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Related Literature and Research Question (1/2)

“Institutional investors and professional asset managers seek to use ESG
primarily to compete for enhanced long-term returns and eliminated
investment risks.” (BNP Paribas, 2019)

1. Responsible investors & their dual aims:

Enhance upside potential: ESG opportunities and promising
financial performance potential for firms and investors (Derwall et al.,
2005; Edmans, 2011; Kempf and Osthoff, 2007; Nofsinger and
Varma, 2014)

Protect from downside risk: ESG risks and downside risk mitigation
(Diemont et al., 2016; Hoepner et al., 2021; Ilhan et al., 2021;
Jagannathan et al., 2017)

⇒ Investors’ asymmetric preferences for positive and negative deviations
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Related Literature and Research Question (2/2)

Markowitz (1959) commented on risk that “Variance considers extremely
high and extremely low returns equally undesirable.” (p.193).

2. Technical challenge:

Symmetric risk preferences assumption

Conventional risk proxies & Risk-adjusted returns

⇒ Jointly measure upside potential and downside risk

3. Research Question:

Can responsible investors who incorporate ESG risks and
opportunities into their investments achieve the dual objectives?
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Research Design (1/2)

1. To separately measure upside potential and downside risk:

Utilise a non-symmetric option pricing research design

Relaxes the symmetric assumption

2. Sample, Data & Measures

All financial services companies listed in the S&P 500

Option price data from OptionMetrics:

Good volatility (orthogonalised): Idiosyncratic upside potential
Bad volatility (orthogonalised): Idiosyncratic downside risk
Joint volatility: Total risk

To identify responsible investors:

Responsible Investment (RI) ratings from MSCI ESG Stats
Principles for Responsible Investment (PRI) signatories’ status

46 US financial institutions (2016–2019)
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Research Design (2/2)

3. Baseline Method: Panel regression analysis with FE & Two-way
clustering error

Volatilityi ,w ,t = β0 + β1Responsible Investmenti ,t−1+

β2Controlsi ,t−1 + β3Firm FEi + ϵi ,w ,t
(1)

Volatilityi,w,t (firm i in week w and year t):

Idiosyncratic upside potential

Idiosyncratic downside risk

or Total volatility

Responsible Investmenti,t−1 (firm i and year t − 1):

MSCI RI Score

MSCI RI Management Score (for robustness test)

or PRI membership dummy
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Main Findings: RI Performance (MSCI) & Volatilities

Main Results of RI Performance on Volatilities
(1) (2) (3) (4) (5)

Idiosyncratic
upside

Idiosyncratic
upside

Idiosyncratic
downside

Idiosyncratic
downside

Total
volatility

RI Score 0.0854∗∗∗ 0.111∗∗∗ -0.0834∗∗∗ -0.131∗∗∗ 0.443
(4.18) (4.26) (-3.49) (-3.69) (0.85)

Controls V1 V2 V1 V2 V1

Firm FE YES YES YES YES YES

Clustering Firm&Week Firm&Week Firm&Week Firm&Week Firm&Week

Observations 3737 3737 3737 3737 3737
Adj. R-squared 0.358 0.345 0.200 0.169 0.598

V1: full controls. V2: Controls without monthly stock return volatility. The numbers in parentheses are
t-statistics.
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Main Findings: PRI Membership & Volatilities

Regression of PRI Membership on Upside Potential & Downside Risk

(1) (2)
Idiosyncratic upside (bps) Idiosyncratic downside (bps)

PRI -0.0458 0.174
(-0.31) (1.66)

Controls YES YES

Firm FE NO NO

Clustering Firm&Week Firm&Week

Observations 7306 7306
Adj. R-squared 0.0387 0.0556
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Robustness: RI Management Performance (MSCI) &
Volatilities

Robustness Test: Regression Results of RI Management on Volatilities
(1) (2) (3) (4) (5)

Idiosyncratic
upside

Idiosyncratic
upside

Idiosyncratic
downside

Idiosyncratic
downside

Total
volatility

RI Management Score 0.101∗∗∗ 0.135∗∗∗ -0.116∗∗∗ -0.181∗∗∗ -0.0314
(4.55) (5.56) (-5.51) (-6.52) (-0.05)

Controls V1 V2 V1 V2 V1

Firm FE YES YES YES YES YES

Clustering Firm&Week Firm&Week Firm&Week Firm&Week Firm&Week

Observations 3737 3737 3737 3737 3737
Adj. R-squared 0.360 0.351 0.204 0.181 0.597

V1: full controls. V2: Controls without monthly stock return volatility. The numbers in parentheses are t-statistics.
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Placebo Tests: Social Controversy (risks only)

Regression of Social Controversy on Upside Potential & Downside Risk

(1) (2)
Idiosyncratic upside Idiosyncratic downside

Social Controversy Score -0.0219 0.0187
(-1.35) (0.90)

Controls YES YES

Firm FE YES YES

Clustering Firm&Week Firm&Week

Observations 7306 7306
Adj. R-squared 0.257 0.136
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Placebo Tests: Governance Controversy (risks only)

Regression of Governance Controversy on Upside Potential & Downside
Risk

(1) (2)
Idiosyncratic upside Idiosyncratic downside

Governance Controversy Score -0.00765 0.00548
(-0.45) (0.30)

Controls YES YES

Firm FE YES YES

Clustering Firm&Week Firm&Week

Observations 7306 7306
Adj. R-squared 0.255 0.135
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Deal with Reverse Causality

Granger-style reverse causality minimisation method (Godfrey et al., 2020):

1. Orthogonalisation to remove correlation

RI Scorei ,t = β0 + β1Idiosyncratic upsidei ,t−1 + β2 Controlsi ,t−1 + ϵi ,t

RI Scorei ,t = β0 + β1Idiosyncratic downsidei ,t−1 + β2 Controlsi ,t−1 + ϵi ,t
(2)

2. To separate the RI Score into two components:

The one driven by the idiosyncratic upside (RIDIU) or idiosyncratic
downside (RIDID)

The one that is uncorrelated to the idiosyncratic upside (RIUIU) or
idiosyncratic downside (RIUID)
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Causality-minimised Main Results: Uncorrelated
Component

Causality-minimised RI Performance on Upside Potential & Downside Risk

(1) (2)
Idiosyncratic upside (bps) Idiosyncratic downside (bps)

RIUIU 0.0717∗

(2.03)

RIUID -0.124∗∗

(-2.55)

Controls YES YES

Firm FE YES YES

Clustering Firm&Week Firm&Week

Observations 3220 3220
Adj. R-squared 0.366 0.223

0.0717∗: p-value, 5.5%
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Sensitivity Analysis: Correlated Component

Regression of RIDIU and RIDID on Upside Potential & Downside Risk

(1) (2)
Idiosyncratic upside (bps) Idiosyncratic downside (bps)

RIDIU -0.172∗

(-2.00)

RIDID 0.298∗∗

(2.45)

Controls YES YES

Firm FE YES YES

Clustering Firm&Week Firm&Week

Observations 6320 6320
Adj. R-squared 0.336 0.216
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Key Takeways

1 Responsible investment performance is positively associated with
idiosyncratic upside potential

2 Responsible investment performance is negatively associated with the
idiosyncratic downside risk

3 Responsible investment is not associated with the total volatility risk
(includes both upside and downside)

4 The quality of responsible investment measures mediates the effect

There is no effect of being PRI signatories on the upside and downside
deviations
Investors with highly and comprehensively rated responsible investment
processes (i.e., MSCI RI ratings) show a significant impact
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Contributions

1 Conceptually: reorients SRI research from performance and risk
analysis to considering investors’ risk preferences and investment
objectives

2 Methodologically: the first study provides a purely financial
measurement for the upside potential and downside risk of responsible
investing
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Appendix I

Quality of responsible investing measure matters:
1. The efficacy of ESG integration is important (Cappucci, 2018; Eccles

and Kastrapeli, 2019)

2. Only full ESG integration has the potential to deliver on the goal of
sustainable value creation for investors (Amel-Zadeh and Serafeim, 2018)

3. Quality/comprehensiveness of responsible investment measures
⇒ The degree of ESG integration by investors

4. RI Measures (MSCI RI vs. PRI):

Full integration (MSCI RI ratings):

Explicit inclusion of ESG risks and opportunities in investment

Criticism on PRI:

Could be a misleading indicator of the actual level of ESG integration
Signatories might not putting commitments into practice
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