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There is increasing recognition globally that environmental, social and governance

(ESG) factors are relevant and material for investment decisions. If you are involved

in the world of finance, the words “sustainability” or “ESG” have either crossed your
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desk or are about to.

For investors that are new to the topic, this report will serve as a primer that provides
a basis for additional avenues of inquiry. For those that are already familiar with the

subject, this report will act as a supplement and may offer new or different
perspectives on the most critical issues.

More specifically, this report is designed to:

1) Analyze the drivers for ESG integration in mainstream financial markets
2) Provide a succinct overview of the players in the space

3) Discuss methods focused on integrating ESG in the investment process
4) Identify and address misconceptions about the added value of ESG

5) Provide additional, in-depth resources on various elements of the topic
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I.

Why now?

Although it is not often explicitly acknowledged by investment managers, ESG analysis has long been used to
evaluate aspects of a company that are not quantified or disclosed in its financial statements. As Graham and
Dodd’s point out in their Security Analysis, “If analysts accept the dictum that ‘the business of business is business’,
they will regard social and community responsibility issues as either irrelevant or, worse, a diversion of resources
from the almighty bottom line. Such a myopic view ignores the reality that the U.S. business system, like all of the
major institutions in our society, must earn acceptance every day by accountability and responsible behavior. The
corporate statement that ‘we have to do well if we are to do good’ is completely valid, but the public will insist that
the predicate not be forgotten”. Today, a confluence of additional factors is intensifying the use of these criteria in
investment analysis.

1. Driver #1: Markets are beginning to recognize the costs of short-termism

The issue of investor short-termism is hotly debated and considerable efforts have gone into analyzing investor
time horizons, average holding periods and share turnover. On one hand, some conclude that markets have
become increasingly focused on the short term, as evidenced by compressed holding periods across various
geographies.
Figure 1: Average holding periods

Source: KKS Advisors, http://genfound.org/media/pdf-earnings-guidance-kks-30-01-14.pdf

Conversely, others believe concern about short-termism is overstated. As seen in Figure 2, a research study titled
“Stock Duration and Misvaluation” finds that “[stock] holding durations have been stable and, if anything, slightly
lengthened over time.” (Cremers, Pareek, & Sautner, 2013)

The study posits that the increase in both stock duration1 and share turnover over the same time period results
from assets moving into indexed investments (inherently longer-term and therefore increases stock duration)
and an increase in high frequency trading (inherently shorter-term and therefore increases share turnover).

1 The authors define stock duration as the weighted-average length of time that institutional investors have held a stock in their portfolios, based
on their quarterly 13F holding reports and weighted by the dollar amount invested across all institutions currently holding a stock.
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Figure 2: Stock duration, institutional turnover, (inverse) share turnover, and institutional investor holdings from 1985-2010

Source: Stock Duration and Misvaluation

The truth likely lies somewhere in the middle, but we look at what companies are saying to guide us. A McKinsey
Quarterly survey (Barton & Wiseman, 2013) of more than 1,000 board members and C-suite executives globally
found that:
•

•
•
•

63% of respondents said the pressure to demonstrate short-term financial performance has increased over
the previous five years
86% believed that using a longer time horizon to make business decisions would positively affect corporate
performance in a number of ways, including strengthening financial returns and increasing innovation
79% felt especially pressured to demonstrate strong financial performance over a period of just two years or
less
44% said they use a time horizon of less than three years in setting strategy, while 73% said they should use
a time horizon of more than three years

Additional research cites deferred or cancelled R&D and NPV positive projects and preference for higher shortterm earnings/lower long-term cash flows. (The Aspen Institute, 2010). Given these data points (and many others
like it), we believe there has been an intensifying short-term focus in corporate and investment decision making.

There are various theories on the forces behind this, but we subscribe to the notion that the implementation of
quarterly earnings guidance had a significant impact. In a white paper titled “Earnings Guidance – Part of the Past
or Future”, authors George Serafeim and Gabriel Karageorgiou discuss the evolution of earnings guidance and the
regulatory milestones that shaped reporting practices (Serafeim & Karageorgiou, 2014). Key regulatory events
that shaped reporting practices include the SEC lifting its prohibition against forward looking information (1973),
the Private Securities Litigation Reform Act extending safe harbor so firms could not be sued easily for forecasts
that do not materialize (1996), and the SEC introducing Regulation Fair Disclosure (Reg FD) to halt the private
dialogue between managers and security analysts.

Serafeim and Karageorgiou suggest that companies practice regular earnings guidance for increased analyst
coverage, reduced volatility, and a lower cost of capital. They explain, however, that these benefits are only
perceived while the costs associated with earnings guidance are real. Regular earnings guidance appears to be
associated with myopic behavior, such as reducing investments that allow a firm to remain competitive, in order
to achieve short-term capital market targets. Perhaps the most worrisome part for a senior leader of a company
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is that regular earnings guidance attracts short-term investors. While a transitory shareholder base is not
necessarily a bad thing in every case, there are many instances where short term investors pressure the firm to
maximize short-term earnings rather than the long-term value of the firm.

The pressure on companies to maximize short-term financial performance is being driven by financial markets,
while asset managers (i.e. portfolio managers and analysts) are facing pressure in their roles well. One of the
primary reasons asset managers are under the gun is that they have collectively struggled to deliver consistent
risk-adjusted returns relative to their benchmark.

Figure 3: % of actively managed equity funds underperforming benchmark for five years ended…

Source: Vanguard calculations, using data from Morningstar, Inc., MSCI, CRSP, and Standard & Poor’s

There are numerous perspectives on the long-tenured debate of active versus passive, but we believe shorttermism is at least one of the factors behind underperformance (Figure 4).
Figure 4: The challenge for active managers

Source: Cornerstone Capital Group

Some suggest that passive instruments will continue to gain share and that consolidation within active
management is inevitable. If this scenario is to be avoided, the cycle depicted above must be broken. In order to
do so, asset owners must ensure their investment strategies are aimed at maximizing long-term results. If asset
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owners demand it, asset managers are more likely to commit to an investment process that focuses on long-term
value creation. Herein lies the pivotal point – should this take place, investors will engage companies and demand
long-term metrics to inform their investment decisions. A comprehensive understanding of ESG factors is crucial
in assessing a company’s strategic initiatives as it applies to revenue opportunities, cost reduction and risk
management.

While a few data points don’t make a trend, there is potentially encouraging evidence that markets are beginning
to recognize the costs of short-termism. When looking at the global turnover ratio (a 100% turnover ratio implies
a holding period of 1 year), it appears that a longer-term trend has been broken. Clearly the turnover ratio
increased dramatically in 2008 due to a decline in market capitalization associated with the Global Financial
Crisis, but the turnover rate has extended its decline beyond that which would be expected with the congruent
market recovery.
Figure 5: Global equity market turnover
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Source: The World Bank, Cornerstone Capital Group

Furthermore, Nasdaq OMX conducted an ownership study on more than 8,000 investors globally that yielded
compelling results. More than one-in-three U.S. dollars invested by asset managers is currently held in portfolios
with turnover rates that are associated with average holding periods of 5+ years.
Figure 6: % equity assets managed by institutional investors with an average portfolio turnover > 5 yrs

Source: NASDAQ OMX Advisory Services, Thomson ONE IR
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2. Driver #2: Global economic forces creating new opportunities and risks
Since the beginning of the Industrial Revolution, the global economy has experienced accelerated growth in GDP
per capita driven by technological advancements, despite a sharp increase in global population.
Figure 7: Estimated global GDP per capita, $

Source: McKinsey Global Institute, Disruptive technologies: Advances that will transform life, business, and the global economy, May 2013

However, growth does not occur in a vacuum and it appears the risks corresponding to global growth are
becoming more pronounced. The World Economic Forum (WEF) notes, “Transformational shifts in our economic,
environmental, geopolitical, societal and technological systems offer unparalleled opportunities, but the
interconnections among them also imply enhanced systemic risks” (World Economic Forum, 2014). This concept is
evident when we plot global population growth against greenhouse gas emissions.
Figure 8: World population vs. Global anthropogenic CO2 emissions

Source: CDIAC, US Census Bureau, Cornerstone Capital Group
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With this in mind, the WEF produces an annual Global Risks report which offers insight from a survey of over 700
leaders and decision-makers. These perceived risks cut across geographies and economic sectors, and in many
cases are deeply aligned with ESG factors. Importantly, these risks are also associated with investable megatrends.
Investors would be keen to recognize that a comprehensive assessment of these megatrends is impossible
without analyzing ESG factors.
Figure 9: Ten global risks of highest concern, 2014

Demographic Challenges

•Structurally high unemployment/underemployment
•Severe income disparity
•Fiscal crises in key economies
•Profound political and social instability

Resource Scarcity

•Water crises
•Food crises

Climate Change

•Failure of climate change mitigation and adaption
•Greater incidence of extreme weather events

Global Governance Reform

•Global governance failures
•Failure of a major financial mechanism/institution

Environmental issue = Green; Social issue = Red; Governance issue = Blue; Combination of issues = Black
Source: World Economic Forum Global Risks 2014 Insight Report, Cornerstone Capital Group
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3. Driver #3: Technology driving information transparency
An increasing percentage of the world’s population is gaining Internet access, purchasing smartphones, and
joining social media networks. The Telecommunication Development Sector (ITU) reckons that about 40% of the
world’s population will have access to the Internet by the end of 2014, about 2.5 times higher than the rate in
2005 (16%). Similarly, ITU estimates that 32% of the world’s population will have active mobile-broadband
subscriptions, up from only 4% in 2007.
Figure 11: % with active mobile-broadband subscriptions
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Figure 10: % of Individuals using the internet
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Equally important is the growth we’re witnessing in the number of social network users.
Figure 12: # of worldwide social network users
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Figure 13: Social networks ranked by # of users (2014, in millions)
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These trends have significant implications for information transparency, increasing both the speed with which
information travels and the ease with which it can be retrieved. For instance, smartphone owners that download
the GoodGuide App can scan a product barcode and in real-time retrieve health, environmental and social
9
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performance ratings for food, personal care and household products. In addition, social media campaigns
broadcast supply chain conditions globally in real time, employees share experiences with companies on careeroriented websites, and online blogs and forums expand the reach of opinion and analysis.

With numerous sources of information available, investors should recognize that technology-enabled
transparency is diminishing companies’ ability to control public perception. This trend also highlights the
importance of engaging with stakeholders to anticipate and prevent potential issues, as these stakeholders are
becoming increasingly important in shaping the public’s perception of companies. The manner in which a
company engages stakeholders is a sign of management quality, an attribute that is often acknowledged by
investors in a valuation premium or discount.

Figure 14: Social media considered major risk to business
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4. Driver #4: Intangibles increasingly important in assessing company value
Intangible assets are those things you can’t kick, but can put a name to – such as patents, copyrights, customer
relationships, and brand names. Some investors consider high quality management and a dedicated and skilled
workforce to be integral parts of intangible assets as well. There are varying opinions on methodologies used to
value intangible assets, but this question is becoming increasingly important as the deviation between market
and book values grows. According to research from Ocean Tomo, between 1975 and 2010, intangibles assets
increased from 17% of market value to 80%.
Figure 15: Components of S&P 500 Market Value
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Why is this important? Thorough company analysis requires an investor to consider, among other factors, a
company’s assets and the return generated from those assets. It’s also necessary to forecast the sustainability of
returns based on a company’s competitive advantage, and determine whether a valuation premium is afforded.
This premium to book value typically represents intangible assets.

However, the shift from tangible assets to intangible assets introduces more variability and uncertainty into the
assessment of overall value to shareholders. Investors must make assumptions about the future earnings
contributions of intangible assets because accounting rules do not provide point-in-time valuations for them. A
thoughtful and consistent ESG framework facilitates evaluation of these intangible assets as an indication of
company “quality.”
To further illustrate this point, we look at a Wharton Business School study that shows a value-weighted portfolio
of the “100 Best Companies to Work for in America” earned an annual four-factor alpha of 3.5% from 1984-2009,
and 2.1% above industry benchmarks. This suggests that employee satisfaction is not only positively correlated
with shareholder returns, but the market does not fully value intangibles, even when independently verified by a
highly public survey on large firms. 2

2 Edmans, Alex, Does the Stock Market Fully Value Intangibles? Employee Satisfaction and Equity Prices (January 20, 2010). Journal of Financial
Economics 101(3), 621-640, September 2011. Available at SSRN: http://ssrn.com/abstract=985735
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5. Financial markets take notice
The increasing news flow on ESG-related topics and the rising number of signatories to the Principles for
Responsible Investment (PRI) demonstrate that the analysis and incorporation of ESG factors have moved beyond
its initial core group of niche investors.
Figure 16: Bloomberg news trend: Monthly stories about “ESG”
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For comparison: Monthly news count of all Private Equity stories ~2800/month, Fed related stories ~4300/month, All Central Bank stories 27,000/month
Source: Bloomberg; Cornerstone Capital Group

What is PRI?

Figure 17: PRI Signatory assets as % of stock of global financial assets

The United Nations-supported Principles for
Responsible Investment Initiative is an international
network of investors working together to put the six
principles for Responsible Investment into practice.
Its goal is to understand the implications of
sustainability for investors and support signatories to
incorporate these issues into their investment
decision making and ownership practices. The
principles state: “We will:
•
•
•
•
•

Source: McKinsey Global Institute, Haver, BIS, DB estimates, Cornerstone Capital Group

•
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incorporate ESG issues into investment analysis
and decision-making processes
be active owners and incorporate ESG issues into
our ownership policies and practices
seek appropriate disclosure on ESG issues by the
entities in which we invest
promote acceptance and implementation of the
Principles within the investment industry
work together to enhance our effectiveness in
implementing the Principles
each report on our activities and progress
towards implementing the Principles”

II.

Main players of sustainable finance

The value chain of sustainable investment is in constant and complex interaction with state, market and civil
society players, who all contribute in shaping decisions, best practices and economic and financial outcomes. In
this section we will present the main players of each category, their motivations, and the drivers behind their
behavior.
Figure 18: The universe of sustainable finance

Source: Cornerstone Capital Group
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1. The investment value chain: beneficiaries, asset owners, asset managers, corporations
Asset owners and beneficiaries
Asset owners such as pension funds and sovereign wealth funds, acting on behalf of their beneficiaries (and in
some cases future generations), have been instrumental in integrating sustainability concerns in their investment
philosophies. The rising awareness of the potential negative social and environmental impacts of economic
activities, poor governance and systemic risks has led to the development of different strategies by asset owners:
from screening out investments that are not aligned with their values, to the progressive incorporation of
environmental, social and governance externalities in their investment strategies 3. In addition, the emergence of
“universal ownership”, have made the diversification from some social or environmental risks de facto
impossible.

Universal ownership generally refers to large global investors who essentially own a slice of the global economy.
Therefore, they are more concerned with the sustainability and performance of the economy rather than sectors
or companies. They are also more concerned with externalities. In The Rise of Fiduciary Capitalism, J.P. Hawley
and A.T. Williams argue that, because of their extensive diversification of ownership, fiduciary institutions have
become "universal owners" with a significant stake in a broad cross-section of the largest publicly traded firms in
the economy. Forced to evaluate portfolio-wide effects of individual firm actions, these institutions have a quasipublic policy interest in the long-term health and wellbeing of the whole society. As universal owners, fiduciary
institutions are in a unique position to develop and pursue policies of virtuous efficiency, minimizing negative
externalities and encouraging positive outcomes by the firms in their portfolios. In this way, they have the
potential to make the firms in which they own stock more responsive to the needs of the Americans to whom they
are responsible and thereby make those firms more democratic.

Asset owners who have incorporated ESG into their investment practices include pension funds and retirement
systems such as CalPERS, and TIAA-CREF; sovereign wealth funds like the Government Pension Fund of Norway;
some high net worth individuals; foundations (Rockefeller Brothers Fund, Jesse Smith Noyes). In the 1970s and
1980s higher education endowment funds played a crucial role in the development of “investor responsibility”
around issues such as the Vietnam War and South African Apartheid. More recently, institutions such as Harvard,
Yale and Stanford have begun to address fossil fuel divestment and broader sustainable investment issues.
Asset managers

The players entrusted with reconciling stakeholder concerns with financial objectives are the asset managers.
Asset Managers allocate funds from asset owners to corporations and other assets. A crucial link in the investment
process, asset managers have the delicate task of balancing short term market performance with the broader
investment philosophies of their clients. However, the difficulties in defining and assessing desired and achieved
social and environmental impacts in terms of financial returns, help explain why the investment management
business has not yet fully incorporated ESG factors.

Some asset managers are an exception to this: explicitly focused on ESG, they rely on the premise that
“sustainability is about good management doing good business” (RobecoSAM). Their motivation originates partly
under the influence of their clients, the asset owners, but also with the increasing belief that intelligent integration
of environmental, social and governance criteria in the investment process leads to more informed decisions and
potentially better results. This has been the case with RobecoSAM. Mainstream asset managers such as Blackrock
have also dedicated resources into answering this new demand of allying financial and ESG performance.
3

Investment strategies will be examined in detail in the following section.
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Competition between asset managers to attract investments by outperforming their peers in the short term, the
difficulty of showcasing material ESG achievements and lingering misperceptions of ESG investing
underperformance, remain barriers to more fully incorporating ESG into mainstream financial practices. The
systematic and effective combination of financial and ESG outperformance in the profession is still relatively rare
though there are enough examples of published and anecdotal evidence to convince us that this is a directional
trend.
Corporations

Corporations generate goods, services, and employment opportunities, adding value for their customers,
employees, shareholders and society as a whole. Because they are under close scrutiny by their stakeholders,
companies have started incorporating externalities and seeking positive impact in the same way as asset owners
did for their beneficiaries.

Increasing sustainability reporting is a sign of progress. Two decades after the introduction of extra-financial
reporting4, in 2013 nearly three quarters of all American, European and Asian companies reported on their
sustainability performance 5. Moreover, an increasing number of corporations are setting quantifiable and timebound environmental and social goals in their long-term strategy.
Figure 19: The rise of corporate responsibility reporting

Source: KPMG. http://www.kpmg.com/global/en/issuesandinsights/articlespublications/corporate-responsibility/pages/default.aspx

Two main trends drive sustainable behavior in companies: first, the understanding that better management of
social and environmental issues reduces long-term risks; and second, that there is a market for sustainable
products and services. Innovative sustainable business models bring tangible benefits, and some asset owners
have been successful in applying countervailing pressure to encourage the incorporation of ESG criteria in
investment strategies. In consequence, new investment models are beginning to consider not only key financial
performance indicators, but also at long-term value creation potential using ESG criteria. However, corporate
disclosures on ESG are not regulated or consistent, limiting the usefulness of this information to investors.
4
5

https://www.globalreporting.org/information/about-gri/what-is-GRI/Pages/default.aspx
http://www.kpmg.com/global/en/issuesandinsights/articlespublications/corporate-responsibility/pages/default.aspx
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However, efforts are underway to improve the quality of information6. In the meantime, these inconsistencies
offer opportunities to take advantage of market inefficiencies.

A good indicator of the extent to which a company is committed to managing externalities and generating positive
impact is the quality of its governance structure and processes. Governance, including management of
environmental and social issues, is a sign of strong management, and this is quality that is often deemed important
in driving long term performance.
We can observe on the market different strategies of corporations towards sustainability. While there are clearly
companies who position themselves as leaders regarding material environmental, social and governance issues
related to their performance, many others are only partially engaged in incorporating sustainability in their
strategy and operations.

Figure 20: Different strategies in corporate sustainability

Source: David Lubin, Daniel Esty, The Sustainability Imperative. https://hbr.org/2010/05/the-sustainability-imperative

6

In the EU, corporate ESG disclosure is regulated by national laws and since 2014, an EU-wide directive on non-financial reporting.
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2. What shapes markets: governments, regulators, legal and local authorities
Many ESG issues fall under the category of public goods, where markets alone cannot regulate their consumption
or the externalities to which they are related. Examples are climate change, fisheries stocks, etc. The role of
government in incorporating ESG factors into market functioning is therefore crucial. From the traditional
approach regarding social and environmental issues, creating laws that enforce particular behaviors, regulations
evolve towards new measures such as voluntary standards, transparency guidelines, “comply or explain”
mechanisms. This new hybrid strategy, involving more public-private cooperation, offers more flexibility to
market players, but also aims to increase their efficiency.

In the US, the Environmental Protection Agency regulations on new and existing power plants, and its potential
impacts on coal-fired power plants which will face higher costs and risks, is an example of how governmental
organizations change energy markets’ basic conditions, transforming the companies and investors’ strategies and
the resulting global performance, and ultimately modifying the market structure itself. It combines global
emission reduction targets with the flexibility for each State to determine the best strategy to reach them. A lesser
known example is the SEC’s requirement that companies disclosure information on material risks from climate
change 7. At international level, the increasing number of countries adopting carbon taxes and cap-and-trade
systems also illustrate how governments create new basic conditions for markets and integrate ESG factors in the
regulatory context of companies and investors.

3. Advancing the level playing field: professional forums and associations

Many professional organizations contribute to developing sustainable finance. They play multiple roles, such as
establishing standards, coordinating action and lobbying governments. An example is the Sustainability
Accounting Standards Board (SASB), which develops and disseminates ESG accounting standards. While such
standards are currently voluntary, they may eventually be incorporated into standard accounting principles as
the materiality of these issues gains broader acceptance.

Other examples of such initiatives are the WBCSD (World Business Council for Sustainable Development) for
corporations; the PRI (Principles for Responsible Investment) for asset owners and asset managers; regional
sustainable investor forums like USSIF, EuroSIF (US and European Sustainable Investing Forums); extra-financial
reporting organizations: GRI (Global Reporting Initiative), GIIN (Global Impact Investing Network); organizations
promoting sustainable practices like Ceres etc. 8 They all contribute in setting sustainable investing as the new
mainstream in financial markets.

7
8

http://www.sec.gov/rules/interp/2010/33-9106.pdf
See Glossary at the end of the report.
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4. Representatives of the civil society: NGOs, stakeholder groups, opinion influencers
The rise in social media we have described also explains the rise in power of traditional social and environmental
activists. Non-governmental organizations (NGOs) have been very active in the past in addressing various social
and environmental externalities and advocating for change in business practices. Social media have made their
voice much stronger. As a result, many companies are today working with NGOs to find better ways to address
environmental and social issues and avoid conflicts. Also, many of today’s regulations and market standards have
been built with their contribution. A recent example is the work of several NGOs in addressing the problem with
palm oil, the most commonly consumed food oil in the world, whose production is directly responsible for
deforestation in emerging and developing countries 9.

5. Increasing transparency and market efficiency: data providers, exchanges, rating agencies
and indexes

A number of information infrastructure service providers help investors integrate ESG factors by providing both
data and analysis on corporate performance across a range of environmental, social and governance indicators.
Though the research methods are not standardized, many investors consider these services a key input into their
investment processes.

These sustainable finance facilitators often provide several types of services: raw ESG data, thematic and industry
analyses, company ratings, sustainable indexes. Examples of such players are: Bloomberg, MSCI, RobecoSAM (and
the DJSI index), CDP, Sustainalytics; and in Europe, Eiris (with the index FTSE4GOOD), Oekom, Vigeo etc. To be
noted, the emergence of players like IEX, a trading platform placing fairness and transparency at the core of their
business model 10.

6. Advisors: consultants and accountants

Accountants, consultants and think tanks are also instrumental in the transition towards sustainable finance.
Originally such players were called in to assure the quality of so-called “extra-financial” reporting; but their
practices have expanded to include consulting on ESG strategy and management. Examples are work from KPMG
and PWC on sustainability reporting 11; Ernst & Young on sustainability and climate change 12; McKinsey on
resource productivity13 etc. Some lawyers have also played a significant role in this field: an example is the work
of Freshfields in 2005 for the UNEP in assessing materiality for investors, which helped introduce a new
understanding of fiduciary duty 14.

http://www.greenpeace.org/international/en/campaigns/forests/solutions/HCS-Approach/
See http://cornerstonecapinc.com/2014/09/not-just-a-flash-but-a-call-to-arms/
11 http://www.pwc.com/gx/en/audit-services/corporate-reporting/sustainability-reporting/index.jhtml
12 http://www.ey.com/US/en/Services/Specialty-Services/Climate-Change-and-Sustainability-Services
13 http://www.mckinsey.com/client_service/sustainability
14 One conclusion of the report states: “In our opinion, it may be a breach of fiduciary duties to fail to take account of ESG considerations that
are relevant and to give them appropriate weight, bearing in mind that some important economic analysts and leading financial institutions are
satisfied that a strong link between good ESG performance and good financial performance exists”.
http://www.unepfi.org/fileadmin/documents/freshfields_legal_resp_20051123.pdf A follow-up of this report was published in 2009 by UNEP
FI: http://www.unepfi.org/fileadmin/documents/fiduciaryII.pdf
9

10
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III.

Methods and strategies of incorporating ESG in the investment
process

With the improving understanding of environmental, social and governance factors and how they can impact
performance, investors have developed different investment philosophies and strategies that can be defined as
“sustainable” or “responsible”. These strategies are often representative of their constituent groups or customers.

1. Origins of sustainable investing

Historically, the first investors who integrated extra-financial considerations in their investment approach were
mission or value-oriented. Religious societies in the 18th century were opposed for example to being involved in
the slave trade or companies producing liquor and tobacco. In modern finance, value-based investment was
developed around such exclusionary screens, mainly to avoid investment in “sin industries” (tobacco, alcohol,
gambling etc.). Over time a positive approach developed as well, aiming to promote values such as integrity and
justice, and more recently, transparency. This double approach, combining exclusionary factors and positive
impact is found in many sustainable investing strategies today.

However, there can be significant differences in the issues addressed and how they are addressed (exclusionary
screening, inclusionary or “best-in-class” screening, or an integration model of some kind). The variety of the
existing approaches, and their frequent combination makes any classification of ESG related investment strategies
a more difficult exercise. We would argue that the complexity also makes the exercise more important, as clients
will want to be confident in the strategy in which they are investing. Different approaches to ESG investing can
lead to different types of portfolios that will behave differently in different circumstances.

2. The underlying motives: return and impact

All sustainable investors are motivated, like any mainstream investor, by the financial sustainability of their
investments. Their rising awareness of the broader context of this financial sustainability, where issues like
climate change and societal stability play actually an important role, is a driver for seeking to take into account
social and environmental impacts. What distinguishes these investors is to what extent such extra-financial goals
are important for them, and what solutions they deem the most efficient to reach their goals.
On one side of the spectrum are investors that prioritize values and ethical considerations. These investors seek
to create positive impact and may accomplish this by excluding stocks that are not aligned with their social and
ethical values by applying exclusionary screens. Some ethical investors may even be willing to sacrifice some
measure of performance to invest with their values. On the other side are investors who are primarily motivated
by financial returns and believe that integrating ESG factors are an important aspect of achieving those returns.
These investors may also focus on a specific environmental or social theme such as water, access to energy or
climate change. While both types of investors are seeking financial and ESG returns, their primary focus is
different, as is the resulting investing strategy.
On a different scale, investors can look for a highly focused social or environmental impact. Specific impact
investing or thematic funds for example can address drinking water and sanitation issues in developing countries,
or promote renewable energies and energy efficiency. While their scope will be limited with regards to the whole
economy, the likelihood of an extra-financial impact of their investments will be relatively high. Conversely,
investors may accept less focused ESG impacts but look for a broader market reach – they will invest in more
traditional portfolios with incorporation of ESG criteria using the best-in-class approach, or investing in
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mainstream companies which pass the test of their exclusionary criteria. The existing strategies in the market
would often result from a unique combination of these criteria, with a lack of clear boundaries between them.
Figure 21: Sustainable investing philosophies and strategies

Source: Cornerstone Capital Group

More moderate approaches look for a balance between market reach and high impact, and a balance between
financial and ESG returns appropriate for an organization’s or an individual’s specific objectives. All of the above
approaches may include a level of engagement where the end investor, on their own, or through their investment
managers, engage with companies to improve their ethical or ESG performance. Engagement may occur through
proxy voting, shareholder proposals or public or private dialogues.

The existing strategies in the market often integrate financial and impact-related considerations into a unique
mix. For example, investors integrating ESG can also exclude certain assets; or thematic funds can seek the best
in class companies within their opportunity set. Similarly, there can be investors seeking an environmental or
social impact but that are also looking for market returns, while other impact investors will be willing to take
greater risks and accept a potentially lower return in exchange of creating a positive ESG impact. Last but not
least, an increasing number of investors are looking for alpha in sustainability, seeking returns above market
levels through the best performing stocks in terms of ESG performance or themes.
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3. Financial outcomes and time horizons
All investors strive to create value with their investments. But investment strategies differ both in terms of
objectives and time horizons. With increasing understanding of how environmental, social and governance
aspects influence financial outcomes, some asset owners’ mandates may now include “non-financial” objectives.
The objectives of sustainable investing strategies may include generating above-market performance (what is
referred to as “alpha in sustainability”), to achieving high social and economic impact while expecting belowmarket returns (through some forms “impact investing” that may be considered an efficient form of
philanthropy).

The question of time is crucial in sustainable investing. We have addressed long term vs short term investing in
the first part of our report. As D. Hanson points out in “ESG Investing in Graham and Doddsville”, “Though business
value investors are certainly subject to, and may benefit from, short-term fluctuations in the value of tradable
securities, in the long run their returns […] will be driven largely by the operating performance of the companies they
invest in” 15. Sustainable investment, like business value investment, requires a longer-term focus. As Hanson
explains, “ESG is just another lens through which to gauge the age-old issue of quality”.

The real question is not whether ESG correlates with financial performance, but how an informed ESG analysis
can reinforce and complement a responsible, business value-driven investment strategy. In the last part of our
report we offer some insights into the role of ESG in the investment process by commenting on some common
misconceptions about ESG.

15

Hanson D., “ESG investing in Graham and Doddsville”, Journal of Applied Corporate Finance, vol.25, n.3, summer 2013
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IV.

Common misconceptions

Some investors believe that…

But the reality is…

Incorporating ESG sacrifices
investment performance

ESG is consistent with
competitive financial returns

ESG analysis is subjective and
should not be treated as
investment policy

Many “traditional” aspects of
financial analysis are
subjective

ESG events that impact
shareholder value are difficult
to predict

ESG analysis has flagged eventspecific risk, but this is not the
primary consideration

ESG data quality is suboptimal
and can lead to inconsistent
conclusions

ESG data quality is improving
and helps complete the picture
on company performance

ESG factors are too long-term
for today’s investment horizons

Linking ESG factors to financial
metrics ensures relevance
regardless of time horizon
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1. Misconception #1: Incorporating ESG sacrifices investment performance
Despite the growing acceptance and evolution of ESG analysis, the notion that investors sacrifice performance or
increase risk by incorporating ESG has not yet been dispelled. Some investors that are skeptical of ESG
incorporation cite the chart below (or a similar variation of it). This chart shows the total return of the USA
Mutuals Barrier Fund (formerly named the Vice Fund), primarily composed of stocks in the tobacco, alcohol,
gaming and defense industries, relative to the S&P 500 index.
Figure 22: Total return of USA Mutuals Barrier Fund vs. S&P 500

Source: Bloomberg

As it pertains to this particular chart, it’s important to recognize that other factors are likely influencing
performance, such as being overweight certain sectors and industries (i.e. consumer staples).

More broadly, this is ultimately a discussion about Modern Portfolio Theory – the less diversified the universe,
the lower the return rleative to risk. Of course, this assumes that the only strategy available to investors looking
to incorporate ESG is through social screening. As we have dicsussed above, there are many approaches to ESG
investing and much innovation to come. Even so, studies indicate that screened funds do not necessarily
underperform, and that screening an investment universe (socially or otherwise) does not necessarily lead to
underperformance.

Furthermore, numerous academic and industry studies have been published in an effort to quantify the impact of
ESG on long-term financial performance. The accumulating library of evidence suggests a neutral to positive
relationship between strong ESG indicators and long-term financial performance. The most comprehensive
publication, a metastudy conducted by Deutsche Bank Climate Change Advisors, reviewed more than 100 studies
of sustainable investing. (Fulton, Kahn, Ph.D., & Sharples, 2012) Key points include:
•

•

100% of the academic studies agree that companies with high ratings for CSR and ESG factors have a lower
cost of capital
89% of the studies examined show that companies with high ratings for ESG factors exhibit market-based
outperformance, while 85% of the studies show these types of company’s exhibit accounting-based
outperformance
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2. Misconception #2: ESG analysis is subjective and should not be treated as investment policy
Some investors are hesitant to introduce moral judgment into the investment process. This reluctance is likely
founded in two separate but equally important notions: 1) the objective of investments should be to earn a return,
not to make moral judgments 2) investment decisions should be made using hard, objective data.

In addressing the first issue, it’s true that a subset of investors incorporate moral judgment into their investment
process (i.e. social screening). Numerous regulatory and legal analyses have confirmed that incorporation of
ethical considerations into the investment process is acceptable as long as it is consistent with the primary
fiduciary duty to maximize returns for beneficiaries. 16 Such considerations may be entirely appropriate for an
organziation with a well-defined social mission, such as a health care organization that does not wish to profit
from tobacco sales. However, investment managers and other organziations whose beneficiaries may have
diverse ethical views may not find it feasible to incorporate purely ethical considerations into investment
processes absent a financial rationale.

Additionally, it is inaccurate to claim that incorporating ESG factors into investment analysis requires the
presence of a moral bias that lacks a financial rationale. To provide a simple example, this investor that tilts
his/her portfolio away from carbon intensive energy producers and towards industrials companies that provide
energy efficiency solutions may not be expressing an “environmentalist” view on climate change. Instead, that
investor is assessing the revenue opportunties, cost efficiencies, and risk profiles of these industries and is
allocating capital based on where the return on capital is most attractive.

As for the second issue, while we appreciate that “traditional” financial analysis can give the impression of
objectivity, we note that many factors, often cited as critical to a company’s valuation, are categorically subjective.
For instance, as previously discussed, there is significant variability when it comes to valuing intangible assets.
We also know that choosing an appropriate discount rate, especially for early-stage growth companies, is far from
an exact science. The best investors approach inexact components of the investment process by developing a
consitent and repeatable framework. Integrating ESG factors is no different. Transparency and disclosure of nontraditional data is improving (to be discussed later), and it is now possible to incorporate a framework that utilizes
this data in an objective and quantifiable manner.

See for example a May 28, 1998 ERISA (Employee Retirement Income Security Act of 1974) Advisory Letter
http://www.dol.gov/ebsa/programs/ori/advisory98/98-04a.htm

16
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3. Misconception #3: Most ESG issues are irrelevant and material issues are reflected in the
stock price
Our previous analysis of the rise in the intangible value of companies and how these assets may not be accurately
reflected in the stock price contradicts this assertion. Thoughtful consideration of ESG factors is a lens through
which potentially material issues can be identified and investigated. In fact, there have been instances when ESGrelated research flagged event risk that had a material effect on long-term stock price. For example, investors that
focused on Barrick Gold’s environmental and community issues at its mining operations might have reduced
exposure to the company prior to the Chilean court ordered construction halt at Pascua Lama mine and the
corresponding $5.1 billion impairment charge. This is not to suggest that ESG analysis will consistently predict
event risk, but may provide early warning signs for companies and sectors and even broader socio-economic
trends, such as internet privacy and nutrition.
To this end, PRI published a report titled “Integrated Analysis: How Investors are Addressing Environmental,
Social, and Governance Factors in Fundamental Equity Valuation” which showcases integrated analysis and case
studies from leading financial institutions. Please reference the Resources section at the end of this paper for a
link to the report.

4. Misconception #4: ESG data quality is suboptimal and can lead to inconsistent conclusions

Despite the progress made in reporting, disclosing, and aggregating ESG data, there is still significant room for
improvement. Most data is updated only annually and there is less data disclosure and collection on smaller
companies and in emerging markets. Furthermore, companies are not yet reporting ESG data in a consistent
manner and investors are therefore justifiably concerned about utilizing data that isn’t standardized and
comparable across companies and industries. Because of these challenges, studies show ratings from different
ESG data vendors do, in some cases, lead to different conclusions.

While increased level of disclosure will help resolve these issues over time, investors must understand the
intricacies of ESG data and focus on the most material issues in order to successfully integrate these factors into
their investment process. All too often, investors attempt to know everything about their companies. Instead, they
should dedicate a disproportionate amount of time to forecasting the critical factors likely to impact their
companies. This idea applies to ESG data as well.

With this in mind, standard setters such as SASB and GRI are developing and disseminating guidelines that will
address the issues of standardization and materiality. More specifically, SASB’s approach consists of “defining
metrics or indicators – both qualitative and quantitative – that express a fair representation or ‘account for’ company
performance on material sustainability topics, and ensure that reasonable investors have access to the ‘total mix’ of
information in their decision making process.” (Sustainability Accounting Standards Board, 2013)

25
This material is a conceptual framework and should not be construed as
investment advice.

5. Misconception #5: ESG factors are too long term for today’s investment horizons
As discussed in the first section of this report, it appears markets are beginning to recognize the costs of shorttermism. Nonetheless, a substantial segment of the investor population continues to question the link between
ESG factors and financial performance, often citing the perceived disconnect between the long-term nature of ESG
and the short-term focus of the market. This may be accurate for investors with extremely short holding periods,
but broadly speaking, this assessment is perceived rather than real.

We believe this misconception will, over time, be addressed as companies’ communication efforts evolve. As
management teams more effectively link long-term sustainable innovation (sustainable innovation is very often
addressed within ESG analysis) to financial metrics, investors are more likely to incorporate these drivers in their
models. The PRI Value Driver Model report offers compelling suggestions to help investors assess the business
impacts of ESG factors (PRI-UN global Compact Lead collaboration, 2013). The model addresses three key factors:
•

•

•

Sustainability-advantaged growth (S/G) – Measuring a company’s revenue volume and growth rate
from products they define as sustainability-advantaged in comparison to their predecessor and/or
competitors.
Sustainability-driven productivity (S/P) - Measuring the aggregate financial impact on a company’s
cost structure as reported by the company from all sustainability-related initiatives in a given time
period.
Sustainability-related risk management (S/R) – Measuring performance over time on the critical
metrics that a company (often in consultation with stakeholders) believes pose meaningful risk to
revenue and reputation.

Figure 23: Operationalizing the Value Driver Model

Source: The Value Driver Model: A Tool for Communicating the Business Value of Sustainability
(https://www.unglobalcompact.org/docs/issues_doc/Financial_markets/Value_Driver_Model/VDM_Report.pdf )
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V.

Useful resources on ESG and sustainable investing

The Aspen Institute, Short-termism and U.S. Capital Markets: A Compelling Case of Change, 2010.
http://www.aspeninstitute.org/sites/default/files/content/images/Compelling%20Case%20for%20Change_A
ugust2010.pdf
Deutsche Bank Climate Change Advisors, Sustainable Investing: Establishing Long-Term Value and
Performance, 2012. https://institutional.deutscheawm.com/content/_media/Sustainable_Investing_2012.pdf
Deloitte, Finding the Value in Environmental, Social and Governance Performance, 2013.
http://www.deloitte.com/view/en_US/us/Insights/Browse-by-Content-Type/deloittereview/7e1c95091d08c310VgnVCM2000003356f70aRCRD.htm

Eccles R.G., Ioannou I., Serafeim G., The Impact of Corporate Sustainability on Organizational Processes and
Performance, 2012. http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1964011
Global Reporting Initiative guidelines, https://www.globalreporting.org/information/about-gri/what-isGRI/Pages/default.aspx

Graham B, Cottle S, Dodd D, Murray R and Block F, Graham and Dodd's Security Analysis, Fifth Edition, 1988

KKS Advisors, Earnings Guidance - Part of the Past or Future, 2014. http://genfound.org/media/pdf-earningsguidance-kks-30-01-14.pdf
KPMG, The KPMG Survey of Corporate Responsibility Reporting 2013.
http://www.kpmg.com/global/en/issuesandinsights/articlespublications/corporateresponsibility/pages/default.aspx

PRI, Integrated Analysis: How Investors are Addressing Environmental, Social, and Governance Factors in
Fundamental Equity Valuation, 2013. http://www.unpri.org/wp-content/uploads/Integrated_Analysis_2013.pdf
PRI and UN Global Compact, The Value Driver Model: A Tool for Communicating the Business Value of
Sustainability, 2013.
https://www.unglobalcompact.org/docs/issues_doc/Financial_markets/Value_Driver_Model/VDM_Report.pdf
Sustainability Accounting Standards Board, Conceptual Framework of Sustainability Accounting Standards
Board, 2013. http://www.sasb.org/wp-content/uploads/2013/10/SASB-Conceptual-Framework-FinalFormatted-10-22-13.pdf
The UNEP Finance Initiative, Freshfields Report, 2005,
http://www.unepfi.org/fileadmin/documents/freshfields_legal_resp_20051123.pdf and Fiduciary
Responsibility, 2009, http://www.unepfi.org/fileadmin/documents/fiduciaryII.pdf

U.S. Securities and Exchange Commission, Commission Guidance Regarding Disclosure Related to Climate
Change, 2010. http://www.sec.gov/rules/interp/2010/33-9106.pdf
The World Economic Forum, Global Risks 2014, 2014.
http://www3.weforum.org/docs/WEF_GlobalRisks_Report_2014.pdf
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VI.

List of acronyms and abbreviations

CSR
ERISA
ESG factors
EuroSIF
GIIN
GRI
PRI
SASB
UNEP
UNGC
US SIF
WBCSD

Corporate Social Responsibility

Employee Retirement Income Security Act of 1974

Environmental, Social and Governance factors
European Sustainable Investing Forum

Global Impact Investing Network
Global Reporting Initiative

Principles for Responsible Investment

Sustainable Accounting Standards Board

United Nations Environmental Programme

United Nations Global Compact

United States Forum for Sustainable and Responsible Investment
World Business Council for Sustainable Development
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