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Introduction  

Environmental, social, and governance (ESG) 

refers to a trio of factors that are disrupting 

traditional investment analysis. ESG analysis 

is the systematic inclusion of these non-

financial factors into investment analysis, 

recognising that they have the ability to affect 

a stock’s risk and return. In theory, ESG 

proficient firms will be better placed to 

withstand emerging risk and capitalise on new 

opportunities, thereby supporting greater 

growth. 

Catalyst 

In Australia, the recent bushfires motivated an 

increase in ethical investing as the population 

recognised the urgency of climate change.  

 
1 Natasha Kassam, Lowly Institute Poll (26 June 2019). 

 

 

Although the issue of climate change was 

already well established, ranking as the #1 

threat to Australia’s interests,1 the public’s 

response to the fires made it evident that they 

linked climate change with tangible realities. 

As a consequence, investors are using their 

power in capital allocation to choose 

investments that are likely to solve, not 

contribute, to the global environmental crisis. 

This is against the backdrop of a global cultural 

shift recognising the need for sustainability, 

primarily instigated by climate change. Led by 

the younger generation, sustainable investing 

values are a moral requirement for many 

investors. This preference is illustrated in a 

Morgan Stanley survey which found 95% of 

millennials prefer to invest sustainably. 

Introduction to ESG Investing  
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Regulatory Reforms 

Globally, sustainable finance has gained 

momentum with all G20 members 

implementing related policies.2 According to 

the Principles of Responsible Investment, there 

are now 730 hard and soft laws relating to 

sustainable finance globally, implemented 

across 500 policy instruments.3  

 

 

The UN Paris Agreement, signed in 2016 by 

175 countries, was a global declaration of a 

focus on sustainability. An influx of 

progressive regulatory reforms, which reflect 

the movement, bound citizens to this global 

agenda. For example, the European 

Commission introduced the Non-Financial 

Reporting Directive (NFRD) which demands 

 
2 UN Environment, Sustainable Finance Progress Report (March 
2019) 5 (‘UN Report’). 
3 Will Martindale, ‘PRI’s First Sustainable Finance Conference – 
Here’s What We Discussed’, Principles for Responsible Investments 
(Article, 2019) <https://www.unpri.org/pri-blogs/pris-first-
sustainable-finance-policy-conference-heres-what-we-
discussed/4859.article>. 

transparency from firms regarding their impact 

on ESG factors. Disclosure under this directive 

includes reporting risks that investments pose 

to ESG factors, the risks ESG factors generate 

to investments and the sustainability of each 

given investment.4 Other global initiatives 

include: The Financial Centres for 

Sustainability (FC4S) Network, the 

Sustainable Insurance Forum, C40 Cities 

Initiative and the Global Action Climate 

Summit. 

Market Implementation  

Sustainable investing, premised on ESG 

factors, have been implemented within both 

primary and secondary markets. Examples 

within each sector are given below. 

Primary Markets  

‘Green loans’ are financed in credit to 

facilitate activity with an environmentally 

positive outcome. The Green Loan Principles, 

produced by the International Market 

Association, can be used as a benchmark to 

measure whether the proposed outcome of the 

loan’s expenditure qualifies as ‘green’.5 

‘Green bonds’ refer to a fixed-income 

investment that delivers positive 

environmental outcomes. In Europe, the first 

green bond was issued in 2008 and have since 

4 John Ravlo, ‘New regulations will standardise ESG reporting in 
Europe’, Eco HZ (Article, 25 November 2020) 
<https://www.ecohz.com/blog/new-regulations-will-standardise-esg-
reporting-in-europe/>. 

5 Loan Market Association, Green Loan Principles (Report, December 
2018).  

Number of ESG Regulations Since 2000 

Note: Regulations can either be mandatory, voluntary or explanatory. Regulations are 
identified globally.  Source: Lee & Moscardi, 2019. 
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grown in popularity with their issuance rising 

21% in 2019.6 In Victoria, green bonds are 

being used to finance transportation (78%), 

renewable energy (14%), water (5%) and low 

carbon buildings (3%).7 However, green 

bonds typically have higher transaction fees 

due to the expense associated with tracking 

and reporting the use of proceeds.  

 

Secondary Markets  

Sustainable funds refer to those that use 

ESG factors to analyse and invest. 

Morningstar estimates that sustainably 

invested retail assets increased by 35% in 

2020 compared to the previous year,8 which 

indicates an exponential rise in investor 

interest and support. 

The pro-sustainability agenda is being 

reflected in investor voting preferences, with 

support for sustainability proposals increasing 

from 26% to 29% between 2017 and 2018.9 

Additionally, the increase in signatories to 

the Principles of Responsible Investment 

reflects market commitment to ESG 

investing. The coverage of signatories 

represented by AUM increased from US$30 

trillion to over US$115 trillion over the last 

ten years. 

 

 
6 Ursule Yvanna Otek Ntsama et al, ‘Green Bonds Issuance: insights, 
in low- and middle-income countries’ [2021] 6(2) International 
Journal of Corporate Social Responsibility. 
7 ‘Green Bonds’, Victorian State Government: Treasury and Finance 
(29 October 2018) < https://www.dtf.vic.gov.au/funds-programs-and-
policies/green-bonds>. 

 

 

Effect on Alpha and Beta 

ESG can be a vehicle to generate alpha, or to 

mitigate beta. The strategy differs 

geographically with Europe being more 

inclined to use ESG as a beta strategy, whereas 

North America prefer to use it as an alpha 

generating tool. 

Alpha  

According to a Morningstar report which 

analysed 745 ESG based funds, the ESG 

focused funds outperformed their non-ESG 

focused counterparts over a span of three, five 

and ten years.10 Additionally, the report found 

that 77% of sustainable funds remained after 

ten years of running, whereas only 46% of 

traditional funds endured. During the Covid-19 

8 Grant Kennaway, ‘Sustainable Funds Hit $25bn as Australian 
Investors Roll In’, Morningstar (Article, 11 February 2021) 
<https://www.morningstar.com.au/funds/article/sustainable-funds-
hit-dollar25bn-as/209523>. 
9 UN Report (n 3). 
10 Responsible Investment Association Australasia, Responsible 
Investment Benchmark Report (Report, 2020) 29. 

Source: Responsible Investing Association Australasia, 2020.  

Proportion of AUM Managers Using Primary and 
Secondary Investment Approaches 



 

5 
 

pandemic, it was found that this thesis held as 

sustainable funds continued to outperform 

their counterparts.11 

Performance of Responsible Investment Against 

Mainstream Funds 

 

However, ESG data is self-reported by firms 

meaning it may be clouded by bias and be 

inconsistent throughout the market. EY found 

that 56% of institutional investors believed 

disclosure of non-financial and ESG factors 

required for accurate modelling and 

comparison is inadequate.12 The lack of unique 

or adequate data has left analysts to create their 

own non-financial deductions regarding a 

 
11 Ibid. 
12 Matthew Bell, ‘Does your non-financial story ell your value creation 
story?’, EY (Article, 29 November 2018) 

firm’s ESG competence, which, without 

reliable source, falls short of traditional 

financial analysis. It could be suggested that 

building a machine-learning algorithm to 

analyse a firm’s sustainability points would be 

a more accurate tool. A model of this nature 

would assist firms in generating alpha as it 

would yield relevant ESG factors quicker than 

the market, which is relatively inefficient at 

reacting to non-financial information. For 

example, according to Deutsche Bank, if a firm 

were to announce a litigation settlement, they 

would outperform their peers by two 

percentage points, though it may take up to 

four months for this to be fully reflected in the 

stock price.13 However, the lack of 

transparency from firms paired with lack of 

historical data relating to the market’s reaction 

to ESG features and events poses an 

insurmountable challenge to creating an 

algorithm of this nature. 

Beta  

In theory, investing in ESG proficient 

investments reduces risk by eliminating firms 

that will inevitably collapse due to 

sustainability violations. Jack Lowenstein, of 

Morphic Asset Management, uses the example 

of coal. He suggests that if a coal stock is 

valued on its 20-year future reserve (with no 

assumption of the coal industry declining due 

to a shift towards sustainable energy) then the 

<https://www.ey.com/en_gl/assurance/does-nonfinancial-reporting-
tell-value-creation-story>. 
13 Deutche Bank Research, Big Data Shakes up ESG Investing (Report, 
October 2018). 

Note: weighted average performance, net of fees, over ten years. Source: Responsible 
Investing Association Australasia, 2020.  
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stock lies materially overvalued. This suggests 

holding a coal stock for long period of time 

may add significant risk to a portfolio. 

However, if it were to be trading at a low P/E 

with a strong ability to produce earnings, at 

least in the short-term, investors are forfeiting 

the ability to produce profit solely due to moral 

unease.  

It should also be noted that the adoption of an 

ESG strategy limits the realm of investments 

available, thereby inherently decreasing 

diversification of a portfolio and adding risk. 

However, this downside is progressively being 

mitigated as an increasing number of firms 

adopt sustainable practises in order to be 

included in the ESG framework, therefore 

increasing the number of stock choices. 

An additional hurdle to combatting beta is that 

without a universal benchmark of ESG values, 

there is a risk that firms could falsely advertise 

their ESG proficiency, taking advantage of the 

herd mentality of the market. This poses a risk 

within a portfolio, but also to the market as a 

whole by creating bubbles and leading to a 

misallocation of resources.  

Smart Beta Strategies 

A smart beta strategy is a hybrid of passive and 

active techniques that can be combined with 

ESG analysis. This intermediary technique is 

gaining popularity amongst fund managers as 

 
14 ‘The Rise of Smart Sustainability’, FTSE Russell (Article, 2021) 
<https://www.ftserussell.com/index/spotlight/smart-sustainability-
survey>. 

it seeks to exploit the factors selected to 

outperform the market. 

In this approach, a portfolio is passively 

measured relative to an index, however the 

weighting of components to alternative betas 

are actively selected. Fund managers who use 

smart beta can include ESG factors in their 

portfolio weighting. According to a FTSE 

Russell survey over half of asset managers 

anticipate integrating sustainability 

consideration to their smart beta strategies.14 

Although there are multiple ways by which an 

ESG smart beta approach can be used, it can be 

argued that the most efficient strategy is one of 

minimum volatility. In this strategy the relative 

index selected has all ESG compatible 

securities extracted to produce an ESG index. 

Then, a co-variance matrix is used to create a 

portfolio that has the lowest volatility possible. 

For example, the MSCI Minimum Volatility 

ESG Target Index methodology seeks to 

achieve minimum volatility while 

simultaneously improving ESG factors, 

relative to the parent index.15  

 

  

15 MSCI, MSCI Minimum Volatility ESG Target Indexes Methodology 
(Report, September 2017). 
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Subjectivity  
 
Without a baseline industry standard for ESG 

values, there is a significant amount of 

subjectivity that exists in ESG investing. The 

Responsible Investment Association of 

Australasia (RIAA) figures of the returns in 

ethical investment are under scrutiny as some 

funds with minimal ESG screening are 

included, despite investing in controversial 

industries such as fossil fuels. Almost 75% of 

ethical investors included in the RIAA do not 

use best practise ESG analysis. This raises the 

issues of individual bias and subjectivity. If 

there is no universal standard of right and 

wrong, then there can be no expectation of one 

existing within the world of finance. It would 

be unrealistic to assume that all ESG screening 

is unified meaning it is left to the investor to 

choose an asset manager that best aligns with 

their beliefs. 

For example, institutional investors have been 

pressuring hedge fund managers to screen out 

companies that are seen as ethically 

objectionable, for example: tobacco producers, 

companies with poor labour practises and 

weapon manufacturers.  

Although it is universally accepted that the 

aforementioned industries are morally 

objectionable, the unit of moral corruptness 

associated to each industry differs from 

person-to-person depending on their values 

and life experiences.  

Arguably, best of sector screening is the most 

objective approach to conducting ESG analysis 

as no one sector is being removed, but rather 

the most ESG compatible company of that 

sector is being chosen. Realistically, stocks 

like coal or unethical retail will still produce a 

significant return and therefore, from a profit-

producing standpoint, would be included in a 

managed fund. Best-of-sector screening would 

still include all profitable industries but 

mitigate risk by removing the firms with lower 

ESG standards, and therefore companies more 

likely to have non-financial factors affect their 

share price.  

Conclusion 

ESG investing is regularly described as being 

the ‘flavour of the month’. However, with the 

repercussions of climate change affecting the 

population universally, sustainable investing is 

likely to stand the test of time. It should also be 

noted that while firms with ESG values may be 

better long-term investments, the lack of 

transparency regarding a firm’s ESG 

proficiency may lead to a misallocation of 

resources. 
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