What does ESG mean
for investments?

PART 2

Added value or a mere marketing tool?

“Sustainability”, in the broadest sense of the term, has long ceased
to be a new concept for investors. After part 1 of this study looked
into the change in meanings and the increased importance of
sustainable investment, this second part provides an overview of
academic research into the issue.

Can CSR and ESG deliver added value?
Going beyond individual investment approaches,
the question is: is CSR worthwhile for a company?
Does “sustainability” offer better returns to
investors?
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The quotation from Milton Friedman that is often
cited when discussing CSR – and one that is often
criticised – to the effect that managers’ sole task is
to enhance stakeholders wealth 1 is not much help.
In fact, CSR is not necessarily in contradiction with
increasing stakeholders’ wealth.

 Cf. M. Friedman: The Social Responsibility
of Business is to Increase its Profits, by Milton
Friedman, in: The New York Times Magazine,
13 September 1970.
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Value. Shared.

Active is: Sharing insights
In the realm of investments, CSR and
ESG have clearly demonstrated their
positive contribution potential through
plausibility checks (e. g., lower risk
through heightened transparency);
and this contribution has also been
supported by many academic studies.
“ESG” stands for Environmental, Social
and Governance. “CSR” stands for
“Corporate Social Responsibility”.

Granted, introducing CSR into a company’s
process can raise its costs, thus cutting into
stakeholders’ wealth; but it can also lower the
company’s costs, lower its (cost-incurring) risks,
and perhaps help it raise both equity and debt
capital. Employee health protection programs
lead to lower illness-related costs. Greater
worker satisfaction reduces staff turnover and
lowers the costs of hiring and training employees,
according to this rationale. 2 Spending on
environmental protection prevents lawsuits
concerning environmental offences and reputational risk resulting from environmental issues.
Investments in energy efficiency reduce the
energy demand and the cost of acquiring CO2
trading rights. Enhanced product quality and
product security increase customer loyalty and
pricing power, while lowering the costs of
addressing complaints. Renouncing bribes and
kickbacks may reduce the number of orders, but
it also prevents reputational damage when such
practices become widely known.
Not to be overlooked is the risk that assets,
known as “stranded assets”, may become
worthless if they are not sustainable and have
to be written off.
The plausibility check also shows that raising
capital is likely to be facilitated by CSR, given that:
–	Lower risks and higher transparency reduce
the risks for investors, justifying a lower risk
premium.

–	Disclosing and complying with ESG criteria
aligns management with shareholders’
interest, which becomes particularly evident
when it comes to remuneration. This helps
reduce the so-called “principle-agent
problem”, which can arise between the
principle (i. e., the owner) and the agent (the
manager). This enhances the principle’s
control function.
–	Pressure groups are well aware that
companies can use good ESG ratings to
support their quest for limited funds in a
highly competitive environment. In fact, a few
well-known pressure groups have organised
themselves to exert power through investor
money. These include Ceres, the Carbon
Disclosure Project, the Global Reporting
Initiative, the Global Sustainable Investment
Alliance, the United Nations’ PRI Initiative
and the Sustainability Accounting Standards
Board. They do so not by investing money
directly, but rather by using standards and
signed voluntary agreements to steer money
in a particular direction. The PRI Initiative
alone has close to 1,400 signatories, with
more than USD 45 trillion under
management. 3
–	In fact, a study of 41 countries from as far
back as 2004 showed that the number of
institutional owners is positively correlated to
adherence to CSR practices, 4 meaning that
the greater the institutional representation,
the more they were able to impose CSR
practices on a company.

	A correlation that
has been confirmed
among others by cf.
A. Edmans: Does the
stock market fully
value intangibles?
Employee
satisfaction and
equity prices, in:
Journal of Financial
Economics, 101. Jg.
(2011), H. 3, p. 621–
640
3
	A s at March 2015
4
	Cf. I. J. A. Dyck et al.:
Do Institutional
Investors Drive
Corporate Social
Responsibility?
International
Evidence; 2015
2

What impact does ESG have on investments?
But how does ESG affect capital investments?
While it lowers fundraising costs by reducing
investment risk through greater transparency,
could ESG be detrimental to investors from the
point of view of sheer financial returns? Returns
here should be looked at on a risk-adjusted
basis. If ESG criteria are integrated into existing
investment approaches, they can deliver additional information on investment risks that might
be overlooked during the standard security
selection process.

“neutral”) and meta-analyses that referred to
the primary studies’ underlying econometric estimates, and aggregated these into an overall
analysis. However, both analysis approaches
came to the same conclusion, with deviations
between individual asset classes. The votecount studies found a significantly higher positive
correlation between ESG factors and financial
performance in bonds and real estate than in
equities, but the analysis was dominated 
by equities. 7

What does capital market research
have to say?
The abundance of studies devoted to CSR / ESG
can be roughly divided into those that research
CSR’s impact from the company’s point of
view, and those that look into the potential
performance impact for investors.
Studies focusing on corporate success analyse
the issue of financial performance. To wit,
does CSR lead to better corporate financial
performance (CFP) and contradict the assumption that this involves only costly measures that
could eat into corporate profits? The portfoliobased analyses use the performance of ESGbased investments, hence, the direct outcome f
or the investor.
From the company’s perspective: CSR and CFP
In a review of 251 empirical studies from 1972
to 2007, Margolis et al. at first came to a rather
defensive conclusion. The results of companies
that prescribed CSR “did not undermine shareholder value”. Rather they were influenced
positively by it, albeit marginally so, but still to
a statistically significant degree.⁵ The authors
found that a positive impact was identified
overwhelmingly by more recent studies.
The apparently widest – and easily the most
current – study on the correlation between ESG
and companies’ financial results was carried out
by Friede et al. 6 This meta-analysis reviewed
2,200 studies from the 1970s to today, including
the primary and secondary data of these studies
and found in the overwhelming number of cases
(about 90 % of the studies) a non-negative correlation. Around 60 % of the studies found a clearly
positive relationship between CSR and CSP
(Corporate Social Performance), i. e., a positive
influence on corporate results. Fewer than 10 % of
all studies found a negative correlation.
Friede et al. made a distinction between socalled “vote-count studies”, in which the metastudies they referred to counted only the results
of primary studies (“positive”, “negative” and

Figure 1: What ESG white papers are telling
us: ESG factors can have a material impact on
investment performance
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Figure 2: ESG-CFP relation differs across
asset classes
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	“Corporate Social
Performance doesn’t
destroy shareholder
value.” cf. J. D.
Margolis, H. A.
Elfenbein, J. P. Walsh:
Does it Pay to Be
Good… And Does
it Matter? A
Meta-Analysis of
the Relationship
between Corporate
Social and Financial
Performance, in:
SSRN Electronic
Journal (2009)
6
	Cf. G. Friede, T. Busch,
A. Bassen: ESG and
financial
performance.
Aggregated
evidence from more
than 2000 empirical
studies, in: Journal of
Sustainable Finance
& Investment, 5. Jg.
(2015), H. 4, p.
210 – 233
7
	The analysis
encompasses 334
studies, including
291 equity, 36 bond,
and 7 real-estate
studies.
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Source: Gunnar Friede, Timo Busch & Alexander Bassen
(2015) ESG and financial performance: aggregated
evidence from more than 2000 empirical studies, Journal
of Sustainable Finance & Investment, 5:4, 210 – 233. Data
as of December 2015.

The weaker the legal framework, the higher
the importance of ESG

From the investor’s point of view

Broken down by country, emerging economies
showed by far the most positive correlation
between ESG and CSP. This is to be expected,
as the protection of investor rights is weaker in
emerging economies than industrialised economies, and hence voluntary ESG measures
make the biggest contribution to lowering
investor risks. This matches the finding by Friede
et al. that governance is the most prominent
component in ESG. Also noteworthy in this
context is the fact that most scientific studies
found a positive contribution in emerging
economies. 8, 9

From the investor’s point of view, the research
review by Friede et al. comes to a somewhat less
impressive but still positive conclusion. Addressing
the issue of whether ESG factors also enhance
investment returns for investors, they report that
only about 10 % of studies found a negative
correlation between CSR and investment performance. However, the number of studies finding a
neutral or mixed outcome is higher than in the
studies undertaken from the companies’ point of
view. The number of studies that conclude
unequivocally that there is a positive relationship
is lower, at about 16 % of portfolio-based studies.
It should be noted, however, that the findings are

Figure 3: Investing in emerging market equities with high ESG leads to better performance
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Source: Gunnar Friede, Timo Busch & Alexander Bassen (2015) ESG and financial performance: aggregated evidence
from more than 2000 empirical studies, Journal of Sustainable Finance & Investment, 5:4, 210 – 233. Data as of
December 2015.

	cf. R. Laporta, F
Lopez-de-Silanes, A.
Schleifer & R. Vishny,
Legal Determinants
of External Finance,
in: The Journal of
Finance, Vol. LII,
No.3, July 1997
9
	cf. K. Gugler, D. C.
Mueller, B. B.
Yurtoglu: Corporate
Governance and
Globalization, in:
Oxford Review of
Economic Policy, 20.
Jg. (2004), H. 1, p.
129–156; cf.: The
Impact of Corporate
Governance on
Investment Returns
in Developed and
Developing
Countries*, in: The
Economic Journal,
113. Jg. (2003), H.
491, F511-F539
8

Figure 4: Do ESG portfolios demonstrate significant out- or underperformance?
ESG & CFP in dependence of portfolio and non-portfolio sample
(frequency of correlation in vote-count studies)
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Source: Gunnar Friede, Timo Busch & Alexander Bassen (2015) ESG and financial performance: aggregated evidence
from more than 2000 empirical studies, Journal of Sustainable Finance & Investment, 5:4, 210 – 233. Data as of
December 2015.

skewed by the fact that the portfolios are
allocated on the basis of widely different
investment approaches.
All in all, Friede et al. conclude from their comprehensive assessment of ESG-related studies
that long-term responsible investing is important
for all “rational investors” in meeting their
fiduciary duties.

Active is: Sharing insights
CSR and ESG deliver added value for investors
and observations show that this added value
consists not only in a “plus” for sustainability,
but also for performance. So the increased
prominence of sustainable investments should
not be seen as a marketing tool, but is supported
by the fact that such investments make a materially positive contribution to capital investments.
Dr Hans-Jörg Naumer
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