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“Ethical investment goes beyond
managing risk. It’s about investing for the
right reasons: not investing in industries
that have a detrimental impact on
communities, and instead investing in
positive industries that benefit society …
It’s very much a marriage of pragmatic
financial stewardship and good
progressive values.”
– Mathew Browning,
Chief Executive Officer, U Ethical

Overview
Today’s investment markets are characterised by an ever-increasing number
of participants who not only require their investments to be profitable, but
also expect them to meet certain extra-financial or ethical criteria. The primary
evidence for this trend is the rapid rise of responsible investing, which
now accounts for an estimated $35 trillion (USD) or 36% of assets under
management (AUM) globally1 with around 40% of Australian assets managed
under at least one responsible investment approach2.

This white paper explores three elements of
responsible and ethical investment:
In the first section, we examine the current state of the market for responsible
and ethical investment, and explore its driving forces. The lines dividing different
types of responsible investment approaches have become blurred, and the moral
rigour underpinning them diluted. We clearly distinguish “ethical” investing from
other “responsible” counterparts, and highlight it as an effective approach that
seeks to deliver positive outcomes for both the world and investors financially.
Section two weighs up the popular debate on whether responsible and, by
extension, ethical investment strategies produce lower returns than traditional
ones. The best empirical evidence drawn from thousands of studies suggests
that responsible investment strategies don’t compromise on investment
performance over medium to long-term horizons.

1 Global Sustainable Investment
Alliance (2020).
2 RIAA (2021).

The final section moves beyond financial returns to focus on the social and
environmental impacts of ethical investing. Measuring and proving the beneficial
real-world impacts of ethical investing is an important challenge for the industry,
one that must be met in order to continue its growth momentum. Efforts are
now mobilising on this front, with progress being made and tangible solutions
starting to emerge.
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Section 1: What is responsible and ethical investing?

The origins of responsible and ethical investing lie with religious groups, that
sought to invest according to their moral principles. Their purpose was to avoid
products or activities that harmed fellow human beings; one early exclusion was
the slave trade, followed by industries such as alcohol, tobacco and gambling.
The scope, definition and adoption of responsible investing have expanded
over time. Responsible investment concerns have spread to many aspects of
society, the natural world and corporate behaviour. From the 1960s onward,
US colleges and other institutions decided not to invest in apartheid South
Africa, while a similar shift is now underway with fossil fuels. There is also a
growing focus on ‘active stewardship’ where investors use their holdings to
influence companies’ actions.
However, the rise of responsibly and ethically charged investment is not due
to any single issue or event. An ever-shifting landscape of corporate scandals,
environmental concerns, changing societal demands and rapid transformations
in technology and business models make for constantly evolving dynamics.

Definitions
Ethical investing:
the effective
approach for
achieving both

financial and
extra-financial

outcomes

Gone are the days when investments were assessed solely on the basis of
risk and return. “Extra-financial” factors are now of growing importance, but
the terminology, methodologies and investment styles can be confusing.
When “responsible investing” is discussed, a jumble of terms are used, often
interchangeably, when in fact they may only partly overlap, or have slightly
different meanings or objectives.
This white paper doesn’t seek to refine or add to the existing terminology,
but rather to draw out the distinctions between different types of responsible
investing, and to outline an effective investment approach for achieving both
financial and extra-financial outcomes: ethical and responsible investing.
So what is “ethical and responsible investing”? A useful starting point is
the Responsible Investment Association of Australasia’s (RIAA) definition:
responsible investing is an umbrella term used to describe “an investment
process which takes environmental, social, governance (ESG) or ethical
considerations into account”.
This raises an important point: while ethical investing comes under the umbrella
term “responsible investing”, not all responsible investing strategies will take
ethical considerations into account.
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FIGURE 1

Using grants to
target positive
social and
environmental
outcomes with
no direct
ﬁnancial return

Avoids harm
Beneﬁts stakeholders

FEATURES AND
OUTCOMES

Contributes to solutions

Delivers competitive ﬁnancial returns
Manages ESG risks
Contributes to better system stability and economic sustainability
Pursues ESG opportunities

Source: RIAA (2021)

* This spectrum has been adapted from frameworks developed by Bridges Fund Management, Sonen Capital and the Impact Management Project

RIAA’s “Responsible and Ethical Investment Spectrum” sets out the range of
investment strategies and approaches on offer. These range from those that
seek to avoid harm (which is becoming a minimum requirement for sustainable
investment products within certain jurisdictions), to those that aim to benefit
various stakeholders and/or contribute solutions to real-world problems.

ESG recognises that
non-traditional
environmental,
social and
governance factors

have financial
relevance

Let’s consider “Environmental, Social and Governance (ESG) integration”, the
most common modern-day tool used by fund managers seeking to adopt a
responsible approach. ESG recognises that non-traditional environmental,
social and governance factors have financial relevance. But from an ethical
standpoint, ESG is not enough: it is only concerned about the financial
implications of factors such as pollution, carbon footprint, or labour relations
for companies — not whether they are right or wrong.

3 MSCI ESG
Research (as at
March 18 2022).
4 MSCI ESG
Research (as at
March 18 2022).

Take a fund manager who’s weighing up a possible investment in energy giant
BP: ESG analysis would involve considering the company’s carbon footprint
and the possible effects of future carbon taxes on company profitability and
also social or governance factors such as diversity or managerial capability.
However, it would not make a determination on whether BP’s business activity is
fundamentally good or bad for the world. It is quite possible for companies that
operate in socially or environmentally detrimental industries to have top ESG
ratings. For example, Aristocrat Leisure Limited — Australia’s largest gambling
machine (pokies) manufacturer — has an ESG rating of AA,3 the second-highest
rating possible. Imperial Brands, which sells its cigarette and tobacco brands in
more than 150 markets worldwide, has an A rating.4

White Paper 2022 Section 1: What is responsible and ethical investing?
 

3

Ethical investment goes further than ESG analysis. An ethical investment
strategy uses a range of tools, including ESG analysis, but also applies its own
ethical filter based on the fund manager or investor’s own principles. This
can give investors a broader view on a company or a security’s impacts and
dependencies on the real world. Here’s where things can get complicated,
because what is considered “ethical” can vary between investors and
organisations, but there are typically some overlaps.

more than $35
trillion (USD)
of assets under
management (AUM)
globally are now being
invested in responsible
investment strategies

Ethical investment involves research and judgement as well as standards. It
involves asking questions, gathering facts, and weighing up the potential ethical
implications of investment decisions. How do you conduct a deeper assessment
of an international supply chain that might, on the surface, meet ESG standards?
Take Coca-cola’s Australian operations, Coca-cola Amatil (CCL), which is a AAA
rated ESG stock. CCL is often screened out by responsible investors due to its
alcohol production, plastic use and links with obesity. Has the company’s moves
to reduce plastic waste and introduce healthier alternatives made it eligible for
investment? What about a retailer that sells some tobacco products?

A thriving market
In its early days, the shift to responsible and ethical investing was slow to
gain momentum, because it was seen as an additional cost or a restriction on
investment choices.
But importantly, the shift continued to be driven by bottom-up demand from
investors who wanted to take extra-financial considerations into account, while
still wanting a return. Today, almost all large asset managers trumpet their
commitment to responsible investment in order to cater for this demand.
The Global Sustainable Investment Alliance’s 2020 trends report estimates that
close to 36% of global assets under management are classified as sustainable
investments, amounting to over $35 trillion US dollars.5
5 Global Sustainable Investment
Alliance (2020).

While Australia is small in terms of responsible assets under management
compared to Europe and the US, our participation rates are high (see Figure 2,
below).

FIGURE 2 Responsible Investment
AUM compared to remainder of
market in Australia (2021)

Mainstream
investment

Source: RIAA (2021)
* Total professionally managed AUM (TAUM)
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In 2020, Australia’s responsible investment market grew 30 percent to $1,281
billion, or 40 percent of total professionally managed assets ($3,199 billion in
total). Much of this growth is driven by investor demand at both the institutional
and retail investor level.6

Much of this
growth is driven
by investor
demand at both
the institutional

and retail level

The number of signatories to the United Nations-backed Principles for
Responsible Investment (UNPRI) — whereby ESG principles are incorporated into
an investment manager’s company analysis, ownership policies and practices —
has grown exponentially over the past decade (see Figure 3).
It is important to note that headline numbers, such as those cited above, can
potentially be misleading, because some fund managers adopt a very “light
touch” in their commitment to ethical investing. Once stricter definitions are
applied, the percentage of global equity in ESG strategies greatly reduces.
‘Greenwashing’ is an emerging issue in the sector, but fund managers can be
exposed and their activities scrutinised, raising the prospect of reputational risk
and fundamental questions over their ability to manage investments responsibly.
Greater scrutiny from regulators, industry and civil society will undoubtedly
increase. Reports such as MSCI’s ESG Trends to Watch highlight the
improvement in ESG verification and mainstream adoption of ESG disclosures.

6 RIAA (2021).
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As responsible investing becomes increasingly mainstream, the rigour of the
responsible strategies being used by various fund managers is up for debate.
However, the overall upward trend is not in question. Some of the primary
factors driving this high demand are:

1. Demographic Changes

A 2021 report
found that 99%

of millennials

are interested in
sustainable investing

The profile of wealth holders is changing, influenced by broader demographic
trends. Globally, we’re seeing the start of a major shift whereby capital is transferring
to women and millennials. Worldwide, women are likely to hold $US92 trillion of
private wealth by 2023,7 with a growth rate that outpaces the overall wealth market.
In the US alone, Millennials are set to be worth as much as $US11 trillion collectively
by 2030, a compound annual growth rate of nearly 15 percent from 2015.8
These trends are significant because both these groups — particularly younger
investors — tend to invest in order to make a clear and measurable positive
impact on society, as well as for financial gain. A 2021 report found that 99%
of millennials are interested in sustainable investing.9 By choosing to invest
ethically, these groups are sending a strong signal to the market about what
they value and what type of activities they want to profit from.

2. Fiduciary Duty
Globally, regulation and policy are increasingly designed not only to safeguard
client assets, but also to assist industry with change and innovation to foster
a more responsible global financial system.
European regulators are leading the way here. In 2018, the European
Commission released its “Action Plan for Financing Sustainable Growth” —
its most ambitious-ever package of measures aimed at reorienting capital
flows towards sustainable investment, and mainstreaming sustainability
considerations into risk management. Measures include tighter disclosure
standards for asset managers, the introduction of responsible benchmarks
for investors, and the inclusion of ESG considerations into the advice that
investment and insurance firms offer their clients.10 The EU’s mandated
Sustainable Finance Disclosure Regulation (SFDR) classifications are also
strengthening the quality of disclosures in Europe’s ESG funds.
The growing recognition of extra-financial factors within Australia’s financial
system is reflected in a 2021 speech by Guy Debelle, then Deputy Governor
of the Reserve Bank of Australia (RBA):

“The law in Australia requires companies to take account of,
and appropriately disclose, all relevant risks. That includes
the risks from climate.”
11

7 Boston Consulting Group (2020).
8 Deloitte University Press (2015).
9 Morgan Stanley Institute for
Sustainable Investing (2021).
10 European Commission (2018).
11 RBA (2021).
12 Australian Institute of Company
Directors (2021).
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This is an area Australia is lagging behind. While 77% of corporate directors in
Australia are concerned about climate change risks to their organisation, policy
uncertainty and short-term market pressures still constrain action - 28% do not
believe their board has the knowledge and experience to adequately address
climate governance issues.12
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3. Greater Transparency
One of the world’s first supply chain scandals came at the start of the 20th
century, over the treatment of workers who harvested cocoa on the islands of
São Tomé and Príncipe, off the west coast of Africa. Slavery had officially been
abolished, but the owners of major British chocolate makers Cadbury, Rowntree
and Frys, who were all Quakers, had heard disturbing rumours. An investigative
journalist took a slow boat to Portuguese West Africa, and his reports exposing
the industry’s use of forced labour were published in Harper’s magazine in 1905–
06 and later released as a book, A Modern Slavery.13

evidence shows
that companies that

adopt effective
responsible
business practices
can enhance their
competitive
advantage

Compare this historical example to the present day, with the explosion of the
internet and social media, 24-hour news channels, “citizen journalists” and
online activists. Today’s media landscape exposes all parts of the supply chain
to instantaneous and ongoing coverage, as we’ve seen with Nike, the Foxcon
component factories making Apple equipment, and Western clothing suppliers
using garment sweatshops in Bangladesh, including brands affected by the
Rana Plaza factory collapse in 2013.
In 2018, the Australian government followed the lead of Britain and passed the
Modern Slavery Act. The legislation requires entities with revenue of $100 million
or more to lodge annual public reports on their actions to address modern
slavery risks in their operations and supply chains.
Big data, algorithms and other sophisticated tools have also enabled greater
analysis of companies’ environmental, social and governance performance, on
a scale previously unimaginable.

4. Improvements in Corporate Financial Performance (CFP)
A growing body of evidence shows that companies that adopt effective
responsible business practices can enhance their competitive advantage,
increase their operational cost-effectiveness, and ultimately improve their longterm financial performance.
While many of these factors are not captured by traditional accounting practices,
they can have a real impact on financial metrics and long-term value creation. We
explore this idea further in the next section of this paper.

13 Fwelling (2016).
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Section 2: What does responsible investing
mean for returns?

The tremendous growth of responsible and ethical investing has been
accompanied by debate on its merits from a financial return perspective.
Initially, many in the investment sector assumed that ethically focused funds
were compromised, and the prospect of poor returns was enough to curb the
growth of the industry for some time.

research reveals a

marked shift in
attitudes towards
the financial merits
of responsible
investing

But more recently, a significant body of research has emerged that dispels
this idea, and reveals a marked shift in attitudes towards the financial merits of
responsible investing.

The critics
Sceptics argue that applying extra-financial considerations to the investment
process — for example, ethical screens — must result in lower returns, as it
reduces the number of investment opportunities. Based on Modern Portfolio
Theory (1952),14 this position assumes that portfolios constructed from an
investment universe of 1000 companies will be more efficient (that is, will
have higher expected risk-adjusted returns) than portfolios built from a smaller
investment universe of 500 companies.
This distortion effect can be exaggerated because entire stock market sectors
(such as mining) are often screened out on ethical grounds, rather than just a
few select “bad eggs”. Hypothetically, at some point in the market cycle, those
excluded sectors may provide attractive opportunities for an astute investor.
This presents a challenge for ethical funds, which often have a large “tracking
error” (the gap between a portfolio’s actual returns and its benchmarks). With
blanket screening, building an ethical portfolio of Australian stocks that yields
market returns is theoretically more difficult than with European or US stocks. For
example, Australia’s resource and energy sectors account for almost one-quarter
of the market capitalisation of the S&P/ASX 300, compared to 5.4 percent of the
S&P 50015 or 5.2 percent of the MSCI World Index.16

14 Markowitz (1952).
15 S&P Dow Jones Indices, as at
16 March 2022.
16 MSCI, as at 16 March, 2022.
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The supporters
The backers of responsible and ethical investing argue that integrating measures
such as ethical screens into the investment process delivers benefits that more
than offset any losses in portfolio efficiency.

responsibly inclined
companies should
be less exposed
to “tail risks”

recent empirical
research
shows that the

underperformance
of responsible
and ethical
investment is
a myth

The rationale here is that companies that embrace responsible, sustainable
and ethical practices demonstrate better operational performance, which
ultimately translates into better financial performance and better outcomes for
shareholders. Supporters also point out that adherence to strong ESG standards
can function as a guide to a company’s overall quality of management and longterm sustainability.
The logic is that more ethically and responsibly inclined companies should
be less exposed to “tail risks” — losses resulting from unforeseen negative
events, such as environmental accidents or corporate scandals. This correlation
between ESG information and performance has been established in a number
of studies. In addition, advocates argue that ethically responsible companies
are more likely to use their inputs sustainably, and to generate customer and
employee loyalty over the longer term.
There is also a growing recognition that for investors to reduce systemic risk in a
complex and fast changing world, they must deal with the real world impacts of
their investments. A 2017 paper from MSCI found highly ESG rated companies
tend to better manage industry specific risks (idiosyncratic risks) and broader
systemic risks (systematic risks).17
Lukomnic and Hawley (2021) argue that 75-94% of portfolio returns are due
to the systematic nature of the markets and are not due to stock selection or
portfolio construction. While they concur that Modern Portfolio Theory (MPT)
uses diversification to deal with risk, it only works for idiosyncratic risk. It is in the
interest of diversified investors to care about what individual companies do to
overcome the systemic risks of our world.18
Supporters also point to a large body of recent empirical research that
challenges sceptics’ claims, and shows that the underperformance of
responsible and ethical investment is a myth (see figure 5).

17 MSCI ESG Research (2017).
18 Lukomnic and Hawley (2021).

FIGURE 4

Responsible and ethical investing: three schools of thought

The critics
Reduced choice = lower
expected returns
Australian market is considered
particularly challenging

The neutrals

Ethical screens have
neither positive nor negative effect
on returns

The supporters
Companies with ethical practices
exhibit better corporate ﬁnancial
performance (CFP)
Translates to improved
investment performance
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FIGURE 5

Number of empirical studies tracking the link between ESG and CFP over time
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to conventional fund
investments

At first glance, the third school of thought lies somewhere in the middle of these
two positions. It contends that the application of ethical screening techniques
has a modest effect on returns, if any at all, especially when considered
alongside more dominant factors such as asset allocation or market dynamics.
On closer examination, this stance — that ethical investors can “do equally
well or equally badly, while also doing good” — in fact supports the argument
for ethical investing. Ethical fund managers operate on the premise that their
methodologies have social and environmental benefits that don’t detract from
performance, but they will rarely claim that applying an ethical lens will result in
strong outperformance.

What does the empirical evidence say?
Given these diverse perspectives, the question of how responsibly tilted
portfolios perform relative to traditional portfolios is, at the end of the day, an
empirical one. So what does the research say?
Existing research mostly focuses on ESG, rather than pure ethical investing.
This is understandable: ethical investment is governed by principles that may
derive from personal values, religious beliefs or societal norms. These principles
can vary between individuals/entities, change over time, or involve detailed
and nuanced deliberations. This type of subjectivity does not lend itself well to
scientific research, which requires greater uniformity of data.
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ESG data are also very plentiful, and ESG criteria are well defined and applied in
similar ways across organisations. Thus, most existing research comparing the
performance of responsible and traditional investing tends to focus on ESG. The
research can be divided into:

•
•

Portfolio studies, which compare the performance of responsible
investment portfolios and indices; and
Non-portfolio studies, which examine the relationship between ESG and
corporate financial performance (CFP).

analysis has shown
that only 10 percent

Thousands of non-portfolio studies have been published on this topic in recent
decades, meaning that meta-studies, which combine the results of multiple
analyses deliver the strongest insights.

an overwhelming

One of the most comprehensive academic studies examining ESG, corporate
financial performance (CFP) and portfolio performance is a 2015 study by
researchers at the University of Hamburg and Deutsche Asset & Wealth
Management. It examined the findings of over 2200 academic studies
published since 1970, and found that the business case for responsible
investing is well founded.19

of the studies found
a negative ESG–CFP
relationship while

63 percent yielded
positive results.

The researchers’ analysis showed that only 10 percent of the studies found
a negative ESG–CFP relationship while an overwhelming 63 percent yielded
positive results. In the same year, an enhanced meta-study of over 200 sources
indicated that 88% of the research showed that solid ESG practices result in
better operational performance of firms.20
Findings from the portfolio studies — consisting of research looking at mutual
funds, indices and long-short portfolios — were neutral, with any positive ESG
effect wiped out by fees. Nonetheless, investors in ESG mutual funds could
expect to lose nothing compared to conventional fund investments,19 a finding
that is in itself an endorsement for responsible investing.
These findings are reinforced by a similarly rigorous meta-study by Fulton et al
(2012),21 which found that:

•
•

85 to 89 percent of the studies analysed showed firms with high ratings
for ESG had market-based or accounting-based outperformance;
there were “mixed results at the fund level”.

The researchers’ findings are supported by practical evidence from RIAA, which
publishes the investment performance of responsible funds versus traditional
benchmarks, both domestic and global.
RIAA’s 2021 report shows mixed results in contrast to previous years. Despite the
upheaval of the COVID-19 pandemic, Australian responsible funds performed
on par with the benchmark over 1 year, with performance suffering over 3 and 5
year time frames before achieving comparative out-performance over the longterm. Internationally, the story is stronger, with globally focused responsible funds
outperforming mainstream funds over most time frames (see figure 6 overleaf).
19 Friede et al (2015).
20 Clarke et al (2015).
21 Fulton et al (2012).

The 2020 results indicate that responsible investments perform consistently in the
short term, even though they are historically expected to yield long term benefits.
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FIGURE 6

Performance of responsible investment and mainstream funds
Multi-sector growth funds
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Source: RIAA (2021)

RIAA’s 2021 report
shows that over
most timeframes,

global responsible
share funds outperformed the
benchmark

Average responsible investment fund
underperformed (-1%)

**

Note Average performance of responsible
investment funds was determined using
the asset-weighted returns (net of fees)
reported by survey respondents over one-,
three-, ﬁve- and ten-year time horizons
and compared to the mainstream fund
performance from Morningstar Direct™.

*Data provided by survey respondents
**Data provided by Morningstar direct™

Looking to the US specifically, we can use the MSCI KLD 400 Social Index to
track long term performance of ESG aligned securities. The MSCI KLD is a
capitalisation weighted index of 400 US securities that provides exposure to
companies with outstanding Environmental, Social and Governance (ESG) ratings
and excludes companies whose products have negative social or environmental
impacts. Over the last 15 years, the index has produced returns consistent with,
while often outperforming the mainstream MSCI USA Investable Market Index.
The upshot is that overwhelmingly positive results at the company level, and
non-negative findings at the portfolio level, provide strong support to the
investment case of both responsible and ethical funds alike.
The conclusion, based on evidence drawn from thousands of studies, is that
applying ethical considerations to the investment process delivers benefits that
could offset the loss, if not exceed it, of portfolio efficiency caused by the more
limited investment universe.

FIGURE 7 Cumulative
Index Performance —
Gross Returns (USD)
(Feb 2007 – Feb2022)

Source: MSCI KLD 400
Social Index (USD)
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“Ethical investing is not a fad and the
myth of underperformance over the
longer-term has been well and truly
busted. With the rush of funds into
the sector, the new challenge is that
of transparency and authenticity. We
encourage all investors to question
and understand where their money is
really going to ensure the claims being
made match up to reality.”
– Jon Fernie,
Chief Investment Officer, U Ethical

Section 3: Investing for impact

As the research summarised in the previous section shows, the business case for
ethical investing is well established. Knowing that ethical investing can provide
risk-adjusted returns that are similar to or better than the broader market, it is also
crucial that an ethical investment strategy can demonstrate its positive impact on
the environment and society. However, comparatively few studies have examined
the social and environmental case.
This is problematic. Ethical investing is designed as a tool to benefit humanity
and the natural world, but how can we be certain whether it is making a
discernible difference to lowering greenhouse gases, tackling poverty, or
increasing gender equality?
Indeed, for all the growth ethical investing has enjoyed over recent decades, the
main barrier to it becoming truly mainstream is the difficulty of demonstrating
the non-financial impacts.
This is where the idea of “investing for impact” comes into play.

The concept of investing for impact
it is also crucial
that an ethical
investment strategy

can demonstrate
its positive impact

Impact investing aims to generate a measurable positive social or environmental
impact, alongside a financial return. To explain investment for impact, we
follow a conceptual framework laid down in two major studies on the impact of
sustainable investing (Kölbel et al, 2018,22 and Brest & Born 2013 23).
These studies highlight that investment impact consists of two complementary
components:

•
•

on the environment
and society

Investor impact: the extent to which investors influence companies; and
Company impact: the extent to which holdings align to the extra-financial
outcomes the investor is seeking.

So how is impact measured? Consider, for example, a company that
manufactures wind turbines. When connected to an electricity grid like Victoria’s,
which traditionally relies on highly polluting brown coal, each kilowatt hour
(KWh) of power the turbines generate avoids the greenhouse gas emissions that
would otherwise have been released into the atmosphere. This is the “company
impact”. Investors can amplify this impact by helping the company to scale up its
operations. If an investor provides capital that enables the company to double its
output, this is the “investor impact”.
22 Kolbel et al (2018).
23 Brest & Born (2013).
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FIGURE 8

Two complementary components of investment impact
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The question of “additionality”
In our wind turbine example, impact has clearly been achieved. The key condition
of “additionality” is satisfied – that is, the quantity or quality of social outcomes
has increased beyond what would have occurred without the investment.
Additionality sits at the heart of impact investing.
But perfect conditions for demonstrating impact are rare. Most commonly,
they occur in:

•
•
•
As shareholders,
ethical investors
engage with companies
about their ESG
performance in order

to influence the
company’s impact
on society

companies that are much smaller than typically listed companies,
such as social enterprises;
single-purpose transactions that are relatively illiquid, such as green
social impact bonds and sustainability linked loans; or
investments that offer a “concessionary” (below-market) return
for a similar level of risk.

These conditions don’t apply to the vast majority of responsible and ethical
investments, which take place on public listed markets, like the Australian
Securities Exchange, and seek a market or better-than-market return. Trading
on these markets is “secondary” — that is, no new capital is provided to the
company. Therefore, an investor cannot reward a responsible company by
committing additional capital, nor can they punish a company they deem to
be irresponsible by withholding capital.
However, Kölbel et al (2018) outline three ways in which public market investors may
achieve impact: shareholder engagement, capital allocation and indirect impacts.

•

The researchers found robust evidence that investors can affect companies
through shareholder engagement, especially when the reforms they
are requesting are low-cost, and the company has prior experience
with engagement. As shareholders, ethical investors engage with
companies about ESG considerations in order to influence the company’s
performance, stakeholder management and impact on society. This signals
the investor’s ethical values to company management, and to the market.
Moreover, when like-minded investors band together, “collaborative impact”
can be a powerful force in driving change for the better.
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•

•
banks are showing

reluctance to
finance new coal

ventures, a stance
shared with major
re‑insurance
companies

The study found indirect evidence for investment impact on capital
allocation, whereby a company’s access to capital is either improved or
impeded. However, this is a growing trend in areas such as climate change,
with banks showing reluctance to finance new coal ventures, a stance shared
with major re-insurance companies. Impact on capital allocation was found
to be more likely when responsible investors hold a larger market share,
and where investee companies depend on external financing for growth.
Indirect impacts include “stigmatisation” — where dissatisfied investors
“stigmatise” a company by divesting its shares, or categorically excluding
it from their portfolio; and “endorsement” — where investors endorse a
company for its social or environmental performance by including it in
their portfolio or sustainability index. Endorsements may help increase
a company’s visibility and reputation, thus indirectly helping it to gain
customers or motivate employees. However, to date evidence of any
clear impact from these mechanisms is purely anecdotal, as research in
this area is thin.

The future
The three mechanisms outlined above all clearly show intention to achieve impact
through positive social or environmental outcomes. But they also underscore the
need to develop a way of demonstrating additionality more clearly.
The field of impact measurement is still relatively young, and there’s a healthy
ongoing debate about the protocols, best practice and reasons for evaluating
impact.
The most commonly cited barrier to progress is not a lack of measurement, but
rather the failure to adopt a single, universal standard.
In the last few years, a number of different standards have been used to measure
impact, including GRI, TCFD and IRIS (see Glossary). A key development
in corporate reporting standards took place in November 2021 at the
climate Conference of the Parties (COP26) where the International Financial

FIGURE 9: Two

complementary
components of investment
impact

Source: United Nations (2015).
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Reporting Standards Foundation announced the formation of the International
Sustainability Standards Board (ISSB). The ISSB will develop a comprehensive
global baseline of high-quality sustainability disclosure standards and will see
greater consolidation of reporting frameworks within the Foundation. The
UN Sustainable Development Goals (SDGs) have also emerged as another
measurement framework.

UN Sustainable
Development Goals,
SDGs, provide a

common language
in conversations
around sustainability

Arising from the 2012 United Nations Conference on Sustainable Development,
held in Rio de Janeiro, the SDGs were officially launched in 2015 with the aim of
creating a new global agenda for sustainable development. The 17 goals were
developed by governments, but government action alone won’t be enough to
achieve them. The United Nations has estimated that meeting the 17 SDGs will
require global investment of between $US5 trillion and $US7 trillion every year
until 2030. Consulting firm McKinsey has also estimated $US9 trillion a year to
2050 will be required to enable a low carbon transition.24
The private sector has a significant role to play here. The goals are applicable to
all nations, and aim to cover the whole sustainability agenda: poverty, human
development, the environment and social justice. With 17 ambitious goals,
169 underlying targets and a deadline of 2030, the SDGs provide a common
language between the public and private sectors in conversations around
sustainability, and have sharpened international focus on the extra-financial
impact of investments.
In Australia, super funds and fund managers in particular have started to assess
their portfolios against the SDGs, and this trend is expected to continue. These
investors are integrating SDGs through asset allocation, product development,
engagement with investee companies on issues outlined in the SDG Conceptual
Framework, and support for regulatory reforms that align with the SDGs, such as
the Modern Slavery Act.

24 McKinsey Global Institute (2022)
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Summary

Concerns continue to emerge over the sustainability of our present-day industrial
ethic, and the need for business to respect the limits of environmental and
social capital within this planet we call home. Against this backdrop, the field of
responsible and ethical investing has flourished.
This white paper has examined responsible and ethical investing through the lens
of what investors are increasingly seeking: 1) competitive returns and 2) tangible
positive impacts. In other words, investors want to “do well while doing good”.
Based on the robust research findings outlined in this paper, there should be no
lingering doubts about the ability of responsible portfolios to “do well”. Empirical
evidence from thousands of studies comparing the returns of responsible and
traditional portfolios shows there is no sacrifice of returns for those who adopt
responsible investment strategies.
While the financial merits of responsible investing are now well established,
there is less confidence amongst investors about exactly how their investments
are “doing good”.
Mainstream approaches such as ESG integration are adept at identifying and
quantifying “non-traditional” investment risks and their effects on company
profitability, but they are ineffective at deciphering whether a company’s
activities are fundamentally good or bad for the world.
As such, we distinguish ethical investing as an approach which aims to cater
to both financial and extra-financial considerations. A true ethical investing
strategy won’t deploy ESG considerations in isolation, but will instead couple
ESG analysis with ethical filters that explicitly direct capital away from negative
industries and companies and into positive ones. Ethical investors also apply
their stewardship through considered proxy voting and engagement initiatives
both with portfolio holdings and collaboration with industry peers.
In this way, investors have the greatest chance of achieving positive “extra-financial”
outcomes through their investments, while also achieving competitive returns.
The aims of responsible and ethical investing are dynamic rather than fixed.
Social attitudes shift over time, and activities once considered acceptable
become unacceptable, as do the companies and sectors associated with them.
In future we will see new businesses, industries and technologies arise, posing
new challenges for both investors and humankind.
Whatever the future holds, it is clear that responsible and ethical investing will
play an increasingly prominent role in tackling the challenges we face.
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Glossary
Assets Under Management (AUM): The total
market value of the investments an entity manages
on behalf of clients.
Corporate Financial Performance (CFP): A measure
of how well a firm can use assets from its primary
mode of business and generate revenues. This term
is also used as a general measure of a firm’s overall
financial health over a given period.
Environmental, Social, Governance (ESG): A set of
standards for a company’s operations that are used
to evaluate potential investments. Environmental
criteria consider how a company performs as a
steward of nature. Social criteria examine how it
manages relationships with employees, suppliers,
customers, and the communities where it operates.
Governance deals with a company’s leadership,
executive pay, audits, internal controls, and
shareholder rights. ESG is only concerned about the
financial implications of these factors — not whether
they are right or wrong.
Ethical investment: Also known as sustainable
investment and socially responsible investment (SRI).
This term describes an investment process that
incorporates consideration of environmental, social
and ethical factors when selecting investments, in
addition to the objective of achieving a competitive
financial return.
Global Reporting Initiative (GRI): An international
independent standards organisation that helps
businesses, governments and other organisations
understand and communicate their impact-critical
sustainability issues such as climate change, human
rights and corruption.
Impact Reporting and Investment Standards
(IRIS): A set of standardised metrics that can be used
to measure and describe the social, environmental,
and financial performance of organisations and
businesses receiving impact investment capital.
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Meta-studies (or meta-analysis): Analysis of data
and findings from a number of independent studies
on the same subject, in order to determine overall
trends and draw more robust conclusions.
Task Force on Climate-related Financial
Disclosures (TCFD): Organisation that develops
voluntary, consistent climate-related financial risk
disclosures for use by companies in providing
information to investors, lenders, insurers, and other
stakeholders.
Tracking error: The difference between an
investment portfolio’s returns and those of the
benchmark or index it is compared against.
Responsible Investment Association Australasia
(RIAA): Member organisation championing
responsible investing and a sustainable financial
system in Australia and New Zealand.
United Nations Sustainable Development Goals
(SDGs): The blueprint to achieve a better and more
sustainable future for all. The 17 SDGs address
the global challenges we face, including those
related to poverty, inequality, climate, environmental
degradation, prosperity, and peace and justice.

There should be no lingering doubts
about the ability of responsible portfolios
to “do well”. Empirical evidence from
thousands of studies comparing the
returns of responsible and traditional
portfolios shows there is no sacrifice of
returns for those who adopt responsible
investment strategies.
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