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Sustainable Investing: Reducing Risk to 
Create Alpha

Sustainable investing is growing globally among large institutional investors that 
believe investing in companies with lower environmental, social, and governance 
(ESG) risks will lead to better long-term performance results. A wide variety of invest-
ing approaches and sustainability indices exist, creating both opportunity and con-
fusion. ESG-focused portfolios can have performance differences relative to market-
weighted portfolios arising from industry and sector biases, country or regional 
biases, and capitalization-size tilts. Passive investing based on a market-neutral ESG 
index can minimize such performance biases.

The belief that long-term performance can be 
improved by investing in companies that have 
lower environmental, social, and governance 

(ESG) risks—nonfinancial risks that are not quantifiable—
underlies the practice of sustainable investing. Currently, 
more than 1,000 asset owners, investment managers, and 
investment service providers—representing assets under 
management totaling more than $34 trillion, or 15% of the 
world’s investable assets—have committed to the Principles 
for Responsible Investment (PRI), a sustainable investing 
initiative launched in 2006 by the United Nations and a 
consortium of the world’s largest institutional investors. 
Interest in sustainable investing continues to gain momen-
tum globally. A practice familiar to European investors, sus-
tainable investing has been slower to take hold in the United 
States, where confusion remains about what sustainability 
is, whether it violates fiduciary duties, and how sustainable 
investing influences portfolio risk and performance.

VALUE VERSUS VALUES INVESTING
The terminology associated with sustainable investing often 
adds to the confusion. “The alphabet soup is complicated,” 
points out Tim Barron, senior vice president and chief 
investment officer at Segal Rogerscasey, an institutional 
investment consulting firm serving clients globally. “There 
is RI—responsible investing; ESG—environmental, social, 
and governance; SRI—socially responsible investing; and 

SI—which may stand for social investing or sustainable 
investing.” Sustainable investing and responsible investing 
are often used interchangeably and generally refer to con-
sidering ESG factors in the investment process.

Sustainable investing has its roots in SRI, but the 
two approaches are quite different. An SRI mandate is 
driven by an organization’s desire to express its values and 
is exclusionary, prohibiting investment in such industries 
as alcohol, tobacco, gaming, weapons, and so on. These 
mandates are typically adopted by religious and charitable 
organizations, and pension funds may view SRI as poten-
tially violating their fiduciary duty to provide a fully diver-
sified portfolio that seeks to maximize return for the level 
of risk taken. Pension funds prefer instead to invest for 
the sole benefit of beneficiaries rather than narrowing the 
investment universe based on ethical reasons. Sustainable 
investing, in contrast, is an inclusionary process based on 
selecting companies with lower ESG risks. Barron defines 
the ESG investment process as one in which an invest-
ment manager, adviser, or plan sponsor overtly considers 
ESG effects on valuation expectations. “The construct of 
ESG needs to be forward-looking,” he says, “and is based 
on the broad statement that if companies concern them-
selves with the impact of their programs, policies, and pro-
cedures on the environment and on social and governance 
factors, then those companies will, over the long term, 
perform better.”
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A number of factors have supported the growing 
interest in sustainable investing, including an increase in 
company disclosures regarding ESG issues, more firms 
collecting and analyzing ESG data, and more sophis-
ticated investor views. “Over the years, the questions 
of investors have become more sophisticated, and the 
involvement of more institutional investors has brought 
much more of a fiduciary perspective to thinking about 
environmental, social, and governance issues,” says 
Thomas Kuh, executive director and head of MSCI ESG 
Indices. “It’s really the fiduciary view that is driving the 
interest in understanding the investment implications of 
these factors.”

This fiduciary view is rooted in the concept of 
“universal ownership.” Universal owners are long-term 
investors broadly invested in the markets who believe 
that consideration of ESG factors leads to sustainable 
global economic growth that is critical to the success 
of their investment performance. California Public 
Employees’ Retirement System (CalPERS), a founding 
member of the PRI, states in its 2012 report, Towards 
Sustainable Investment: “A fund of our size and global 
scale, with long-term liabilities, relies upon the market 
to provide the vast bulk of the risk-adjusted returns that 
will pay member benefits. . . . This means that the safety 
and soundness of the markets underpins our invest-
ments” (p. 10). As an example of loss resulting from 
poor environmental risk management, CalPERS cites 
BP’s 2010 Deepwater Horizon explosion and oil spill, 
which led to loss of life and widespread destruction as 
well as causing BP shares to plummet to a 14-year low. 
At the time, CalPERS owned more than 60 million 
shares of BP.

REDUCING RISK AND GENERATING ALPHA
Intuitively, the concept of investing for sustainability 
makes sense from a portfolio risk management perspective 
as well. “The notion, for example, that a company’s activi-
ties are destroying the environment and that this will have 
a negative impact on the company’s stock price at some 
point is hard to argue with,” says Barron. “If Company A 
is burning the rain forests for energy whereas Company B 
is seeking renewable energy sources, one might say, ‘Over 
the long term, Company A’s strategy will fail because they 
will run out of rain forest, while Company B is being 
responsible and that, over the next 10 years or so, should 
positively impact the stock price.’”

The literature is generally in agreement that firms 
committed to managing ESG risks have lower business 
risk and thus should have better downside protection. 
Because this nonfinancial data is not easily measurable, 
whether integrating ESG factors into the investment 
process reduces risk is one question, and whether or how 
that risk reduction translates into better performance is 
another. The performance of ESG portfolios versus con-
ventional portfolios has been the subject of much scrutiny 
and is often said to yield mixed results.

The authors of a 2012 meta study, Deutsche Bank 
Climate Change Advisors, say the confusion stems from 
mixing the results of studies examining SRI, ESG, and 
corporate social responsibility (CSR). The meta study 
found overwhelming support for ESG and CSR invest-
ing after reviewing more than 100 academic studies, 56 
research papers, 2 literature reviews, and 4 additional 
meta studies, citing benefits in the form of superior risk-
adjusted returns, lower cost of capital, and both market- 
and accounting-based outperformance. Both ESG and 
CSR showed superior risk-adjusted returns at a securi-
ties level, whereas SRI was associated with neither out-
performance nor underperformance. The authors found 
that 89% of studies show that companies with high ESG 
scores outperform over periods ranging from 3 to 10 years.

BENCHMARKS AND BIASES
Investors who benchmark to traditional indices should 
be aware that ESG-focused portfolios can have sector, 
region, country, and cap-size tilts. Although most ven-
dors assign ESG scores based on industry-specific fac-
tors, finance is typically the largest sector weighting, 
followed by the technology and health care sectors. A 
comparison between the FTSE4GOOD Global Bench-
mark Index and the FTSE Developed Index, the con-
ventional index universe from which the former is drawn, 
shows a weighting of 28.9% in financials in the FTS-
E4GOOD versus 21.4% in the Developed Index as of 
28 February 2014.

Energy companies tend to have much lower ESG 
scores. There are only 13 energy companies (3.8%) in 
the FTSE4GOOD, compared with 117 (8.7%) in the 
Developed Index. The FTSE4GOOD also has country 
and regional biases. For example, the United States con-
stitutes 40.1% of the FTSE4GOOD and 52.9% of the 
Developed Index; the United Kingdom is overweighted 
at 14.1%, versus 8.8% of the Developed Index. ESG 
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mandates may also be tilted toward larger companies 
because there tends to be more information available for 
larger companies and more reporting by larger compa-
nies versus small companies. The average capitalization 
size is $22.2 billion for the FTSE4GOOD and $16.3 
billion for the Developed Index.

Investors choosing to invest passively have a num-
ber of index options from which to select. Two key 
questions for passive investors are, how does the index 
represent the ESG universe, and is that representation 
consistent with what the investor intends? Approaches 
to index construction include the values-based approach 
used by FTSE4GOOD Index family, which includes 
only companies that pass certain standards; a theme-
based approach, which focuses on narrow segments of 
the market such as energy efficiency; and a best-in-class 
approach, in which the index is populated with the most 
sustainable, highest ESG-scoring companies in each 
industry and no industry is excluded. Because sustainable 
investing is still relatively new for a majority of investors, 
a primary concern for some investors is that they may be 
taking significant market risk by having an ESG port-
folio, or portion of their portfolio, that looks different 
from market indices. The best-in-class approach aligns 
risk exposures with those of a parent index. The MSCI 
Global Sustainability indices, for example, maintain 
characteristics similar to the parent indices by targeting 
the highest ESG-rated companies representing 50% of 
the adjusted market cap in each sector.

Kuh says the MSCI ESG indices, and particularly the 
MSCI Global Sustainability indices, were developed in 
response to requests from asset owners and asset managers 
who wanted ESG benchmarks with low and consistent 
tracking error relative to the parent index: “We designed 
the methodology to be sector and region neutral so that 
those contributors to systematic risk could be limited.” 
Reducing systematic risk, however, increases idiosyncratic 
risk. “The sector and regional characteristics are similar to 
those of the parent, so most of the risk is concentrated in 
stock-specific risk relative to the parent index, reflecting 
the fact that the index excludes half of the parent universe 
and doubles the weights of the remaining companies,” 
notes Kuh. Investors who allocate assets to both indi-
ces may find unintended risk exposures stemming from 
greater company weights. For ESG indices with sector and 
risk exposures that closely mimic a parent index, inves-
tors should find little difference in performance between 

the two. For example, annualized performance for the five 
years ended 28 February 2014 was 20.9% for the MSCI 
World ESG and 20.7% for the MSCI World Index.

Other versions of sustainability indices include trad-
able indices that limit the constituents to highly liquid 
securities, minimizing tracking error and transaction 
costs but increasing stock-specific risk. Variations of 
indices based on ESG factors, sectors, country, region, 
or even cap size also exist. Such indices can be used to 
isolate and analyze performance trends as well as imple-
ment or benchmark a niche strategy.

When comparing index methodologies, investors 
should be aware that incorporating ESG factors leads 
to higher turnover because constituents are added and 
deleted more frequently as company ESG scores change. 
This is true even for cap-weighted indices, which have 
low turnover and low rebalancing costs because con-
stituent weightings automatically adjust with market 
price fluctuations. For the market-cap-weighted MSCI 
World, annual turnover as of 28 February 2014 was 2.4%, 
versus 11.7% for the MSCI World ESG. An element of 
active management is also present in sustainability and 
ESG indices, even for indices with quantifiable rules-
based methods for selecting constituents, a selection 
process that facilitates index tracking compared with 
more subjective, committee-based processes. Because the 
determination and application of ESG rating criteria is 
not standardized, and ESG scoring may differ among 
vendors, all ESG indices involve judgment in constitu-
ent selection and weighting to some extent.

EVALUATING MANAGER PERFORMANCE
When evaluating a manager’s process and performance, 
it is always essential to understand exactly how the pro-
cess works and whether that process aligns with investor 
expectations. Choosing an ESG manager and deciding 
whether to invest actively or passively is complicated by 
the fact that no universal approach to sustainable investing 
exists. The many variations of sustainable investing include 
considering one factor only, such as environmental impact, 
on security selection; allocating a portion of a portfolio 
to ESG investments; fully investing according to sustain-
able investment principles; and striving to actively change 
a company’s behavior through engagement.

Barron cautions that not all managers who say they 
consider ESG factors in their investment process consider 
them in the same way. “For example, if a chemical company 
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is pouring waste into streams and rivers, then that com-
pany is very likely to be subject to fines and penalties, 
which could negatively impact the stock’s price, and so of 
course a manager is going to look at environmental factors. 
Every investor should consider those kinds of factors when 
assessing a stock as they clearly can influence the stock 
price,” he says. “The real question is, when is this assess-
ment done in the process, and how thorough is that relative 
to all of the variables that one might consider? Or, is it sim-
ply a consideration of factors that are ‘company busting’?”

Managers can implement an ESG strategy through 
an overlay or through integration. In an overlay process, 
the decision to invest in a security is made first and then a 
separate ESG analysis is applied. An integrated approach 
considers ESG factors at the onset of the investment 
process, either by incorporating ESG criteria into equity 
analysis or by selecting stocks from an ESG universe. Per-
formance comparison and evaluation are complicated by 
the fact that no universal valuation framework or method 
exists for quantifying the impact of ESG factors on a 
stock’s price, as well as by the fact that ESG factors and 
scores vary by provider. Moreover, traditional performance 
risk measures are not designed to capture the nonfinancial 
risk reduction and related performance benefits associ-
ated with low ESG scores. Finally, because the mandate 
of sustainable investing is generally undertaken within the 
context of a long-term strategy, investors must determine 
an appropriate time horizon for measuring performance 
goals relative to a conventional strategy or market index.

THE FUTURE OF SUSTAINABLE INVESTING
Challenges to the growth of sustainable investing include 
misperceptions, a lack of standardization in reporting 
and measuring material factors—even disagreement on 
what those material factors are—as well as myriad ways 
to approach the ESG investment process. As with any 
investment, investors must be clear about their objectives 
before selecting a benchmark, and when they are choos-
ing a manager, they must thoroughly understand the 
manager’s investment process. These goals may not easily 
be accomplished in sustainable investing.

Index providers have responded to the interest in sus-
tainable investing by creating both broad and specialized 
indices, although most investors appear to still be using tra-
ditional benchmarks for their sustainable investing portfo-
lios. A 2012 BNY Mellon survey of clients with a sustain-
able investing mandate found that comparatively few were 
using dedicated sustainable investing or ESG indices to 

benchmark their portfolios. Kuh notes that sustainability 
indices are relatively new in the investment world, dating 
back to the 1990 launch of the MSCI KLD 400 Social 
Index. “Currently, we have a number of clients who are 
tracking both ESG and conventional benchmarks,” he 
says. “They may report performance against one but track 
both. Some managers want a universe of companies that 
meet certain identifiable ESG standards and then try to 
match the performance of the traditional benchmark.” 
Index providers continue to launch new ESG indices, and 
Kuh predicts both broader use of sustainability indices for 
investment products and an increase in reporting of per-
formance against them.

Other factors supporting the expansion of sustain-
able investing include education and engagement. CFA 
Institute, for instance, has incorporated ESG read-
ings into its CFA Program curriculum, and in 2008, 
the Standards and Financial Market Integrity division 
of CFA Institute published Environmental, Social, and 
Governance Factors at Listed Companies: A Manual for 
Investors. ESG indices themselves are becoming agents 
of change. According to Dow Jones, because only the 
top 10% of companies in an industry are selected for 
membership, companies must continually vie for inclu-
sion in the Dow Jones Sustainability Indices by main-
taining and strengthening their sustainability programs. 
FTSE practices engagement with the member compa-
nies of the FTSE4GOOD indices; each time it tightens 
the inclusion criteria for the index series, FTSE engages 
in a dialogue with constituent companies targeted for 
deletion. Improvements in ESG practices or disclo-
sures followed in at least 60% of more than 1,000 dia-
logues. Overall, companies are increasingly responding 
to the growing demand for information and improved 
ESG practices. Despite the headwinds facing sustain-
able investing, these collective forces should continue to 
influence growth in ESG investing.
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