emerging markets equities focus ¥

EM equities: ESG as
risk management

Lara Kesterton reveals why ESG is a valuable risk
management tool in emerging-market equity investing

nvironmental, social and
governance (ESG) analysis has
the potential to add more value
in emerging markets (EM)
than in developed markets (DM) since it
helps to avoid companies with significant
and unmanaged ESG risks, which could
harm performance in the mid to long
term. However, simply maximising ESG
scores is unlikely to deliver the expected
performance results.
Many studies have proven that
there is a higher dispersion in ESG
performance in EM than in DM
companies, which lays the foundation
for the value-add of ESG analysis by
identifying and excluding ESG laggards
to the benefit of portfolio performance.
This is because EM companies tend to
be more exposed to both systematic and
stock-specific risks from ESG factors.

EM: Lower ESG data quality but higher
risks

The problems with quality, quantity and
reliability of ESG data seem to translate
into less reliable ESG scores in EM. This
means that headline ESG scores in EM
do not work as effectively as signals of
risk or future performance as they do

in DM. This is because there is a weaker
culture of ESG reporting in EM. This
information blind spot is exacerbated
by weaker interrogation of corporate
performance by the press and civil
society. EM companies typically face less
scrutiny than their DM counterparts
through for example employee surveys,
NGO reports, customer reviews and
investigative journalism. However,
change is under way with the emergence

of ESG reports and new information
gathering tools. Therefore, data quality

is improving leaving fewer companies
under the radar but there is still a long
way to go to be similar to the DM playing
field. We can assume that over time this
will correct but for now it means the
active ESG manager needs to do more
homework themselves to form a more
accurate picture of risk management. Our
quantitative analysis showed that while in
DM, one might take a best in class or top
50 per cent approach to ESG selection, in
EM this could hurt performance. In EM,
we found that among top performing

companies excluding the worst ESG
performers adds most alpha (see chart).
Furthermore, ESG risks in EM
can be more acute and closer to home.
Employee protections, health and safety
regulations, environmental audits,
product quality standards are often
weaker or just less enforced. Against
this regulatory weakness, companies
must do much more than just comply
with the law to protect against their
material environmental and social risks.
Similarly, bribery and corruption is more
commonly endemic, as flagged by indices
such as Transparency International’s
Corruption Perception Index. Therefore,
companies need more robust practices
to achieve zero corruption. In short,
there is a lottery of birth — companies
based in countries with weak sovereign
ESG performance based on factors such
as education, institutional governance,
human capital productivity and natural
resource management can suffer a market
drag. Fragile ecosystems, prevalence of
natural disasters, water scarcity, above

Chart: Excluding ESG laggards from a high-quality EM stocks pays off
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Past performance is not a reliable indicator of current or future performance. The chart shows the net performance in USD of the most
profitable companies within the MSCI Emerging Market Index divided by ESG categories. First, we defined the most profitable companies
as those with the top 25% ROIC for the previous fiscal year within each sector (GICS Level 1 sector neutral). Next, we built quartiles based
on ESG ratings within these top 25% most profitable companies. Companies contained in the 1st ESG quartile are ESG leaders. Only
companies that have an ESG rating and that are within the top ROIC quartile were included. A sector-neutral approach was used. Time
period: 31.01.2013 - 31.08.2020

Source: MSCI, CS HOLT, Factset, Vontobel Asset Management
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average and more severe workplace safety
and labour incidents are all heightened
considerations in EM and may affect
some companies more than others,
depending on where they are located.

The ‘G’ in ESG separates the wheat
from the chaff in EM

In this regard, governance is a particularly
important pillar in EM and is commonly
raised as the major differentiator between
EM and DM companies. We regularly
observe that how a company is governed
sets the baseline of corporate culture

and therefore how the company behaves
towards environmental (E) and social (S)
issues. Corporate governance is often the
area which needs the closest scrutiny in
EM for the following reasons:

« Board independence is typically
significantly lower than in DM high.
Therefore, special attention is needed
on the quality and skill set of the board
- will they be ‘yes men’ to the executives
or rather provide good checks on
management in the interests of minority
shareholders and other stakeholders?

A key area of concern is the rights and
protections for minority shareholders, in
particular where governance structures
further minimises their voice. Deeper
analysis of the board’s track record vis-
a-vis the long-term interests of minority
shareholders is therefore needed. To
overcome the information gaps, it is
important to undertake more proprietary
research and engage directly with
companies.

« State-owned enterprises and family-
controlled firms are more prevalent
than in DM. These ownership structures
are often associated with market
underperformance as there is greater risk
of prioritising political, social or private
ends over shareholder value. Related
Party Transactions are prevalent and
need to be examined to see if they are on
market terms in the best interests of the
company and are all fully disclosed.

« And also let’s not speak of EM
as one uniform whole - the investor
needs an appreciation of the norms and
corporate governance codes of different
countries. Applying strict Western
thinking on what governance structures
are required can blinker the investor to
some attractive companies that conform
to home, but not Western, governance
norms.

ESG ratings must be complemented by
fundamental research
Since there are considerably more
weaknesses and disagreements with
ESG ratings in EM than in DM, it is
particularly important that investors do
their own ESG research to form a robust
view built up from many sources.

There are a few key elements
that enable ESG to add meaningful
investment value. The approach to
evaluating the key ESG risks a company
faces should focus on the most material
issues and tailor the assessment based
on deep sector knowledge. ESG should
complement fundamental company

analysis by a thorough investigation
of real world issues that can have
a significant impact on company
performance. The greatest value-add is
the ability to go in-depth and investigate
critical issues — from allegations of forced
labour in the supply chain, accounting
irregularities, SOE interventions to
compliance breakdowns. This often
involves speaking with the company
directly as well as canvassing outside
opinions from accounting specialists or
brokers who know the company well.
Such an approach helps to fully integrate
ESG in the investment case rather than
being siloed thinking or simplistic
adoption of external ratings.

Within the area of risk management
the challenge is to learn what signal
level constitutes a red flag triggering an
exit of portfolio positions or barring
an investment in the first place. As the
reporting and regulatory landscape
as well as the data evaluation tools are
constantly changing, as an active ESG
manager, it is important to remain
committed to constant improvement and
evolution while maintaining a rigorous
research discipline when investing in EM
companies based on ESG criteria.

Written by Lara Kesterton,
mtx Sustainable Leaders,
ESG Research, Vontobel Asset
Management
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Important legal information

This marketing document was produced by one or more companies of the Vontobel Group (collectively “Vontobel”) for institutional clients.

This document is for information purposes only and nothing contained in this document should constitute a solicitation, or offer, or recommendation, to buy or sell any investment
instruments, to effect any transactions, or to conclude any legal act of any kind whatsoever.
Past performance is not a reliable indicator of current or future performance. The return may go down as well as up, e.g. due to changes in rates of exchange between currencies. The value

of invested monies can increase or decrease and there is no guarantee that all or part of your invested capital can be redeemed.

The MSCI data is for internal use only and may not be redistributed or used in connection with creating or offering any securities, financial products or indices. Neither MSCI nor any
other third party involved in or related to compiling, computing or creating the MSCI data (the “MSCI Parties”) makes any express or implied warranties or representations with respect to
such data (or the results to be obtained by the use thereof), and the MSCI Parties hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness
for a particular purpose with respect to such data. Without limiting any of the foregoing, in no event shall any of the MSCI Parties have any liability for any direct, indirect, special, punitive,
consequential or any other damages (including lost profits) even if notified of the possibility of such damages.
Although Vontobel believes that the information provided in this document is based on reliable sources, it cannot assume responsibility for the quality, correctness, timeliness or
completeness of the information contained in this document. Except as permitted under applicable copyright laws, none of this information may be reproduced, adapted, uploaded to

a third party, linked to, framed, performed in public, distributed or transmitted in any form by any process without the specific written consent of Vontobel. To the maximum extent
permitted by law, Vontobel will not be liable in any way for any loss or damage suffered by you through use or access to this information, or Vontobel’s failure to provide this information.
Our liability for negligence, breach of contract or contravention of any law as a result of our failure to provide this information or any part of it, or for any problems with this information,
which cannot be lawfully excluded, is limited, at our option and to the maximum extent permitted by law, to resupplying this information or any part of it to you, or to paying for the
resupply of this information or any part of it to you. Neither this document nor any copy of it may be distributed in any jurisdiction where its distribution may be restricted by law. Persons
who receive this document should make themselves aware of and adhere to any such restrictions. In particular, this document must not be distributed or handed over to US persons and

must not be distributed in the USA.
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