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Sustainable Investing: 
Positioning for  
Long-Term Success
Increased awareness of environmental, social  
and governance (ESG) concerns is influencing  
the investment decisions of institutional  
investors more and more. Leveraging preliminary 
findings of new research by State Street Global  
Advisors, we examine the momentum behind this 
trend and the opportunities emerging in a rapidly  
shifting landscape.
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Once	considered	a	niche	on	the	 fringe	of	 the	 investment	world,	sustainable	

investing	is	moving	steadily	toward	the	mainstream.	The	practice	of	incorporating	

environmental,	social	and	governance	(ESG)	factors	into	investment	decisions	

has	been	largely	based	on	the	logical	argument	that	a	corporation	should	benefit	

from	superior	performance	if	it	is	well	governed	and	operates	in	a	manner	that	is	

environmentally	friendly	and	socially	responsible.

The Tide Is Turning

However,	 much	 of	 the	 early	 research	 on	 this	 issue	

was	 not	 able	 to	 conclusively	 establish	 a	 link	 between	

a	company’s	ESG	profile	and	stock	price.	The	primary	

reason:	 corporate	 sustainability	 by	 its	 very	 essence	 is	

a	 long-term	 value	 creation	 strategy.	 It	 is	 a	 business	

approach	 that	 seeks	 to	 create	 shareholder	 value	 by	

embracing	opportunities	and	manage	risks	derived	from	

environmental,	social	and	economic	developments.	Now	

that	 we	 have	 access	 to	 a	 more	 extensive	 time-series	

of	 ESG	 data	 encompassing	 varying	 market	 cycles,	 we	

believe	 that	 important	 insights	 can	 be	 gained	 from	

continued	study	of	this	dynamic	field.	

A	 wide	 range	 of	 catalysts	 are	 helping	 to	 transform	

sustainability	 into	 a	 material	 issue	 for	 companies	 and	

investors	 alike.	 Longstanding	 secular	 trends,	 such	 as	

the	 surge	 in	 the	world’s	population,	 scarcity	 of	 natural	

resources	 and	 effects	 of	 climate	 change,	 have	 given	

rise	 to	 a	 sea	 change	 in	 how	 much	 of	 the	 globe	 does	

business.	 In	 addition,	 the	 widespread	 financial	 crisis		

has	 underscored	 the	 need	 for	 good	 corporate	 gover-

nance	as	a	 fundamental	 component	of	 reputation	and	

risk	management.	

As	 the	 global	 business	 and	 investing	 landscape		

continues	 to	 move	 toward	 a	 newer,	 more	 sustainable	

model,	 institutional	 investors	 will	 face	 a	 number	 of	

implications.	 They	 will	 need	 to	 position	 themselves	 for	

a	 future	 that	 may	 look	 dramatically	 different	 from	 the	

past.	 Investors	 will	 be	 well	 served	 to	 widen	 their	 lens	

and	consider	how	ESG	factors	may	impact	the	risk	and	

return	of	their	investments	going	forward.

The Generations of ESG Investing

Broadly	 speaking,	 the	 evolutionary	 stages	 of	 ESG	

investing	 can	 be	 categorized	 into	 three	 distinct		

generations,	as	shown	in	Figure	1.

While	modern	ESG	investing	practices	have	been	on	the	

rise	since	the	1990s,	their	origins	date	back	centuries,	

when	 investors	 (primarily	 religious	 institutions)	 first	

chose	 to	 exclude	 or	 screen	 out	 investments	 based	 on	

ethical	considerations.	 In	keeping	with	 their	philosoph-

ical	 viewpoints,	 investors	 shunned	 so-called	 “sinful”	

investments	 —	 such	 as	 those	 with	 ties	 to	 alcohol,	

tobacco	and	weapons	manufacturing.	



The	first	generation	of	ESG	investing	was	characterized	

by	 the	 concept	 of	 exclusionary	 screening,	 the	 avoid-

ance	 of	 investments	 in	 companies	 whose	 products	 or	

services	were	deemed	to	be	inconsistent	with	an	inves-

tor’s	 values.	 The	 second	 generation	 progressed	 to	 a	

more	proactive	brand	of	analysis	 in	which	ESG	 factors	

are	 incorporated	 into	 the	 investment	 decision-making	

process.	 This	 approach	 entails	 positive	 screening	 for	

companies	 with	 a	 demonstrable	 commitment	 to	 ESG	

goals.	 The	 third	 generation	 takes	 the	 analysis	 of	 ESG	

data	and	ratings	to	a	deeper	level	still,	and	is	intent	on	

identifying	companies	expected	 to	outperform	over	 the	

long	term	based	on	how	they’ve	embraced	the	concept	

of	 sustainability	 in	 the	 operation	 and	 management	 of	

their	enterprises.	Another	differentiating	characteristic	of	

this	third	generation	is	its	use	of	ESG	information	in	an	

attempt	to	not	only	generate	alpha,	but	to	also	mitigate	

risk	in	an	investment	portfolio.	

We	are	just	beginning	to	see	the	emergence	of	this	third	

generation	 in	 select	 markets	 around	 the	 world,	 with	

the	pace	and	degree	of	 this	change	varying	by	 region.	

Europe	 is	widely	acknowledged	as	 the	global	 leader	 in	

ESG	investing.	The	global	ESG	market	today	is	estimated	

at	$10.9	trillion,	as	illustrated	in	Figure	2.	

The Macroeconomic Drivers of Change

The	 growth	 trajectory	 of	 ESG	 investing	 is	 best	 under-

stood	against	the	backdrop	of	recent	global	trends	that	

clearly	point	to	what	some	have	termed	a	“sustainability	

crisis”	taking	place	around	the	world.1	

In	just	two	decades,	the	world’s	population	has	risen	by	

nearly	 one-third	 —	 from	 5.3	 billion	 people	 in	 1990	 to	

approximately	7	billion	 today.	 It	 is	 expected	 to	balloon	

to	9.5	billion	people	by	2050.2	Most	of	 this	growth	will	

take	 place	 in	 the	 developing	 world	 in	 nations	 already	

overpopulated	and	 struggling	with	 shortages	of	natural	

resources.	 The	 energy	 demands	 of	 emerging	 markets	

are	projected	to	account	for	83	percent	of	the	increase	

in	global	energy	demand	from	2007	to	2030.3		
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Figure 1: From Values-Based to Value-Creating

Phase Goal Motivation Primary Techniques Management Style

First Generation  
“values”

•	 Avoid	investments	in	

companies	that	are	not	

compatible	with	mission	

and	goals

•	 Align	investments	with	

values	or	mission

•	 Exclusionary	screening •	 Active	or	passive

Second Generation  
“beta”

•	 Incorporate	ESG	factors	

into	investment	decisions

•	 Recognize	materiality	of	

some	ESG	issues	

•	 Improve	standards	of	

corporate	behavior

•	 Positive	screening

•	 Best-in-class	selection

•	 Active	or	passive

Third Generation  
“alpha”

•	 ESG	issues	can	be	used	

to	seek	enhanced	perfor-

mance	and	manage	risk

•	 Generate	alpha

•	 Manage	risk

•	 Use	ESG	data	to	iden-

tify	companies	that	are	

expected	to	outperform

•	 Mainly	active

1		Comment	made	by	Joseph	F.	Keefe	in	his	speech	“Sustainable	Investing	and	the	Next	Economy”	to	the	Boston	Economic	Club,	
Federal	Reserve	Bank	of	Boston,	June	2010.

2		United	Nations,	World Population Prospects: The 2008 Revision,	issued	May	2009.
3		International	Energy	Agency,	2009	World	Energy	Outlook,	November	2009.

Source:	SSgA	and	KLD	Research	&	Analytics,	Inc.		
This	information	does	not	constitute	investment	advice	or	an	offer	to	invest,	or	to	provide	management	services.



This	 demographic	 wave	 will	 continue	 to	 strain	 our	

planet’s	 finite	 resources	 and	 will	 pose	 especially	 large	

risks	in	the	arena	of	climate	change.	In	2007,	the	United	

Nations	 Intergovernmental	 Panel	 on	 Climate	 Change	

declared	 that	 the	 evidence	 of	 global	 climate	 change	

was	 “unequivocal,”	 citing	 increases	 in	 average	 air	 and	

ocean	temperatures,	melting	of	snow	and	ice,	and	rising	

sea	levels.4	While	opinions	on	climate	change	vary,	the	

risks	 and	 costs	 associated	 are	 real	 and	 substantial.	

According	to	an	analysis	by	the	Stockholm	Environment	

Institute,	climate-related	damages	in	2100	could	reach	

2.6	 percent	 of	 GDP	 for	 the	 US	 and	 10.8	 percent	 for		

the	world.5

ESG Investment Gaining Critical Mass

The	net	result	of	these	drivers	is	that	ESG	investing,	once	

viewed	by	many	as	a	marginal	investing	“fad,”	continues	

to	gain	momentum.	In	fact,	many	investors	have	called	

for	 more	 opportunities	 to	 incorporate	 ESG	 factors	 into	

their	 portfolios,	 prompting	 investment	 managers	 to	

enhance	their	product	and	service	offerings.

In	2006,	 the	United	Nations	 introduced	 the	Principles	

for	 Responsible	 Investment	 (PRI).	 The	 six	 voluntary	

principles	provide	institutional	investors	with	a	compre-

hensive	 set	 of	 guidelines	 for	 incorporating	ESG	 factors	

into	 their	 investment	 decision-making	 processes	 and	

ownership	 practices.	 Today,	 more	 than	 800	 organiza-

tions,	 representing	 45	 countries	 and	 more	 than	 $20	

trillion	 in	 assets,	 have	 endorsed	 the	 principles	 —	 a	

compelling	 indicator	 of	 the	 increasing	 awareness	 and	

acceptance	of	ESG	investing	practices.	See	Figure	3	for	

a	comprehensive	look	across	regions.

In	 response	 to	 mounting	 pressure	 from	 governments,	

shareholders	 and	 competitors,	 a	 growing	 number	 of	

publicly	traded	companies	are	opting	to	report	on	their	

ESG	 performance	 each	 year.	 The	 Global	 Reporting	

Initiative	 (GRI),	 the	 network-based	 organization	 that	

created	 the	 world’s	 most	 widely	 used	 sustainability	

reporting	 framework,	 states	 that	 more	 than	 1,350	

companies	 from	 65	 countries	 used	 its	 guidelines	 to	

report	on	their	ESG	performance	in	2009.	
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Figure 2: Estimated Global ESG Assets  
Under Management
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4		United	Nations	Intergovernmental	Panel	on	Climate	Change:	The Physical Science Basis,	February	2007.
5		Frank	Ackerman	et.	al,	“Did	the	Stern	Review	underestimate	US	and	global	climate	damages?”	Stockholm	Environment	Institute	Working	Paper	WP-US-0802,	

October	2008.

Figure 3: PRI Signatories by Region and Type
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Source:	SSgA	analysis,	as	of	December	31,	2009.

Source:	 Principles	 for	 Responsible	 Investment,	 http://www.unpri.org.	 Data	 as	
of	September	7,	2010.



In	 some	markets,	ESG	 reporting	 is	 already	mandatory.	

In	 Denmark,	 certain	 companies	 have	 been	 required	

to	report	on	their	environmental	 impact	since	1995.	 In		

the	 United	 Kingdom,	 the	 Local	 Government	

Pension	 Scheme	 (Management	 and	 Investment	 of	

Funds)	 Regulations	 2009	 requires	 all	 schemes	 to	

cover	 ESG-related	 issues	 in	 their	 annual	 Statement	 of	

Investment	 Principles.	 More	 specifically,	 it	 mandates	

that	 they	 outline	 the	 extent	 to	 which	 (if	 at	 all)	 social,	

environmental	 or	 ethical	 considerations	 are	 taken		

into	 account	 in	 the	 selection,	 retention	 and	 realization		

of	 investments,	 as	 well	 as	 any	 policy	 regarding		

the	 exercise	 of	 the	 rights	 (including	 voting	 rights)		

related	to	investments.

Although	 these	 rules	do	not	direct	schemes	 to	actively	

engage	 in	ESG	 investing	per	se,	 it	 is	a	clear	 indication	

that	 ESG	 considerations	 must	 consciously	 be	 on	 their	

radar	and	establishes	a	 foundation	 for	possible	 further	

regulatory	development	in	this	arena.

The	Carbon	Disclosure	Project	 (CDP)	 is	another	global	

reporting	initiative	that	shows	how	environmental	issues	

have	 gained	 traction	 among	 institutional	 investors.		

The	CDP	acts	on	behalf	of	more	 than	500	 institutional	

investors	with	$64	trillion	in	assets	at	the	end	of	2009.	

It	provides	a	framework	for	2,500	organizations	in	some	

60	countries	to	measure	and	disclose	their	greenhouse	

gas	emissions	and	climate	change	strategies.

Other	recent	activities	suggest	a	higher	level	of	 interest	

by	 shareholders	 and	 companies	 in	 corporate	 sustain-

ability	 issues.	 During	 the	 2010	 US	 proxy	 season,	

shareholder	 resolutions	 seeking	 enhanced	 disclosure	

on	climate	change	and	sustainability	attracted	compara-

tively	greater	support;	with	47	percent	of	these	proposals	

receiving	20	percent	support	or	higher	(compared	to	29	

percent	 of	 these	proposals	 receiving	 the	 same	 level	 of	

support	 in	2008).6	 In	Europe,	corporate	boards,	which	

are	 charged	 with	 overseeing	 traditional	 risks	 such	 as	

credit	 and	 operating	 risk,	 are	 increasingly	 devoting	

attention	to	screening	for	ESG-related	risks	and	incorpo-

rating	them	as	a	distinct	component	within	their	overall	

evaluation	of	enterprise	risk.

Perhaps	some	of	 the	most	 telling	evidence	of	 the	shift	

under	way	 is	 how	many	of	 the	 largest	 and	most	 influ-

ential	 players	 in	 the	 global	 investment	 management	

industry	are	responding	to	client	demand	for	information	

on	ESG	issues.	In	2008,	Mercer	announced	that	it	would	

integrate	 ESG	 questions	 and	 analysis	 in	 its	 manager	

searches	on	behalf	of	all	its	clients,	sending	a	powerful	

signal	to	the	market.	In	a	2009	global	survey,	63	percent	

of	 pension	 funds	 and	 fund	 manager	 respondents	 said	

they	 were	 putting	 responsible	 investing	 elements	 into	

contracts	for	the	external	managers	of	their	investments,	

up	from	38	percent	the	prior	year.7

Fidelity	 Investments	 now	 makes	 ESG	 information		

available	 to	 investors	 as	 part	 of	 its	 online	 suite	 of		

stock	 research	 tools,	 and	 providers	 of	 ESG	 data	 and	

consulting	 services	 have	 increasingly	 been	 viewed	 as	

attractive	 acquisition	 targets.	 Since	 late	 2009,	 MSCI,	

Bloomberg	and	Thomson	Reuters	have	all	acquired	ESG	

specialist	firms.

ESG	 investing	 is	 creating	 exciting	 opportunities	 for		

institutional	 investors	 to	 rethink	 their	 traditional		

investing	models	 and	 to	 identify	potential	new	sources		

of	 return	 and/or	 protection	 against	 risk.	 Given	 their		

overriding	obligations	as	fiduciaries,	a	growing	number	

of	institutional	investors	are	examining	the	benefits	that	

ESG	investing	can	offer.

4  •  VISION FOCUS4  •  VISION FOCUS

6	 ISS	data	as	of	July	23,	2010.	
7	 UN	PRI	news	release,	“New	data	signals	growing	‘culture	change’	amongst	significant	portion	of	global	investors,”	July	16,	2009.
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In	 the	 spring	 of	 2010,	 RENGO,	 the	 Japanese	 trade	

union	 confederation	 that	 accounts	 for	 almost	 half	 of	

the	 schemes	 in	 Japan’s	 corporate	 pensions	 sector,	

said	 it	 was	 preparing	 to	 implement	 ESG	 factors	 into		

investment	 decisions	 for	 its	 member	 pension	 plans.	

Hitoshi	 Takezume,	 RENGO’s	 assistant	 director	 of	 its	

welfare	policy	division,	said,	“ESG	is	a	way	of	regaining	

trust	 in	 investment,	and	 that	should	be	communicated	

to	our	savers.	We	believe	 that	we	should,	 for	example,	

be	looking	at	green	innovation	and	technology	to	regen-

erate	growth.	As	a	trades	union,	we	previously	paid	little	

attention	to	the	way	our	capital	was	managed,	but	we	are	

concerned	 that	 our	money	could	be	used	 for	workers’	

violations,	hence	the	need	for	these	ESG	regulations.”8

RENGO’s	 very	 public	 announcement	 speaks	 volumes		

about	 the	 new	 prominence	 and	 relevance	 of	 ESG		

factors,	 particularly	 in	 a	 part	 of	 the	 world	 that	 is	 still		

relatively	 new	 to	 this	 form	 of	 investing.	 Going	 forward,		

there	will	likely	be	more	announcements	of	this	type,	as	

a	growing	number	of	 institutional	 investors	align	 them-

selves	with	ESG	factors	to	protect	the	long-term	integrity	

of	their	investments	and	beneficiaries.

Stewards of Capital

The	recent	global	financial	crisis	also	has	been	integral	

in	helping	to	bring	ESG	issues	to	the	fore,	shining	a	spot-

light	on	the	role	of	corporate	governance	and	disclosure	

requirements	 in	 protecting	 the	 interests	 of	 investors.	

Historically,	 the	 field	 focused	 primarily	 on	 traditional	

governance	 issues,	 such	 as	 accounting,	 balance	 of	

power,	executive	compensation	and	disclosure.	

Today,	 the	 face	 of	 corporate	 governance	 is	 changing.	

Increasingly,	institutional	investors	are	analyzing	the	way	

in	which	companies	manage	ESG	risk	and	opportunities	

as	a	corporate	governance	issue.	While	companies	may	

need	 to	 internalize	 the	 expense	 of	 implementing	 high	

standards	 of	 corporate	 governance	 in	 the	 short	 term,	

ultimately	 it	 comes	 down	 to	 the	 basic	 premise	 that		

well-governed	companies	are	likely	to	be	less	risky	over	

time.	Incorporating	an	ESG	framework	may	serve	as	an	

effective	way	to	protect	shareholder	value.	

Given	their	sizable	investments	in	many	of	their	portfolio	

companies,	 institutional	 investors	may	not	always	have	

the	option	of	 simply	selling	 their	positions	 if	 they	don’t	

like	what	they’re	seeing	from	a	governance	perspective.	

Based	 on	 the	 significant	 blocks	 of	 shares	 they	 hold,	

however,	 institutional	 investors	do	have	a	great	deal	of	

power	to	engage	with	those	companies	and	share	their	

perspectives	on	good	governance.

By	 doing	 so,	 institutional	 investors	 are	 holding	 these	

portfolio	companies	accountable,	not	only	 for	 the	 risks	

of	 today,	 but	 also	 against	 the	 potential	 and	 perceived	

risks	 of	 the	 future.	 For	 example,	 if	 a	 manufacturing	

company	 has	 operations	 in	 a	 region	 experiencing	

water	stress,	 that	company	will	 face	a	number	of	chal-

lenges	as	a	result.	Since	inexpensive,	abundant	access	

to	 water	 is	 critical	 to	 the	 manufacturing	 process,	 an		

interruption	in	the	water	supply	could	have	any	number	of	

negative	impacts	on	the	company,	including	temporarily		

shutting	 down	 production	 and	 increasing	 production	

costs.	 In	 all	 likelihood,	 the	 company	 will	 need	 to	 pass	

these	 higher	 costs	 along	 to	 its	 customers.	 If	 those	

customers	are	unwilling	to	pay	the	higher	costs,	additional		

negative	implications	could	follow,	including	the	erosion	

of	 sales,	 which	 could	 eventually	 affect	 the	 company’s		

performance	and	share	price.	

8	 “Powerful	Japanese	trades	union	body	prepares	major	ESG	recommendation	for	its	pension	funds,”	Responsible Investor,	June	1,	2010.
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There	 is	 a	 long	 list	 of	 these	 potential	 future	 risks,	

including	 problems	 with	 supply	 chains	 due	 to	 poor	

labor	conditions	and	 the	 impacts	of	worker	 stoppages.	

These	are	the	types	of	future	risk	scenarios	that	forward-

thinking	 institutions	 are	 researching	 today	 as	 part	 of	

an	 effort	 to	 pre-empt	 these	 risks	 before	 they	 are	 ever		

realized.	 These	 efforts	 underscore	 the	 argument	 that	

ESG	 is	 not	 an	 exotic	 realm	 of	 investing	 —	 it	 is	 good	

business.	 And	 it	 makes	 sense	 to	 many	 investors	 on	 a	

fundamental	level.	

The Pursuit of Empirical Evidence

While	 the	 increased	 attention	 devoted	 to	 sustainability	

issues	 is	 undeniable,	 the	 further	 migration	 of	 ESG	

toward	 the	 mainstream	 as	 a	 viable	 investing	 strategy	

will	 require	 more	 facts.	 Like	 any	 emerging	 science,	

there	 needs	 to	 be	 a	 hypothesis	 and	 an	 experiment	

designed	to	test	the	hypothesis.	Until	recently,	the	facts	

have	been	missing	because	of	the	lack	of	availability	of	

broad	 and	 deep	 ESG	 scores	 for	 listed	 companies	 that	

can	 be	 analyzed	 for	 relevance	 and	 impact	 in	 the	 real	

world	 of	 investments.	 Fortunately,	 for	 those	 studying	

the	field	today,	the	missing	information	is	now	available	

for	analysis	—	and	with	each	passing	year,	 it	will	grow		

in	significance.

Except	 for	 the	US	and	developed	Europe,	ESG	 ratings	

with	 wide	 coverage	 and	 regular	 updates	 have	 only	

been	 available	 for	 most	 countries	 in	 the	 last	 few		

years,	 making	 it	 challenging	 to	 investigate	 the		

evolutionary	 patterns	 of	 their	 forecasting	 power.	 In		

2008,	 State	 Street	 Global	 Advisors	 (SSgA)	 lever-

aged	 one	 of	 the	 most	 comprehensive	 ESG	 datasets		

accumulated	 to	 date,	 undertaking	 an	 extensive	 inves-

tigation	 of	 ESG	 ratings	 from	 11	 different	 commercial	

providers.	 In	 the	 study	by	Kennedy,	Whiteoak	and	Ye,	

the	 outcome	 suggested	 that,	 while	 ESG	 ratings	 had	

variable	 predictive	 power	 overall,	 a	 forecasting	 ability	

was	 observed	 in	 pockets	 of	 the	 universe.	 In	 addition,	

in	some	 instances,	predictive	power	actually	 tended	 to	

strengthen	 over	 time.	 This	 predictability	 suggests	 that	

the	 ESG-related	 matters	 have	 gradually	 become	 part	

of	 the	 investment	 landscape	 over	 time	 and	 that	 ESG	

factors	may	 increasingly	become	a	source	of	alpha	 for		

investment	purposes	in	the	future.

It	 is	 important	 to	 note	 that	 this	 study,	 and	most	 others	

that	 originated	before	2008,	were	 limited	because	 they	

did	not	include	any	significant	bear	market	periods.	The	

financial	 turmoil	 that	 unfolded	 since	 has	 provided	 the	

missing	dataset	by	which	these	stories	can	be	tested,	and	

facts	are	beginning	to	emerge.	Early	indications	show	that	

some	of	 the	perceived	benefits	borne	of	anecdotal	and	

logical	argument	—	those	of	downside	risk	protection	and	

fat-tailed	risk	mitigation	—	may	have	merit.	

New	 research	 conducted	 by	 SSgA	 in	 2010	 as	 an	

update	 to	 the	 2008	 study	 examines	 ESG	 in	 bear	

market	 periods	 and	 outlines	 a	 number	 of	 supporting		

observations	 on	 the	 dimensions	 of	 return	 and	 risk.	

SSgA	found	that,	generally	speaking,	high-scoring	ESG		

corporates	 did,	 in	 fact,	 suffer	 less	 during	 the	 down	

markets,	and	that	some	evidence	exists	for	fat-tailed	risk9	

protection.	Figure	4	illustrates	the	quintile	spread,	or	the		

difference	between	the	median	return	of	the	20	percent	of		

companies	 with	 the	 highest	 ESG	 scores	 and	 the		

20	 percent	 of	 companies	 with	 the	 lowest	 scores.	 The	

magnitude	of	the	protection	enjoyed	by	companies	with	

strong	ESG	practices	increased	at	the	same	time	as	the	

largest	market	declines	occurred	in	2008.

SSgA’s	 comprehensive	 research	 project	 is	 currently	 in	

its	 final	 stages	 and	 is	 scheduled	 to	 be	 published	 later	

this	year.	Studies	of	 this	nature	will	add	to	 the	body	of	

evidence	that	will	help	move	the	field	of	ESG	further	into	

the	mainstream	as	facts	surface.

9	 Fat-tailed	risk	is	the	non-normal	distribution	and	low	probability	of	occurence,	but	high	impact	upon	occurence.
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All Eyes on the Future

As	 ESG	 investing	 continues	 to	 gain	 momentum,		

attention	 and	 assets,	 investors	 and	 investment		

managers	 would	 benefit	 from	 thinking	 about	 these		

issues	 today.	 Mounting	 evidence	 suggests	 that	 the	

financial	implications	of	sustainability	issues	are	poised	

to	 grow	 significantly	 in	 the	 future.	 By	 taking	 steps	 to	

align	 themselves	 with	 this	 movement	 now,	 institu-

tional	 investors	 may	 be	 able	 to	 achieve	 a	 long-term		

competitive	advantage.	

One	of	 the	challenges	to	overcome	on	the	road	toward	

a	 more	 sustainable	 economy	 is	 the	 inherent	 discon-

nect	many	see	between	the	short-term	time	horizons	of	

traditional	 financial	 analysis	 and	 the	 long-term	 nature	

of	 the	 business	 impacts	 of	 ESG.	 This	 notion	 has	 not	

gone	unnoticed	by	 the	CFA	Institute,	which	noted	 in	a	

publication	devoted	to	ESG	factors	at	public	companies:		

“A	 company	 that	 incorporates	 ESG	 exposures	 into	 its	

long-term	 strategic	 planning	 and	 adequately	 commu-

nicates	 these	 factors	 and	 strategies	 to	 investors	 will	

provide	 a	 more	 complete	 picture	 of	 that	 company’s	

prospective	value.”10

Disclosure	 and	 accountability	 will	 continue	 to	 be	

important	 catalysts.	 Increased	 disclosure	 require-

ments	 will	 fuel	 action	 and	 help	 investors	 take	 a	 more	

informed	 view	 of	 ESG	 than	 ever	 before.	 Responding	

to	 investor	 concerns	 for	 more	 clarity	 on	 climate	 risk,	

the	 US	 Securities	 and	 Exchange	 Commission	 issued	

formal	 guidance	 on	 what	 public	 companies	 should	

disclose	regarding	their	climate-related	“material	risks.”		

The	 interpretive	 guidance,	 issued	 in	 January	 2010,		

clarifies	 existing	 rules	 that	 may	 require	 a	 company	 to	

report	on	the	impact	that	climate	change	developments	

have	on	its	business.

The	coming	years	are	also	likely	to	witness	the	continued	

growth	 in	 the	 emerging	 area	 of	 green	 financing.	 The	

global	shift	toward	a	lower-carbon	economy	will	require	

hundreds	 of	 billions	 of	 dollars	 of	 investment	 in	 new	

infrastructure	 over	 the	 coming	 decade	 (e.g.,	 power	

plants,	electrical	grids,	roads,	railways	and	water	distri-

bution	 systems),	 particularly	 in	 developing	 countries.	

Previously,	 the	 dollars	 required	 for	 such	 infrastructure	

projects	would	have	been	provided	almost	exclusively	by	

government.	However,	more	of	these	projects	will	likely	

be	privately	financed	in	the	future.	

10	CFA	Institute	Center	for	Financial	Market	Integrity,	“Environmental,	Social	and	Governance	Factors	at	Listed	Companies:	A	Manual	for	Investors,”	2008.

Figure 4: 3-Month Quintile Spreads versus Market Returns
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Already,	 there	 is	 an	 increase	 in	 the	 number	 of	 green	

bonds	being	introduced	by	financial	institutions	around	

the	 world,	 as	 a	 way	 to	 create	 a	 sustainable	 financial		

solution	 to	 help	 in	 the	 transition	 to	 a	 low-carbon	

economy.	 Both	 the	 World	 Bank	 and	 the	 International	

Finance	 Corporation	 (IFC)	 have	 issued	 green	

bonds	 to	 help	 finance	 projects	 that	 seek	 to	 mitigate	

climate	 change	 or	 help	 affected	 people	 adapt	 to	 it.	

Since	 2008,	 the	 World	 Bank	 has	 issued	 more	 than		

$1.65	billion	in	Green	Bonds,11	while	the	IFC	issued	its	

first	 $200	 million	 Green	 Bond	 in	 April	 of	 this	 year.		

More	 issuers	 are	 expected	 to	 come	 to	 market	 in	 the	

coming	months.

More	sophisticated	research	and	metrics	will	need	to	be	

developed	to	provide	investment	managers	with	the	tools	

to	quantify	the	financial	impact	of	a	company’s	ability	to	

manage	ESG	risks.	In	the	past,	these	types	of	questions	

would	have	been	directed	solely	at	a	policy-making	audi-

ence,	who	would	be	tasked	with	structuring	regulations	

and	 market	 incentives.	 Today,	 institutional	 investors,	

too,	are	being	 forced	 to	consider	 the	answers	 to	 these	

complicated	questions.

Making	 the	 successful	 shift	 to	 a	 more	 sustainable	

economy	 will	 require	 a	 new	 and	 different	 way	 of	

thinking.	As	 that	 transition	unfolds,	 investors	are	going	

to	 be	 faced	 with	 both	 risks	 and	 opportunities	 they	

might	not	have	had	to	grapple	with	in	the	past.	Looking	

ahead,	 as	 ESG	 factors	 become	 increasingly	 mandated	

by	 investors,	 those	 companies	 with	 good	 ESG	 ratings	

are	 likely	 to	 become	 the	 preferred	 holdings,	 while	 the	

portfolio	weights	of	poorly	rated	ESG	companies	may	risk		

being	decreased.	

The	 institutional	 investing	 world	 is	 drawing	 toward	 an	

inflection	 point.	 The	 rules	 of	 the	 game	 are	 changing,	

thanks	 to	 a	 confluence	 of	 powerful	 trends	 and	 forces	

related	 to	 corporate	 sustainability	 and	 ESG	 investing.	

In	 this	 time	 of	 substantial	 change	 and	 transition,		

institutional	 investors	 must	 pay	 particularly	 close		

attention,	so	 that	 they	may	be	able	 to	properly	 identify	

emerging	 threats	and	opportunities	 in	order	 to	position	

themselves	for	a	future	that	will	look	markedly	different	

than	the	past.

11	World	Bank,	Green	Bond	Fact	Sheet	(2010),	via	http://treasury.worldbank.org.	
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