
Why understanding 
externalities is increasingly 
key for investors

The fast view
 ɽ With the focus on sustainability intensifying, 

it is increasingly important for investors to 
understand companies’ impacts on 
stakeholders, the natural world and society.

 ɽ We believe there will be superior returns for 
companies that embrace a more holistic 
view of success.

 ɽ In this paper, we share the approach used 
by Ninety One’s Multi-Asset team to evaluate 
the investment risks and opportunities 
arising from companies’ externalities.
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Why understanding externalities is increasingly key for investors

Externalities are at the heart of companies’ interactions with society, 
and we all experience them every day. Economist Alfred Marshall first 
wrote about externalities in 1890, but it was one of his students, Alfred 
Pigou, who defined them as:

Pressure is growing for companies to be held accountable for their 
externalities, not least due to concern over climate change. 
Consequently, much more information is being demanded of 
businesses. Annual reports (the bedrock of information for investment 
analysts) are evolving in response, and sustainability reports are now 
commonplace. A wide range of data providers exist to supplement the 
information companies provide.

Though the gaps in the data are still plentiful, company disclosures are 
improving every year and there are tools to estimate external impacts. 
Investment analysis has also changed, drawing on a wider range of 
inputs to assess companies and their interactions with society.

Introduction

“Costs imposed or benefits 
conferred on others that are 
not taken into account by the 
person taking the action.”

Externalities: always 
and everywhere
One of Alfred Pigou’s externality examples is as relevant now as it 
was in Victorian England. Observing that chimney smoke in 
London meant there was only 12% as much sunlight as there 
would be otherwise, Pigou recognised that air pollution 
conferred huge costs on communities, in the form of dirty clothes 
and vegetables, and the need for expensive artificial light. 
Economic theory at the time predicted that the market would 
solve these issues through smoke-prevention technology. Pigou 
was interested in why this wasn’t the case. Academic thinking has 
since evolved to pinpoint regulation, taxes and subsidies as the 
tools to discourage or encourage activities that impose costs or 
confer benefits on third parties.
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Among numerous initiatives aimed at developing reporting to better 
capture companies’ externalities, Harvard Business School’s ‘Impact-
Weighted Accounts’ project aims to “drive the creation of financial 
accounts that reflect a company’s financial, social and environmental 
performance”. This is a tall order, but it would redefine what success 
means for corporations and investors, moving the focus beyond the 
interests of shareholders alone.

As the attention on externalities intensifies, various stakeholders are 
increasingly seeking to influence corporate behaviour. Today, an 
understanding of health externalities is behind taxes to discourage 
smoking and sugary drinks. Likewise, subsidies encourage activities 
that result in positive externalities, such as generating renewable 
energy and providing education, which benefit society as well as the 
recipient of the product or service.

Against this backdrop, it is more important than ever for investors to 
understand and price externalities. Here, we explain why externalities 
matter, and introduce the Ninety One Multi-Asset team’s framework for 
assessing them.

We believe that externalities will increasingly be valued and priced. 
High-profile examples of this process in action include the 
accelerating moves to put a value on carbon-related externalities. We 
expect the pricing into the market of negative and positive impacts on 
stakeholders to gather momentum from here.

However, traditional capitalist theory focuses narrowly on financial 
capital, paying limited attention to externalities. In our view, analysing 
them alongside traditional financial metrics provides a much more 
holistic view of a company or country. The externalities framework 
used by Ninety One’s Multi-Asset team therefore applies a ‘four 
capitals’ approach, enabling us to appraise environmental, societal 
and human impacts alongside financial factors.

Four capitals framework
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The four capitals we have identified – natural, social, human and 
financial, as described below – are typical points of impact between a 
business or country and society. Of course, for any individual 
investment, the areas within each that are material will vary.

Natural capital
This is the Earth’s stock of renewable and non-
renewable resources (e.g., ecosystems and the 
habitats and species they contain, water, soils, 
minerals and the atmosphere) that combine to 
yield a flow of services that benefit people.

Social capital
Business models, company activity and policies 
governing interactions with society all bring 
costs and benefits. Quantifying the net external 
impacts enables investors and companies to 
drive incremental improvements.

Human capital
Employees bring value to a company. This can 
be enhanced through training and education, 
which benefit the individual, the company and 
wider society.

Financial capital
This broad definition of a company’s financial 
payback includes profits earned, and taxes, 
interest and rent paid.

Source: Ninety One.
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Our bottom-up Multi-Asset research processes for both corporates 
and sovereigns include this understanding of all the ‘capitals’. We 
provide detail on our approach to sovereign investments in a separate 
paper. For corporate investments, our approach focuses on identifying 
companies that demonstrate persistence of returns, which share the 
characteristic of having strong competitive moats around their 
businesses, enabling them to generate high profits.

Why we believe 
externalities matter 

We believe that companies that incorporate an awareness of 
externalities into how they do business are more likely to exhibit this 
characteristic. Such companies are often well placed to build a 
sustainable and persistent competitive moat, because their genuine 
understanding of their externalities reinforces their brand and 
operations from a customer and shareholder perspective. They 
typically have strong leadership and a culture of innovation, which 
promote reinvestment into the business and careful capital allocation, 
further strengthening the moat and supporting higher profitability. 
This results in a ‘sustainability flywheel’ where, once a business has 
momentum, these characteristics become self-reinforcing and 
maintain the returns of the business. We observe the converse to be 
true: companies that fail to identify and manage externalities are likely 
to be over-earning in the short term. This can lead to capital 
misallocation and longer-term value destruction to shareholders and 
other primary stakeholders. The risk of such businesses to 
shareholders, and other stakeholders, is significantly higher.

Sustainability flywheel
A positive approach to externalities depends on:

 ɽ Company culture and leadership

 ɽ A genuine desire to put sustainability at the 
core of the business



As we hinted above, the glue that holds a positive approach to 
externalities together is company culture and leadership, backed by a 
genuine desire to put sustainability at the core of a business. 
Management teams that excel in this regard will have more positive 
engagements with investors, building a shareholder base with a 
long-term mindset. Companies that set out to operate in a sustainable 
manner also have policies and business models in place to minimise 
their negative externalities and maximise positive impacts.
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Financial capital
Companies and governments 
must decide the allocation of 
investor capital.

Natural captial
Improving the environment and 
natural world brings economic 
benefits and reduces risk.

Human capital
Human capital improvements 
drive wealth creation, 
increasing taxes and profits.

Social capital
Social progress and infrastructure 
are essential for development and 
long-term company operations.

BIODIVERSITY

GLOBALPEOPLE / TEAM
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The investment industry is still a long way from establishing common 
practices for pricing externalities, so experience and expertise are 
important in this area. Measurement of some externalities is difficult 
and, in any case, not everything that is valued can be priced. So while 
data and simple environmental, social & governance (ESG) scores can 
be informative, a qualitative component to any assessment is 
necessary to generate richer conclusions. Below, we provide two 
illustrations of how externalities can be valued, focusing on carbon 
emissions and public-health effects.

Valuing externalities 

Carbon emissions
Carbon is among the most advanced examples of externality pricing. 
However, despite significant progress in pricing carbon and 
understanding climate risk in investment portfolios over recent years, 
there is still substantial work to be done, particularly with respect to 
establishing consensus pricing approaches and industry standards. 
Opinions vary widely as to the likelihood of there being consistent 
global carbon pricing, the level of carbon price to reasonably expect, 
and how markets may incorporate this information to establish stock 
prices for listed companies in carbon-intensive industries.  

Carbon risk is assessed in terms of Scopes 1, 2 and 3 emissions. 
Scope 1 and 2 emissions include, respectively, the direct emissions of 
a company and indirect emissions from purchased energy. Scope 3 
relates to all other emissions including the emissions in a company’s 
supply chain and in the downstream use of its sold products. All 
companies have negative natural-capital externalities, through the 
carbon emissions associated with business activities. But some 
companies, those that are providing climate solutions and 
contributing to decarbonisation, also have positive externalities.

To measure this, we use the concept of ‘carbon avoided’. This metric 
examines whether a company’s products or services are better in 
terms of their carbon footprint than the alternative. As a carbon price 
becomes mainstream, we believe companies that generate ‘carbon-
avoided’ (i.e., they deliver products or services that are more carbon-
efficient than the alternative and hence help the world avoid carbon 
emissions) will be rewarded, while those with substantial negative 
carbon externalities – such as traditional oil & gas businesses – will 
likely suffer. 
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Public health effects
The tobacco industry has spent many years refusing to acknowledge 
the externalities associated with its products, specifically smoking’s 
negative impacts on health and the costs it imposes on health systems. 

Some people argue that smoking’s social costs are already covered, at 
least in part, by tobacco taxes. However, the World Health Organisation 
estimates that only about 10% of the world’s population is covered by a 
tobacco tax sufficient (more than 75% of cigarettes’ retail price) to 
offset the health costs on society of smoking. Relative to the price of 
tobacco products, tobacco taxes are typically much lower in emerging 
markets, where 80% of the world’s c.1.1 billion smokers live and where 
tobacco companies have focused their growth efforts. Tobacco 
companies have invested a significant amount of financial capital in 
recent years chasing the perceived emerging market growth 
opportunity, often acquiring assets at lofty valuations. Tax rises in 
developing countries in response to increased recognition of the social 
costs of tobacco consumption would likely both reduce the 
attractiveness of long-standing tobacco operations and impair the 
value of acquired assets, potentially leading to significant balance-
sheet write-downs.

There is a widely held assumption that the addictive nature of tobacco 
means that tobacco companies can simply pass on additional costs to 
smokers. However, our research challenges this assessment, as well as 
the assumption that tobacco is as price-inelastic as it is often 
perceived. Higher taxes also deter people from taking up smoking, thus 
reducing future tobacco demand, lowering governments’ tax take, and 
ultimately leading to tobacco producers having to internalise a 
significant proportion of the social costs of smoking. In some regions, 
societies are yet to feel the full impacts on healthcare systems of 
accumulated years of smoking, so action against the tobacco industry 
may grow stronger.  

How, then, to incorporate this analysis into our assessments of the 
value of securities? It is reasonable to assume the social cost of 
smoking, if realised, would be apportioned across the tobacco sector 
by market share. This gives us a starting point for calculating the 
negative social-capital externalities of each tobacco company. By 
considering tobacco companies’ geographic exposures in 
combination with current tobacco taxes relative to the WHO estimate 
of an internalising level of taxation, we can estimate the level of profit 
at risk for individual companies. This type of analysis highlights that the 
negative externalities linked to smoking are as yet insufficiently priced 
by the market, and represent a material risk to the tobacco sector.
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Analysing material externalities
When it comes to corporate investments, our approach to analysing 
externalities comprises both quantitative and qualitative elements. This 
includes analysing the available data and reviewing companies’ 
policies and actions to address their negative externalities and 
maximise positive ones. However, as noted earlier, we would 
emphasise the importance of retaining a qualitative nature to the final 
assessment. As Mark Carney noted in his Reith Lectures in December 
2020, society is increasingly ‘living Oscar Wilde’s aphorism - knowing 
the price of everything but the value of nothing’1. We have strong 
sympathy with this perspective. As Ninety One’s CEO Hendrik du Toit 
has observed, the investment industry frequently confuses value and 
price, noting that ‘the era of seeing price as equating to value has 
passed’2. It is this focus on what really matters to society that leads us 
to believe that quantitative and qualitative assessment lies at the heart 
of considering externalities. 

Assessing corporate 
sustainability

Understanding which issues are material for each company is also 
crucial. A paper written by Khan, Serafeim and Yoon found “firms with 
good ratings on material sustainability issues significantly outperform 
firms with poor ratings on these issues. In contrast, firms with good 
ratings on immaterial sustainability issues do not significantly 
outperform firms with poor ratings on the same issues”3. This 
conclusion aligns with our view that the key drivers of sustainability 
and intrinsic value vary across companies, sectors and regions. That is 
to say, for any given company, only some of the vast amount of 
sustainability and externalities data now available matters – investors 
need to hone in on the material issues.  

https://www.bbc.co.uk/programmes/articles/43GjCh72bxWVSqSB84ZDJw0/reith-lectures-2020-how-we-get-what-we-value
https://www.bbc.co.uk/programmes/articles/43GjCh72bxWVSqSB84ZDJw0/reith-lectures-2020-how-we-get-what-we-value
https://citywire.co.za/news/we-confuse-value-and-price-ninety-one-ceo-on-the-esg-challenge/a1478876


4. Edmans (2011), "Does the stock market fully value intangibles? Employee satisfaction and equity prices", Journal of financial Economics 621-40.  
 Edmans (2012), "The Link Between Job Satisfaction and Firm Value, With Implications for Corporate Social Responsibility", Academy of   
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 Off? Analyzing Stock Performance of "Best Places to Work" Companies", Glassdoor Available at: https://www.glassdoor.com/research/app/ 
 uploads/sites/2/2015/03/GD_Report_1-1.pdf. Shan, Chenyu and Tang, Dragon Yongjun (2020), "The Value of Employee Satisfaction in   
 Disastrous Times: Evidence from COVID-19", available at SSRN: https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3560919
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The importance of culture
We believe that in order to identify truly sustainable businesses, we 
need to both assess externalities and also find those companies best 
placed to deliver on their future plans. We believe that corporate 
culture is an important element behind this. Multiple studies4 over long 
periods, applied to different business models in a wide variety of 
industries, illustrate a clear link between the way a firm is run and 
corporate performance. 

Alongside analysing externalities, we carry out an in-depth review of 
corporate culture for candidate companies using our qualitative culture 
framework. The framework was developed as a key output to a research 
project, carried out as an academic collaboration between Ninety 
One’s Investment Institute and Alex Edmans, Professor of Finance at 
London Business School. The culture framework is a formalised 
approach to assess a topic that is both significant as a returns driver, 
but also extremely difficult to measure. We write in detail about our 
approach to culture as a tool for identifying long-term sustainable 
businesses in the paper ‘Culture as a driver of sustainable alpha’. 

To build materiality into our assessments and ensure we focus on 
the most relevant factors, all analysis is undertaken in the 
context of the business cluster (groups of companies with a 
common structural driver and competitive moat) in which the 
company operates and its specific business model. The purpose 
of the assessments is to define high standards, red flags and 
aspirational targets within each of the four capitals. A range of 
sources including company reports, industry research and 
centres of expertise across our network are used to pull 
together the available data and form a view. The resulting 
sustainability business-cluster report provides the framework to 
assess individual companies within its context. In the appendix 
to this report, we provide a sample write-up of one of our 
sustainability reviews.

https://www.glassdoor.com/research/app/uploads/sites/2/2015/03/GD_Report_1-1.pdf
https://www.glassdoor.com/research/app/uploads/sites/2/2015/03/GD_Report_1-1.pdf
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3560919
https://ninetyone.com/-/media/documents/insights/91-culture-as-a-driver-of-sustainable-alpha-en.pdf
https://ninetyone.com/-/media/documents/insights/91-culture-as-a-driver-of-sustainable-alpha-en.pdf
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General risks. The value of investments, and any income generated from them, 
can fall as well as rise. Where charges are taken from capital, this may constrain 
future growth. Past performance is not a reliable indicator of future results. If any 
currency differs from the investor's home currency, returns may increase 
or decrease as a result of currency fluctuations. Investment objectives and 
performance targets are subject to change and may not necessarily be achieved, 
losses may be made.

We believe that analysing externalities is a core component in 
understanding the long-term sustainability of a business. Our ‘four 
capitals’ framework provides a structure for this analysis, which 
includes both quantitative and qualitative elements. We would 
emphasise again that both are key to analysing externalities: the 
analytical process we describe here is as much about assessment as it 
is about measurement.

Conclusion

We believe this analysis is increasingly important for investors. Over 
time, we expect that capital markets will start to price externalities 
more effectively, as we have already started to see with carbon 
emissions, and that investors who are ahead of this curve can expect 
to see superior risk-adjusted returns from companies that embrace a 
more holistic view of success. 

Within Ninety One’s Multi-Asset capability, we have incorporated the 
four-capitals framework into our assessment of corporate and 
sovereign investments. With respect to corporate assessments, our 
focus is on assessing material externalities for each company in the 
context of relevant peers, and combining this assessment with a 
review of corporate culture to understand whether sustainability is 
embedded in the ethos of the business. We believe that incorporating 
a thorough assessment of externalities into our traditional fundamental 
corporate assessments will provide us with the information necessary 
to better manage the risks of negative externalities and, importantly, 
seek out long-term sustainable alpha.
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Example: Speciality insurance

Business cluster summary
Speciality insurers within niche markets leverage broker relationships and are better able to 
price risks. 

Material sustainability factors
Natural capital

Climate change impacts insurance companies through the potential for more extreme 
events, increasing insured losses. The models that are used by insurance companies use 
historical loss experiences to inform pricing so the greatest risk for the insurance industry is 
that it has mispriced the risk of the impact of climate change on future loss outcomes. In a 
best-case scenario, insurers are able to price climate risks appropriately such that prices 
increase ahead of loss inflation. However, in a more severe warming scenario, the risk is that 
insurers either underestimate losses or alternatively prices need to rise to a level that the 
protection gap increases significantly and insurance is unaffordable for those that need it. 
We are reassured by the fact that actual losses are running behind the assumed modelled 
losses since 2012. 

Actuarial models cannot accurately reflect climate change because the feedback loops in 
climate effects are unknown. The ability of insurance models to predict event frequency is 
low, but they do have good models on what the severity of losses will be if they do happen. 
The industry risk models have catastrophe scenarios that consider multiple types of loss 
events and simulations. Lloyds insurers such as Beazley have considered how >4c warming 
impacts its potential 1-in-100 year losses and has included this output in its annual report. 
And these scenarios in some cases are being incorporated deeply into company strategy 
and risk management, the best examples being Hiscox and Tokio Marine. However, in many 
cases the scenario analysis around climate comes from the top down and is detached from 
the underwriting. Feedback from the 2019 insurance stress test in the UK suggests there 
are gaps in data, tools, processes and expertise. The best insurers tightly integrate climate-
change scenarios and risk tolerance into pricing models. 

The best way for insurers to manage climate risk and to increase social impact is to get as 
close as possible to the end policyholder and intimately understand the underwriting risk. 
This increases the requirement for good data and embedding forecasting into the 
underwriting process. It also creates a feedback loop between the loss adjustment and 
underwriting process. Intact is arguably the leader from this perspective: it has embraced 
artificial intelligence and tightly integrated climate risk into its business strategy, which has 
resulted in very good underwriting outcomes. 

Insurers are also able to help support the transition to a low-carbon economy through their 
underwriting business, investment strategies and active reduction of their carbon footprint. 
European insurers have been leading the way in divestment with Axa, Swiss Re, Zurich and 
Allianz having the most aggressive policies around coal restrictions. Swiss Re has been 
most aggressive in integrating ESG considerations into its investment portfolio.

Appendix
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Appendix

Social capital

Insurers have social impact, contributing significantly to building financial resilience to 
extreme events. By helping with adaptation, risk reduction and closing the protection gap, 
the insurance industry can help the world deal with some of the worst impacts of climate 
change. Swiss Re estimates that the natural catastrophe protection gap stands at US$340 
billion. Most insurers offer inclusive products for those disadvantaged such as micro 
insurance, parametric insurance and support for the vulnerable to help the underinsured. 
Furthermore, insurance demand is closely related to loss experiences and this, combined 
with the fact that insurance policies reprice on a yearly basis, means that insurers do not 
necessarily lose from a financial perspective if losses increase. Insurers are also able to 
contribute by providing risk information and can pinpoint risks ahead of time. They can also 
provide incentives for remedial action to reduce the potential for loss. The best examples 
here are Travelers and Intact that see this as core to their strategy. 

Social capital externalities are also present within an insurer’s management of its employee 
base. There is a tension between experience, tenure and minimising turnover, and ensuring 
there is diversity within insurance companies. Diversity of gender, opinion and educational 
backgrounds is important to ensure that climate risk is appropriately considered. There is a 
strong link between diversity and the amount of weight that is placed on the importance of 
climate change.

Human capital

The insurance industry is a knowledge-intensive industry, so talent retention is a material 
human-capital factor. Many companies do a good job of retaining talent, with companies 
such as Hannover Re keeping turnover as low as 2% compared to the 10% average for the 
industry. 

Financial capital

Within financial capital, there is a risk around tax convergence as many insurance 
companies operate with subsidiaries based in low-tax regions. Hard exclusions may include 
excessive probable maximum loss levels or signs that climate risks are being dismissed as 
external risks. 

Sustainability implications

At its core, the insurance industry serves an important social purpose of mutualising risk, 
offering individuals and corporations the ability to transfer risks that they are unable or 
unwilling to accept. Insurance is not about avoiding or eliminating risk, but understanding 
the risk and appropriately pricing it. Losses will be inevitable, so it is essential that insurers 
are run conservatively in terms of the probable maximum loss, that they have appropriate 
risk diversification, but most importantly clearly show that they understand the risks they 
are taking and that they are disciplined in writing insurance when the returns compensate 
appropriately for the risk. Roughly one-third of companies have integrated sustainability 
into their strategies (as opposed to recognising it as an emerging external risk) and it is 
those companies that we focus on in our sustainability strategy, in the belief that this will 
reduce risk and drive stronger performance. 
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or within a country where such distribution would be contrary to applicable law or regulations. If you are a retail 
investor and receive it as part of a general circulation, please contact us at www.ninetyone.com/contactus

The information may discuss general market activity or industry trends and is not intended to be relied upon as 
a forecast, research or investment advice. The economic and market views presented herein reflect Ninety One’s 
judgment as at the date shown and are subject to change without notice. There is no guarantee that views and 
opinions expressed will be correct and may not reflect those of Ninety One as a whole, different views may be 
expressed based on different investment objectives. Although we believe any information obtained from external 
sources to be reliable, we have not independently verified it, and we cannot guarantee its accuracy or 
completeness. Ninety One’s internal data may not be audited. Ninety One does not provide legal or tax advice. 
Prospective investors should consult their tax advisors before making tax-related investment decisions. 

Nothing herein should be construed as an offer to enter into any contract, investment advice, a recommendation 
of any kind, a solicitation of clients, or an offer to invest in any particular fund, product, investment vehicle or 
derivative. Investment involves risks. Past performance is not indicative of future performance. Any decision to 
invest in strategies described herein should be made after reviewing the offering document and conducting such 
investigation as an investor deems necessary and consulting its own legal, accounting and tax advisors in order to 
make an independent determination of suitability and consequences of such an investment. This material does not 
purport to be a complete summary of all the risks associated with this Strategy. A description of risks associated 
with this Strategy can be found in the offering or other disclosure documents. Copies of such documents are 
available free of charge upon request. 

In the US, this communication should only be read by institutional investors, professional financial advisers 
and their eligible clients, but must not be distributed to US persons apart from the aforementioned recipients. 
In Australia, this document is provided for general information only to wholesale clients (as defined in the 
Corporations Act 2001). In Hong Kong, this document is intended solely for the use of the person to whom it has 
been delivered and is not to be reproduced or distributed to any other persons; this document shall be delivered to 
professional financial advisors and institutional and professional investors only. It is issued by Ninety One Hong 
Kong Limited and has not been reviewed by the Securities and Futures Commission of Hong Kong (SFC). The 
Company’s website has not been reviewed by the SFC and may contain information with respect to non-SFC 
authorised funds which are not available to the public of Hong Kong. In Singapore, this document is issued by 
Ninety One Singapore Pte Limited (company registration number: 201220398M) for professional financial advisors 
and institutional investors only. In Indonesia, Thailand, The Philippines, Brunei, Malaysia and Vietnam this document 
is provided in a private and confidential manner to institutional investors only. 

In South Africa, Ninety One is an authorised financial services provider. Ninety One Botswana Proprietary Limited, 
Unit 5, Plot 64511, Fairgrounds, Gaborone, Botswana, is regulated by the Non-Bank Financial Institutions 
Regulatory Authority. In Namibia, Ninety One Namibia Asset Management (Pty) Ltd is regulated by the Namibia 
Financial Institutions Supervisory Authority. Except as otherwise authorised, this information may not be shown, 
copied, transmitted, or otherwise given to any third party without Ninety One’s prior written consent. © 2021 
Ninety One. All rights reserved. Issued by Ninety One, July 2021.  

Additional information on our investment strategies can be provided on request.
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