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ESG Integration Across the Cap Spectrum

Tara Patock, CFA

As an investment team managing U.S. equity portfolios
across the capitalization spectrum, we experience firsthand
the variability among environmental, social, and governance
(ESG) data and third-party ratings. These differences
largely emanate from the absence of a common reporting
framework and the fact that companies are in different
stages of ESG adoption within their businesses.

We believe that navigating the current ESG landscape
requires an active approach to ESG integration and
engagement that is thoughtful, independent, and flexible.

The State of Sustainability Reporting

Asinvestors have increased their attention on ESG factors, so too have corporations. We
have observed a marked increase in the quantity of data that is available to us as investors.
This is most evident among large caps, with 90% of corporations included in the S&P 500
Index issuing sustainability reports in 2019, an increase from 20% in 2011, as seen in exhibit 1.

Among the S&P 500 companies, reporting frameworks remained inconsistent. The most
common framework cited in 2019 was the Global Reporting Initiative (GRI) disclosure
standards, with about half of S&P 500 companies referencing the GRI, according to the G&A
Institute. Other reporting frameworks referenced included the Sustainability Accounting
Standards Board (SASB), CDP (formerly the Carbon Disclosure Project), and TCFD (Task
Force on Climate-related Financial Disclosures). With a lack of unified reporting standards,
large-cap companies have been disclosing enormous amounts of information, but much of it
is not useful in making investment decisions.

Beyond the use of different reporting frameworks, there is a wide range of company
disclosure around sustainability information—from the breadth and depth of relevant
ESG data, to the mode of disclosure (e.g., websites, sustainability reports, SEC filings),

to the co-mingling of material and nonmaterial metrics. The lack of access to consistent
information that is comparable across companies renders much of it, at best, unwieldy to
sort through and, at worst, unusable for investors.
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EXHIBIT 1

S&P 500 Companies with Sustainability Reporting
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Sources: Governance & Accountability Institute, Inc., as of July 2020.

“For active large-cap investors, who
are faced with a deluge of information
and the task of filtering it down to
what matters on a company-by-
company basis, this is fertile ground
for adding value.”

Tara Patock, CFA

We have observed a trend toward integrated reporting,
which refers to the combination of both financial and
nonfinancial information in a single report. Ultimately,
we believe this should help focus corporate sustainability
disclosure on metrics that are material to understanding
a company’s financial condition, operating performance,
and/or future prospects. In the meantime, for active
large-cap investors, who are faced with a deluge of

90%

information and the task of filtering it down to what
matters on a company-by-company basis, this is fertile
ground for adding value.

Moving down the market-capitalization spectrum, corporate
sustainability reporting is less ubiquitous. Expanding
beyond the S&P 500 Index to roughly the next largest 500
companies—as measured by the bottom half of the Russell
1000 Index, which can be described as mid-cap companies—
only 39% of companies issued sustainability reports in 2019.
One can safely assume the percentage would diminish
further for small-cap companies, and our own anecdotal
evidence suggests this is true.

Smaller-cap companies are generally in the earlier
phases of incorporating ESG factors into company
strategy, and correspondingly, tracking and disclosing
sustainability information that is relevant to their
businesses. Furthermore, even when the business model
and sustainability strategy are well aligned, smaller-cap
companies often lack the significant resources required
to produce sustainability reports.
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Thus, in the small-cap space, active management around
ESG issues requires a different approach. We find
tremendous value in direct discussions with management
teams about these issues and are able to achieve a much
deeper level of understanding of company initiatives

that are not described on the company website or in a
sustainability report.

Implications for Third-Party ESG Ratings

Because the industry has yet to align around a consistent
reporting framework, ESG ratings providers focus on
different factors, driving inconsistency across ratings.
Moreover, due to stark differences in data availability
across the capitalization spectrum, ESG ratings broadly
skew more favorably toward large caps. This reality
necessitates taking a closer look at the ESG characteristics
of each company and applying one’s own judgment, rather
than relying on any single ratings vendor, and reinforces
the importance of independent thought in approaching
ESG analysis.

To better navigate this evolving landscape at William
Blair, we have developed a proprietary materiality
framework that informs our qualitative E, S, and G ratings.
Our materiality framework is the starting point for
company-level ESG research and focuses our analysts

on key issues that are likely to be material to long-term
financial performance.

Just as investors are focused on different factors when
considering sustainability information, so are ESG ratings
providers in scoring companies. Given these methodology
differences, ESG ratings across different vendors yield
inconsistent signals. Analysis from Empirical Research
Partners comparing four ESG ratings providers against
one another suggests the average correlation of ESG
ratings is only 60%, as shown in exhibit 2. This implies
that using two different ESG ratings vendors to assess
the ESG quality of an individual company, or a portfolio
of companies, could lead to very different conclusions.
ESG ratings vendors are largely reliant on publicly

EXHIBIT 2

Common ESG Scoring Methodologies
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Source: Empirical Research Partners, State Street Global Advisors, Sustainalytics, MSCI, RobecoSAM, Bloomberg, as of 2019.
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disclosed, backward-looking ESG data to inform their
ratings. Given the above-described differences in data
availability across the capitalization spectrum, ESG
ratings often favor larger-cap companies simply based on
the level of disclosure. As an example of this capitalization
bias, consider the Morningstar Sustainability Ratings

for mutual funds, for which the global category averages
are shown in exhibit 3 below. Sustainalytics company
level scores are the basis for Morningstar’s fund-level

sustainability ratings. Because larger-cap companies

have more resources to dedicate to disclosure and
communication of ESG initiatives, larger companies—and
the funds that invest in them—generally receive better
ESG scores. Thus, the market capitalization skew of a fund
under consideration will be a significant determinant of
how its sustainability score compares to its relevant universe.

EXHIBIT 3

Morningstar Sustainability Global Category Average
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With large- and small-cap companies in different stages of
ESG adoption, tracking, and reporting, we believe investors
should take a tailored approach to engagement to drive the
most positive outcomes.

“In the small-cap space, active
management around ESG issues
requires a different approach. We
find tremendous value in direct
discussions with management teams
about these issues and are able

to achieve a much deeper level of
understanding of company initiatives.”

Small-cap companies tend to be in earlier stages of
adoption with fewer resources to dedicate to the monitoring
and communication of ESG initiatives. We have found

this provides a unique opportunity to have meaningful and
constructive dialogues about these topics with the companies
in which we invest. Through these conversations, we are able
to influence and support their ESG initiatives, providing

an important perspective as shareholders in terms of

what matters to us from a resource allocation and data
disclosure standpoint.

In addition, as we are significant and long-term
shareholders who have demonstrated engagement around
ESG issues, management teams of smaller companies
often proactively seek our feedback and guidance as they
endeavor to advance ESG initiatives within the company.
Having this dialogue with our companies is important in
not only driving greater focus on material ESG issues, but
also in enabling us to participate as shareholders when
company progress is recognized by ESG ratings vendors
and other investors.
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Among large caps, individual managers may have less
influence, considering they typically hold a smaller share
of a company’s stock. As a result, collaborative shareholder
engagements—when a group of institutional investors
comes together to engage with a company on a particular
ESG topic—are a common approach to influencing corporate
behavior in the large-cap space. We have selectively partici-
pated in a small number of collaborative engagements
focused on issues we believe to be material for owned
large- and mid-cap companies.

More commonly, we engage directly with portfolio
companies in the large-cap space. Our investment team has
built strong relationships with management teams, which
provide us the opportunity to have a direct dialogue about
the prioritization of key ESG initiatives and their alignment
with corporate strategy. These conversations also allow
management teams to gain better perspective on our ESG
priorities as long-term shareholders.

Across our U.S. investment universe, there is a great deal

of variability in terms of ESG adoption within companies,
data availability, and ratings signals, which necessitates a
flexible approach to ESG integration and engagement across
the capitalization spectrum. It is becoming increasingly
critical that, as active managers, we employ independent
thought and our own perspectives in managing ESG risks
and opportunities in portfolios. Since developing our own
materiality framework and E, S, and G ratings in 2018, the
importance of these inputs in our investment process has
only grown. We believe our bottom-up approach, centered on
deep, fundamental due diligence that holistically incorporates
material ESG factors, provides us with an opportunity as
active investors to exploit inefficiencies in this area.
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About William Blair

William Blair is committed to building enduring relationships with our clients and providing expertise and solutions to meet their evolving needs. We work closely with most
sophisticated investors globally across institutional and intermediary channels. We are 100% active-employee-owned with broad-based ownership. Our investment teams are
solely focused on active management and employ disciplined, analytical research processes across a wide range of strategies. As of March 31, 2021, we manage $69.7 billion in
assets. We are based in Chicago with resources in New York, London, Zurich, Sydney, Stockholm, The Hague, and Singapore' and dedicated coverage for Canada.

Important Disclosures

This material is provided for information purposes only and is not intended as investment advice, offer, or arecommendation to buy or sell any particular security or product.
This material is not intended to substitute a professional advice on investment in financial products and any investment or strategy mentioned herein may not be appropriate for
every investor. Before entering into any transaction each investor should consider the appropriateness of a transaction to his own situation and, the need be, obtain independent
professional advice as to risks and consequences of any investment. William Blair will accept no liability for any direct or consequential loss, damages, costs or prejudices
whatsoever arising from the use of this document or its contents.

Any discussion of particular topics is not meant to be complete, accurate, comprehensive, or up-to-date and may be subject to change. Data shown does not represent and is not
linked to the performance or characteristics of any William Blair product or strategy. Factual information has been taken from sources we believe to be reliable, but its accuracy,
completeness or interpretation cannot be guaranteed. Information and opinions expressed are those of the author and may not reflect the opinions of other investment teams
within William Blair. Information is current as of the date appearing in this material only and subject to change without notice. This material may include estimates, outlooks,
projections and other forward-looking statements. Due to a variety of factors, actual events may differ significantly from those presented.

Past performance is not indicative of future returns. Investing involves risks, including the possible loss of principal. The inclusion of Environmental, Social and Governance
(ESG) factors beyond traditional financial information in the selection of securities could resultin a strategy’s performance deviating from other strategies or benchmarks,
depending on whether such factors are in or out of favor. ESG analysis may rely on certain values based criteria to eliminate exposures found in similar strategies or benchmarks,
which could result in performance deviating. Any investment or strategy mentioned herein may not be appropriate for every investor.

This material is distributed in the United Kingdom by William Blair International, Ltd., authorized and regulated by the Financial Conduct Authority (FCA), and is only directed at
and is only made available to persons falling within articles 19, 38,47, and 49 of the Financial Services and Markets Act of 2000 (Financial Promotion) Order 2005 (all such persons
being referred to as “relevant persons”). This document is distributed in Australia by William Blair Investment Management, LLC (“William Blair”), which is exempt from the
requirement to hold an Australian financial services license under Australia’s Corporations Act 2001 (Cth). William Blair is registered as an investment advisor with the U.S.
Securities and Exchange Commission (“SEC”) and regulated by the SEC under the U.S. Investment Advisers Act of 1940, which differs from Australian laws. This document is
distributed only to wholesale clients as that term is defined under Australia’s Corporations Act 2001 (Cth). This material is distributed in Singapore by William Blair International
(Singapore) Pte. Ltd. (Registration Number 201943312R), which is regulated by the Monetary Authority of Singapore under a Capital Markets Services License to conduct fund
management activities. This material is intended only for institutional investors and may not be distributed to retail investors.

This material is not intended for distribution, publication, or use in any jurisdiction where such distribution or publication would be unlawful. This document is the property of
William Blair and is not intended for distribution or dissemination, directly or indirectly, to any other persons than those to which it has been addressed exclusively for their

personal use. Itis being supplied to you solely for your information and may not be reproduced, modified, forwarded to any other person or published, in whole or in part, for any
purpose without the prior written consent of William Blair.

Copyright © 2021 William Blair. “William Blair” refers to William Blair & Company, L.L.C., William Blair Investment Management, LLC, and affiliates. William Blair is a
registered trademark of William Blair & Company, L.L.C.
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