Index Education

ESG Index Considerations for
Brazilian Pension Funds
Contributor

INTRODUCTION

Ben Leale-Green
Analyst, Research & Design
ESG Indices
ben.lealegreen@spglobal.com

What is ESG? How can ESG be integrated into an index, especially in
smaller markets? How can the divestment versus engagement arguments
affect indices? How do ESG indices perform?
ESG risks have been poking their head above the water in Brazil over
recent years, from issues surrounding the Amazon rainforest fires to
corruption at Petrobras (BBC, 2018) and JBS (Schipani, 2018). At S&P
Dow Jones Indices (S&P DJI), we have increasingly seen demand for ESG
indices in Brazil and throughout Latin America in response to specific
incidents and global shifts toward more responsible investment practices.

WHAT IS ESG?
ESG stands for environmental, social, and governance. Environmental
factors look at issues connected to global warming, energy usage, pollution,
etc. Social factors encompass issues such as a company’s management of
health and safety, human capital practices, etc. Governance factors
primarily address how a company is run, with metrics used including board
structure and independence, executive compensation, and many more.
There are so many different terms floating around, including responsible
investment, sustainable investment, and impact investing. These are all
methods of incorporating ESG, with differing objectives. Exhibit 1 shows
The Spectrum of Capital, which does a good job of defining the difference
between different types of integration of ESG and how they differ from
investments looking for purely financial returns.
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Exhibit 1: The Spectrum of Capital

Environmental factors
look at issues
connected to global
warming, energy
usage, and pollution.

Source: OECD (2015), Social Impact Investment: Building the Evidence Base, OECD Publishing, Paris.
https://read.oecd-ilibrary.org/finance-and-investment/social-impact-investment_9789264233430en#page3. Chart is provided for illustrative purposes.

Social factors
encompass issues such
as a company’s
management of health
and safety and human
capital practices.

HOW SOCIAL NORMS ARE CHANGING
There are ever-strengthening demands from pension members globally
around their expectations of how their pension is invested. The Defined
Contribution Investment Forum (DCIF, 2018) surveyed pension members
about how they feel about their pension being invested responsibly (aligned
with ESG principals), and only 5% disagreed that a responsibly invested
pension would make them feel more positive about their pension.
Furthermore, 31% said they would want to move their money elsewhere if a
responsible approach was not taken.
The World Economic Forum (World Economic Forum, 2019) also classifies
many of the most prominent ESG risks as being the largest risks
companies face. These include cyber-attacks, natural disasters, extreme
weather events, and failure of climate-change mitigation and adaptation.
All of these are key drivers of integrating ESG into investment decisionmaking.

Governance addresses
how a company is run,
including board
structure and
independence and
executive
compensation.

Another driver of ESG is regulation. The Grantham Institute shows there
was a roughly 15-fold increase (Gratham Research Institute on Climate
Change and the Environment, 2019) in climate-related regulation between
2000 and 2018; this is a substantial jump!
These trends resulted in ESG ETF assets seeing a seven-fold rise (ETFGI,
2019) between January 2012 and December 2018 alone.
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HOW ESG SCORES CAN BE INTEGRATED INTO AN INDEX

How can one choose a
specific ESG score?

Before considering how ESG can be integrated systematically into an
index, ESG needs to be quantified. For this, we use ESG scores. ESG
scores are an aggregation of various ESG metrics, which can be qualitative
or quantitative in nature. These scores can also use a materiality matrix to
include and weight different ESG metrics for different industries,
corresponding to the areas on which the metrics have the most financial
impact.
However, how can anyone choose a specific ESG score? There are many
different methodologies for how data is collected, how the materiality matrix
is constructed, how missing data is dealt with, and many more factors, all of
which produce different outcomes. For example, the American Council for
Capital Formation found there to be a correlation of 0.32 between
Sustainalytics and MSCI ESG data, based on the S&P Global 1200
universe (Doyle, 2018).

There are many
different methodologies
for how data is
collected and
interpreted…

One way to judge ESG scores is to look at an independent survey.
SustainAbility produces a Rate the Raters survey, which assesses the
strength of ESG Scores. The survey is based on polls in which ESG
professionals are asked to answer questions about various data providers.
At S&P DJI, we have our own methodology for ESG scores, which is based
on underlying data from SAM, as we believe them to be the market leader.
This is backed up by SAM being rated as the highest quality ESG data
source in the Rate the Raters survey (SustainAbility, 2019).
Once the data is selected, there is a big decision to be made: how to use
the ESG scores. There are two main methods used to construct an ESG
index: screening and tilting the weights. This also sparks one of the great
debates between ESG professionals: to divest or to engage. There are
benefits of using either approach, and depending on the level of tilt or
exclusions, similar levels of tracking error can be achieved.

…all of which produce
different outcomes.

In screening out the companies with the worse ESG scores, the overall
weighted average ESG score will be improved. Furthermore, it can have
reputational benefits to not hold those companies. However, this is not
always applicable across markets. An intricacy of many ESG scores is that
they are industry relative. Therefore, an industry-group-neutral approach is
taken where possible. When an index has a smaller number of stocks,
such as the S&P Brazil LargeMidCap, trying to target a percentage of
market cap within each industry group becomes impossible, as there simply
aren’t enough companies within each industry group.
As excluding stocks is difficult or impossible in smaller indices, tilting is a
great option. Tilting weights toward higher-scoring ESG stocks and away
from lower-scoring ESG stocks can cause an improvement in the indexlevel ESG score. With tilted indices, a higher ESG improvement per unit of
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tracking error is usually observed. For example, the S&P 500 ESG Index
(which excludes companies based on ESG scores) has a tracking error of
0.74% and an ESG improvement of 25%, whereas a hypothetical index of
the S&P 500 Tilted ESG, with a tracking error of 0.76%, has an ESG
improvement of 35%. Therefore, if pure ESG improvement is the goal,
tilting based on ESG scores has been more efficient than exclusion.
Staying invested in
companies with poor
ESG scores may be the
more responsible
option…

Furthermore, staying invested in companies with poor ESG scores may be
the more responsible option, as engagement with these companies can see
their practices improve, which can also improve performance.

DIVESTMENT VERSUS ENGAGEMENT
Theoretically, divestment has two impacts. First, divestment washes your
hands of a company, often done because an investor does not want the
reputational risk of holding it or because engagement is futile (for example,
asking a tobacco producer to stop producing their only revenue generator,
tobacco products, is unlikely to work). Second, removing investors’ money
from the demand curve for shares of a specific company shifts the demand
curve to the left, lowering the price. For liquid companies, however, this
has to be a large reduction in demand for there to be any economically
meaningful impact on the long-term share price of a company.
Academic research supports this. The Stranded Assets Programme final
report (Ansar, Caldecott, & Tilbury, 2013) states there is limited impact on
equity or debt from divestment. This is specific to fossil fuel divestment, but
the conclusions likely still hold true for other exclusions within liquid public
markets. The rationale for this is that divested holdings quickly find their
way into the hands of neutral investors, who may welcome their chance to
increase their holdings at a short-term discount.

…as engagement with
these companies can
see their practices
improve, which can
also improve
performance.

Recently, Bill Gates added his input into the divestment versus
engagement debate (Edgecliffe-Johnson & Nauman, 2009), saying
divestment in fossil fuels has had “zero” impact to date. This statement has
been met with a mixed reception, some citing aims to weaken the political
power of those divested sectors (Divestment Advocates Hit Back at Bill
Gates Criticism, 2019) as a benefit of divestment.
On the other side of the fence, there is evidence of outperformance caused
by engagement on ESG topics (Dimson, Karakas, & Li, 2015), in which
after successful engagements, companies experienced improved
accounting performance and governance as well as increased institutional
ownership. In addition, ESG shareholder engagement was found to create
value (Hoepner, Oikonomou, Sautner, Starks, & Zhou, 2017) by reducing
downside risk, as measured by lower partial moments and value at risk.
Furthermore, there is anecdotal evidence of how engagement has created
a genuine impact on corporations, rather than changing ownership of
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shares in secondary markets. The Principles for Responsible Investment
(PRI) collaborative engagement platform has documented case studies of
successful engagement on topics such as the quality of carbon disclosure,
anti-corruption measures, and sustainability disclosure in Brazil (PRI,
2013).

It is important to note
that engagement
benefits every investor
in a company…

It is important to note that engagement tends to benefit every investor in a
company, whether they themselves are engaging or not. Therefore, the
benefits of engagement are not a driver of relative performance, but
absolute performance. Thus, whether asset owners choose to engage
directly or via their asset managers, this can be beneficial to pension
members’ returns.
There is certainly a balance between the reputational risks of holding
certain securities, which can be solved by divestment, and the performance
benefits and impact that engagement can bring by staying invested in
companies that are misaligned with ESG objectives.

BETA-LIKE ESG INDICES

…therefore, the
benefits of engagement
are not a driver of
relative performance,
but absolute
performance.

At the time of writing, we do not have a Brazilian tilted index designed;
however, we do have an ESG-tilted concept for the S&P/BMV IRT (see
Exhibit 2). This hypothetical index has a tracking error of just under 2%,
with a similar performance to its benchmark and an ESG improvement of
almost 30%. This illustrates what can be achieved using a tilted
methodology within smaller markets.
Exhibit 1: S&P/BMV IRT ESG Tilted Index1
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The S&P/BMV IRT ESG Tilt is a hypothetical index.
Source: S&P Dow Jones Indices LLC. Data from Jan.1, 2013, to July 31, 2019. Past performance is no
guarantee of future results. Chart is provided for illustrative purposes.

1

Please note, this is a hypothetical index, and therefore the index levels and design are subject to change.
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CONCLUSION
Overall, ESG is a
growing area in Brazil…

Overall, ESG is a growing area in Brazil, which can aid member
engagement in pension funds and align member interests further with their
investments. In indices with smaller numbers of constituents, tilting
methodologies may be more efficient than exclusion-based indices, as they
can be more inclusive. This offers investors the benefit of staying invested
and engaging with poorer-performing companies, while seeking superior
returns from the process and having a direct impact on corporations. This
can all be done, while observing similar historical returns and a large ESG
improvement.

…which can aid
member engagement in
pension funds and align
member interests
further with their
investments.
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GENERAL DISCLAIMER
Copyright © 2019 S&P Dow Jones Indices LLC. All rights reserved. STANDARD & POOR’S, S&P, S&P 500, S&P 500 LOW VOLATILITY
INDEX, S&P 100, S&P COMPOSITE 1500, S&P MIDCAP 400, S&P SMALLCAP 600, S&P GIVI, GLOBAL TITANS, DIVIDEND
ARISTOCRATS, S&P TARGET DATE INDICES, GICS, SPIVA, SPDR and INDEXOLOGY are registered trademarks of Standard & Poor’s
Financial Services LLC, a division of S&P Global (“S&P”). DOW JONES, DJ, DJIA and DOW JONES INDUSTRIAL AVERAGE are registered
trademarks of Dow Jones Trademark Holdings LLC (“Dow Jones”). These trademarks together with others have been licensed to S&P Dow
Jones Indices LLC. Redistribution or reproduction in whole or in part are prohibited without written permission of S&P Dow Jones Indices LLC.
This document does not constitute an offer of services in jurisdictions where S&P Dow Jones Indices LLC, S&P, Dow Jones or their respective
affiliates (collectively “S&P Dow Jones Indices”) do not have the necessary licenses. Except for certain custom index calculation services, all
information provided by S&P Dow Jones Indices is impersonal and not tailored to the needs of any person, entity or group of persons. S&P
Dow Jones Indices receives compensation in connection with licensing its indices to third parties and providing custom calculation services.
Past performance of an index is not an indication or guarantee of future results.
It is not possible to invest directly in an index. Exposure to an asset class represented by an index may be available through investable
instruments based on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any investment fund or other
investment vehicle that is offered by third parties and that seeks to provide an investment return based on the performance of any index. S&P
Dow Jones Indices makes no assurance that investment products based on the index will accurately track index performance or provide
positive investment returns. S&P Dow Jones Indices LLC is not an investment advisor, and S&P Dow Jones Indices makes no representation
regarding the advisability of investing in any such investment fund or other investment vehicle. A decision to invest in any such investment
fund or other investment vehicle should not be made in reliance on any of the statements set forth in this document. Prospective investors are
advised to make an investment in any such fund or other vehicle only after carefully considering the risks associated with investing in such
funds, as detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of the investment fund or
other investment product or vehicle. S&P Dow Jones Indices LLC is not a tax advisor. A tax advisor should be consulted to evaluate the
impact of any tax-exempt securities on portfolios and the tax consequences of making any particular investment decision. Inclusion of a
security within an index is not a recommendation by S&P Dow Jones Indices to buy, sell, or hold such security, nor is it considered to be
investment advice.
These materials have been prepared solely for informational purposes based upon information generally available to the public and from
sources believed to be reliable. No content contained in these materials (including index data, ratings, credit-related analyses and data,
research, valuations, model, software or other application or output therefrom) or any part thereof (“Content”) may be modified, reverseengineered, reproduced or distributed in any form or by any means, or stored in a database or retrieval system, without the prior written
permission of S&P Dow Jones Indices. The Content shall not be used for any unlawful or unauthorized purposes. S&P Dow Jones Indices and
its third-party data providers and licensors (collectively “S&P Dow Jones Indices Parties”) do not guarantee the accuracy, completeness,
timeliness or availability of the Content. S&P Dow Jones Indices Parties are not responsible for any errors or omissions, regardless of the
cause, for the results obtained from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. S&P DOW JONES
INDICES PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY
WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE
ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE
WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Dow Jones Indices Parties be liable to any party for any
direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses
(including, without limitation, lost income or lost profits and opportunity costs) in connection with any use of the Content even if advised of the
possibility of such damages.
S&P Global keeps certain activities of its various divisions and business units separate from each other in order to preserve the independence
and objectivity of their respective activities. As a result, certain divisions and business units of S&P Global may have information that is not
available to other business units. S&P Global has established policies and procedures to maintain the confidentiality of certain non-public
information received in connection with each analytical process.
In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers of securities,
investment advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive
fees or other economic benefits from those organizations, including organizations whose securities or services they may recommend, rate,
include in model portfolios, evaluate or otherwise address.
BMV is a trademark of Bolsa Mexicana de Valores, S.A.B. de C.V. and has been licensed for use by S&P Dow Jones Indices.
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