portfolio-driven simulations integrated two ESG lenses in conjunction with constraints for other types 
of portfolio risks. The first lens used external ESG attributes as inputs, such as stock-specific ESG scores from 
third-party rating providers. The second lens applied internally generated ESG attributes based on common, 
stable ESG characteristics, such as sector, country and/or security size (See Constructing ESG Portfolios with 
Non-ESG Data). 

The portfolio-driven approaches evaluated how changes in ESG and non-ESG exposures helped strengthen 
overall portfolio-weighted ESG scores relative to the index. They also considered complementary constraint 
shifts in other areas, in the context of managing the overall potential ESG, risk and reward exposures. A simple 
example of this process could be a portfolio targeting reduced carbon exposures, which may warrant a larger-
than-normal underweight to the utilities sector.
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Step 3: Comparing results 
All four simulated portfolios delivered higher portfolio-weighted ESG scores versus the index and the 
simulated Baseline Non-ESG Portfolio; however, other metrics were markedly different (Figure 3).

Stock Ex 10 vs. Portfolio Tilt 10

Stock Ex 50 vs. Portfolio Tilt 50

FIGURE 3

COMPARE SIMULATION NET-OF-FEES RESULTS
Source: Intech analysis. January 2007 through June 2021.

 Portfolio-Weighted  Excess Tracking Information
 ESG Rating Return Error Ratio

 Baseline Stock Portfolio
 Non-ESG Ex 10 Tilt 10

 Baseline Stock Portfolio
 Non-ESG Ex 10 Tilt 10

 Baseline Stock Portfolio
 Non-ESG Ex 10 Tilt 10

 Baseline Stock Portfolio
 Non-ESG Ex 10 Tilt 10

 Baseline Stock Portfolio
 Non-ESG Ex 50 Tilt 50

 Baseline Stock Portfolio
 Non-ESG Ex 50 Tilt 50

 Baseline Stock Portfolio
 Non-ESG Ex 50 Tilt 50

 Baseline Stock Portfolio
 Non-ESG Ex 50 Tilt 50

6.78
7.38 7.42

2.45%

1.92%

2.38%
2.68% 2.63%

2.82%

0.91

0.73

0.84

6.78

8.37 8.46

2.45%

2.10%

2.47%
2.68%

3.33%
3.11% 0.91

0.63

0.79

See Disclaimer for additional information regarding simulated/hypothetical performance. 
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Excess Returns
Both stock-driven ESG portfolios outperformed the index, but their excess returns were notably lower than 
both the Baseline Non-ESG portfolio and their portfolio-driven ESG counterparts. 

Tracking Error
In terms of active risk, Stock Ex 10 and Portfolio Tilt 10 both exhibited comparable tracking error to the 
Baseline Non-ESG portfolio. In contrast, the Stock Ex 50 and Portfolio Tilt 50 experienced somewhat higher 
tracking error, the former due primarily to reduced diversification and the latter due to the relaxation in its 
non-ESG constraints. Overall, however, these modest trade-offs seem acceptable given the meaningful 
improvement in ESG characteristics. 

Information Ratio
Both strategies employing the portfolio-driven ESG approach generated information ratios more in line with 
the Baseline Non-ESG portfolio than the stock-driven ESG portfolios, particularly the Stock Ex 50 portfolio, 
which exhibited a notable deterioration in performance efficiency.

ESG Consistency
In addition to calculating each simulation’s portfolio-weighted ESG rating average across the entire period, we 
also evaluated how these scores changed over time. Both portfolio-driven strategies experienced more stable 
ESG improvements versus their stock-exclusion counterparts (Figure 4). The Stock Ex 10 portfolio, in particular, 
generally saw much higher fluctuations in its portfolio-weighted ESG ratings at any given time.  

FIGURE 4

COMPARE THE STABILITY OF ESG BOOSTS: STOCK-DRIVEN VS. PORTFOLIO-DRIVEN 
Asset-weighted portfolio-level ESG scores minus benchmark ESG scores using MSCI ESG data.
Source: Intech analysis.

See Disclaimer for additional information regarding simulated/hypothetical performance. 

Stock Ex 10 vs. Portfolio Tilt 10 Stock Ex 50 vs. Portfolio Tilt 50
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Why is there less consistency with stock-driven approaches? These approaches influence portfolio-level ESG 
scores only indirectly since their exclusion screens give little regard to stocks’ absolute level of ESG scores or 
index weights, and they operate only at the initial stage of the investment process: the determination of the 
investment universe. In contrast, portfolio-driven approaches target a specific ESG goal and optimize holdings 
accordingly, having the full context of each stock’s ESG profile and potential contribution to the portfolio – 
they have direct influence on a portfolio’s ESG outcome by design.

In our view, the key takeaway from these simulations is both clear and compelling. Portfolio-driven ESG 
implementations delivered notable and more consistent ESG improvements while essentially preserving 
the level of baseline portfolio’s excess return and tracking error. The stock-driven approaches also offered 
favorable, if less consistent, ESG improvements, but these came at a cost in the form of reduced returns and 
performance efficiency.

“Portfolio-driven ESG implementations 
delivered notable and more consistent ESG 
improvements while essentially preserving 
the level of the baseline portfolio’s excess 
return and tracking error.”
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Conclusion 

It’s no surprise that incorporating ESG considerations into a portfolio usually 

comes with investment trade-offs. However, the types and magnitude of 

these potential concessions can often depend on how you integrate ESG into 

the portfolio-management process.

A conventional approach that focuses on stock-driven exposures — especially 

those that simply exclude stocks based on pre-determined ESG ratings—can 

be ham-fisted and quite disruptive to performance for many investment 

processes without necessarily guaranteeing a minimum level of ESG 

improvement. This can risk putting investors in the difficult position of trying 

to decide how much return they may be comfortable giving up in exchange for 

an enhanced ESG profile. 

The good news: there are more efficient ways to implement ESG 

considerations. Our research shows that by focusing on managing overall 

portfolio characteristics and exposures rather than only restricting individual 

securities, it’s possible for broadly diversified strategies to pursue a desired 

minimum level of ESG improvement without materially damaging long-term 

return or tracking error. The result can be a powerful win-win for investors, 

delivering effective ESG investment strategies without overly restricting 

outperformance potential. 
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Disclaimer
The views presented are as of the date published. They are for information 
purposes only and should not be used or construed as investment, legal 
or tax advice or as an offer to sell, a solicitation of an offer to buy, or a 
recommendation to buy, sell or hold any security, investment strategy or 
market sector. Nothing in this material shall be deemed to be a direct or 
indirect provision of investment management services specific to any client 
requirements. Opinions and examples are meant as an illustration of broader 
themes, are not an indication of trading intent, are subject to change and may 
not reflect the views of others in the organization. It is not intended to indicate 
or imply that any illustration/example mentioned is now or was ever held in any 
portfolio. No forecasts can be guaranteed and there is no guarantee that the 
information supplied is complete or timely, nor are there any warranties with 
regard to the results obtained from its use. Janus Henderson Investors/Intech is 
the source of data unless otherwise indicated, and has reasonable belief to rely 
on information and data sourced from third parties. 

Past performance is no guarantee of future results. Investing involves 
risk, including the possible loss of principal and fluctuation of value. The 
value of an investment may go down as well as up and you may not get 
back what you originally invested.

Not all products or services are available in all jurisdictions. This material or 
information contained in it may be restricted by law, may not be reproduced 
or referred to without express written permission or used in any jurisdiction 
or circumstance in which its use would be unlawful. Janus Henderson is not 
responsible for any unlawful distribution of this material to any third parties, 
in whole or in part. The contents of this material have not been approved or 
endorsed by any regulatory agency. 

Janus Henderson Investors is the name under which investment products and 
services are provided by the entities identified in the following jurisdictions: 
(a) Europe by Janus Capital International Limited (reg no. 3594615), Henderson 
Global Investors  Limited (reg. no. 906355), Henderson Investment Funds 
Limited (reg. no. 2678531), Henderson Equity Partners Limited (reg. no.2606646), 
(each registered in England and  Wales at 201 Bishopsgate, London EC2M 3AE 
and regulated by the Financial  Conduct Authority) and Henderson Management 
S.A. (reg no. B22848 at 2 Rue de Bitbourg, L-1273, Luxembourg and regulated 
by the Commission de Surveillance du Secteur Financier); (b) the U.S. by SEC 
registered investment advisers that are subsidiaries of Janus Henderson Group 
plc; (c) Canada through Janus Capital Management LLC only to institutional 
investors in certain jurisdictions; (d) Singapore by Janus Henderson Investors 
(Singapore) Limited (Co. registration no. 199700782N). This advertisement or 
publication has not been reviewed by Monetary Authority of Singapore; (e) 
Hong Kong by Janus Henderson Investors Hong Kong Limited. This material has 
not been reviewed by the Securities and Futures Commission of Hong Kong; 
(f) Taiwan R.O.C by Janus Henderson Investors Taiwan Limited (independently 
operated), Suite 45 A-1, Taipei 101 Tower, No. 7, Sec. 5, Xin Yi Road, Taipei (110). Tel: 
(02) 8101-1001.  Approved SICE licence number 023, issued in 2018 by Financial 
Supervisory Commission; (g) South Korea by Janus Henderson Investors 
(Singapore) Limited only to Qualified Professional Investors (as defined in the 
Financial Investment Services and Capital Market Act and its sub-regulations); 
(h) Japan by Janus Henderson Investors (Japan) Limited, regulated by Financial 
Services Agency and registered as a Financial Instruments Firm conducting 
Investment Management Business, Investment Advisory and Agency Business 
and Type II Financial Instruments Business; (i) Australia and New Zealand 
by Janus Henderson Investors (Australia) Limited (ABN 47 124 279 518) and 
its related bodies corporate including Janus Henderson Investors (Australia) 
Institutional Funds Management Limited (ABN 16 165 119 531, AFSL 444266) and 
Janus Henderson Investors (Australia) Funds Management Limited (ABN 43 164 
177 244, AFSL 444268). This information is issued by Intech and is intended solely 
for the use of wholesale clients as defined in section 761G of the Corporations 
Act 2001 (Cth) and is not for general public distribution. Intech is permitted to 
provide certain financial services to wholesale clients pursuant to an exemption 
from the need to hold an Australian financial services license under the 
Corporations Act 2001. Intech is regulated by the United States Securities & 
Exchange Commission (SEC) under U.S. laws, which differ from Australian laws. 

By receiving this information, you represent that you are a wholesale client.); 
(j) the Middle East by Janus Capital International Limited, regulated by the 
Dubai Financial Services Authority as a Representative Office. No transactions 
will be concluded in the Middle East and any enquiries should be made to Janus 
Henderson. We may record telephone calls for our mutual protection, to improve 
customer service and for regulatory record keeping purposes.

Simulated performance results have been compiled solely by Intech and have 
not been independently verified. Intech’s simulations are produced with the 
benefit of hindsight by applying its mathematical optimization process to 
historical data. Simulations are hypothetical, not real, and are presented to 
potentially allow investors to understand and evaluate Intech’s investment 
process by seeing how a portfolio may have performed during certain periods. 
Simulations do not reflect results or risks associated with actual trading of an 
account, and there is no guarantee that an actual account would have achieved 
similar results. In no circumstances should simulated results be regarded as any 
representation, guarantee, assumption, or prediction of future performance, or 
that investors will be able to avoid losses. Simulations do not reflect numerous 
other material economic, market, and implementation factors that may have 
impacted Intech’s trading or decision-making in the actual management of an 
account and cannot be fully accounted for in the preparation of simulations, all 
of which can adversely affect actual results. The net simulated results include 
the reinvestment of all dividends, interest, and capital gains, and estimated 
transaction costs and reflect the deduction of a model investment advisory fee 
based on an annual fee of 55 bps. Actual advisory fees paid may vary and may be 
higher or lower than model advisory fees.

The simulated hypothetical ESG approaches are for illustrative purposes only and 
do not represent the performance of any particular investment. 

MSCI makes no express or implied warranties or representations and shall have 
no liability whatsoever with respect to any MSCI data contained herein. The MSCI 
data may not be further redistributed or used as a basis for other indices or any 
securities or financial products. This material has not been approved, reviewed, 
or produced by MSCI.

For use only by institutional, professional, qualified and sophisticated investors, 
qualified distributors, wholesale investors and wholesale clients as defined by 
the applicable jurisdiction. Not for public viewing or distribution. For promotional 
purposes.

Janus Henderson, Janus, Henderson, Intech, Knowledge Shared and Knowledge 
Labs are trademarks of Janus Henderson Group plc or one of its subsidiaries. 
©Janus Henderson Group plc.
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