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PREFACE

When both environmental and societal concerns are increasing with population growth and

growing demand for scarce resources, interest towards responsibility and sustainability matters

have become global. This has created new investment markets of responsible investing. Since

responsible investing is a topical subject in financial markets, it arouses both doubts and

interests. Therefore, this thesis aims to participate in the discussion.

Global responsible investment markets are huge. At the time this master’s thesis was written,

responsible investments assets are worth over twenty trillion dollars and the amount of assets

is increasing. As financial markets play a significant role at a global scale, financial markets

can also present solutions to tackle climate change, ethical problems and sustainability issues

by allocating assets to the businesses and activities considering these matters.

Earlier studies are missing a comprehensive introduction and an understanding of responsible

investing and the possibilities responsibility and sustainability proposes for businesses,

investors and wellbeing of humankind.

The main doubt regarding the topic, is usually the possible opportunity costs responsible

investing might cause for an investor. In order to participate in the discussion, this thesis aims

to form answers on the financial profitability of responsible investing. In addition, the thesis

aims to form an understanding, why responsible investments might be a financially profitable

choice for an investor.

The thesis forms a comprehensive analysis of the performance of responsible investments

compared to non-responsible investments by analysing the financial performance, the

performance under uncertainty and the volatility of responsible investments. The thesis also

represents the possible sources and explanations of economics for financially profitable

performance of responsible investing.

Even responsible investing is a topical subject and raises interests, the topic has not been

introduced and analysed in this extent or from this point of view in the earlier academic studies.
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1 INTRODUCTION

The world changed significantly in the 20th century when population increased from 1.5 billion

to 6.1 billion (Our World in Data 2017). However, population is facing the same natural

limitations of resources as there were before significant population growth. During 1997–2017,

the world’s population has increased at an annual 1.35–1.12 percent rate, albeit with a slightly

declining trend (The World Bank 2017). Even if the population growth stagnates in the future,

living sustainably and within the world’s natural limits, will be a challenge for generations.

While population increases, so does the demand for resources. However, scarce natural

resources cannot keep pace with the increasing demand. One example of reaching the natural

limits, is climate change. Due to the increasing levels of greenhouse gases and accelerating

climate change, both economically and environmentally negative outcomes have already been

encountered.

In the well-known Stern Review (2006), the cost of action of stabilizing climate change is

argued to be around one percent of global gross domestic product (GDP) annually. When

continuing business-as-usual, the overall costs and risks of climate change will equal to losing

at least five percent of global GDP per year.

Whilst there is no clear consensus concerning the actual price of climate change, impacts are

considerable both on environmental and societal scales and the overall conclusion of studies is

the following: business-as-usual is not a sustainable or possible option in the long-term and

global action needs to be taken as soon as possible. As the Stern Review (2006) points out, “the

costs of stabilizing climate change are significant but manageable; delay would be dangerous

and much more costly.”

The concern of climate change is not unnecessary or marginal. In the report by the World

Economic Forum (2016), the top five global risks of highest concern for the next 10 years were,

along with failure of climate change mitigation and adaption: water crises, extreme weather

events, food crises and profound social instability.
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A significant decline in the available quality and
quantity of fresh water resulting in harmful effects on
human health and/ or economic activity.

Governments and businesses fail to enforce or enact
effective measures to mitigate climate change, protect
populations and help businesses impacted by climate
change to adapt.

Major property, infrastructure and environmental
damage as well as human losses caused by weather
events.

Access to appropriate quantities and quality of food
and nutrition becomes inadequate, unaffordable or
unreliable on a major scale.

Major social movements or protests (e.g. street riots,
social unrest, etc.) disturb political or social stability,
negatively impacting populations and economic
activity.

Table 1. The top five global risks of highest concern for the next 10 years (The World Economic

Forum 2016)

These concerns represent societal risks and environmental risks and the concerns are

interconnected. Moreover, all five global risks have direct and indirect impacts on the economy

and to the stability of the global operational environment.

The World Economic forum included the risk of climate change as well as other environmental

risks in their risk report as late as in 2011. Earlier risk assessments included only economic,

geopolitical and societal risks. This shows that environmental risks have perceived to be of

global scale.

In the World Economic Forum report (2018), all five risks in the environmental category were

ranked higher than average. Over a 10-year horizon both the likelihood and the impact of
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extreme weather events, natural disasters, failure of climate change mitigation and adaption,

biodiversity loss and ecosystem collapse as well as man-made environmental disasters

exceeded their earlier estimations. In addition, interconnections among environmental risks and

between risks in other categories are distinct.

Figure 1. The global risks landscape 2018 (The World Economic Forum 2018)

In 2018, extreme weather events and natural disasters represent top concerns both in likelihood

and impact. Both of them have featured the World Economic Forum’s global risks landscape

since 2016. (The World Economic Forum 2018)

According to the Munich RE analysis tool, the number of catastrophic natural events

(geophysical, meteorological, hydrological and climatological) has shown an increasing trend

since the analysis start year of 1980. Where in 1980 the number of events reported was around

250, in 2017 the number of events reported was around 730. In addition, catastrophic weather

events show an increasing trend line from 1980. Part of the increasing number results from

improved reporting options (Munich RE 2017) yet human actions also had an impact on the

increase in extreme weather events (Stern 2006).



5 (76)

Represented in a numerical way, according to the insurance company Munich RE, in 2017

natural catastrophic events caused USD 330 billion of economic losses and up to 10 000

victims. 2017 was the second costliest year just after 2011 with the earthquake in Japan and

floods in Thailand causing an estimated USD 354 billion of damage (Munich RE 2018).

Figure 2. Number of catastrophic natural events 1980–2017 (Munich RE analysis tool,

NatCatSERVICE 2018)

Below, figure 3 presents overall losses in inflation adjusted USD billions, for catastrophic

natural events 1980–2017. The figure shows an upward sloping trend line with a fivefold

growth in losses from 1980 to 2017.
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Figure 3. Overall losses in USD billions for catastrophic natural loss events worldwide 1980–

2016, inflation adjusted in 2017 values (Munich RE analysis tool, NatCatSERVICE 2018)

Global landscape concerns of environmental and societal matters, as showed in table 1, can be

considered as examples of demand exceeding the natural limits. In the paper published in

November 2017, over 15 000 signatory scientists stated long-term population growth is a

significant ecological and economical threat. The paper World Scientists’ Warning to

Humanity: A Second Notice, argued that in the past 25 years, while human population has risen

by 35 percent:

- Global carbon emissions (+ 62%) and average temperatures (+ 168%) have increased

significantly.

- The amount of freshwater resources per capita has reduced by 26%. In future water

shortages will have an effect on drinking water, human health, sanitation and

production of crops.

- Collectively the number of mammals, reptiles, amphibians, birds and fish in the world

has been falling dramatically since 1970. From 1992, there has been 29% decline in the

number of vertebrates.

- Nearly 300 million acres of forest have been lost, mostly to make way for agricultural

land.
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- The number of ocean "dead zones" – places where little can live because of pollution

and oxygen starvation – has increased by 75%. Ocean dead zones, caused by fertilizer

runoff and fossil-fuel use, are a significant stressor on the marine system.

In their paper, they additionally represented thirteen ways of transition to sustainability. They

pointed out the importance of monetary investments and purchases to encourage positive

environmental change, as well as promoting green technologies. They also pointed out that

price, taxation and incentive systems should take the possible negative externalities into

account. The thesis will take these topics into consideration.

The need for actions towards a more sustainable and responsible way of behaviour has been

recognized. At the same time as demand for sustainable and ethical products and businesses

have started to increase, the demand has been reflected in investment markets. Along with good

profits and stable returns, responsibility has become more significant criteria in investment

decisions. The boom in responsible investing can be seen in the diversification of responsible

investing strategies as well as an increase in responsible investment possibilities and in

discussions within the investment world about responsibility subjects. The terms and strategies

of responsible investing are discussed later in this thesis.

Unquestionably, interest towards responsibility subjects have become global. In this master’s

thesis, this current topic is represented through responsible investing and whether it is a

financially profitable investment strategy. The topic of responsible investing is interesting not

only because it is current but also because it might represent answers to tackle climate change,

ethical problems and sustainability issues by allocating assets to the businesses and activities

considering these matters.

Well-known consulting firm Mercer stated in their report Investing in a Time of Climate

Change (2015) that climate change is an investment risk. As one has seen during this chapter,

in the overall context of risk and concerns faced today and in the future, the role of the human

action and increased population is incontrovertible. Could responsible investing, by allocating

the assets to activities and companies emphasising responsibility and sustainability, present a

solution to stabilize and secure the global operational environment? Additionally, does
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responsible investing present opportunities to achieve the financial goals of an investor whilst

contributing to responsibility and sustainability topics?

The topic generates questions not many previous studies have formed comprehensive answers

to. A comprehensive understanding of responsible investments’ financial performance,

volatility and performance under uncertainty, has not been formed in earlier academic papers.

There exist studies considering the factors separately but academic papers do not analyse the

topic in its entirety. Additionally, earlier publications, studies and literature lack aggregated

answers and theoretical explanations of economics of why responsible investing can be

financially profitable. This thesis combines information from the previous empirical studies,

academic papers and applies well known economics and finance theories to answer the current

questions responsible investing generates.

The thesis is constructed as follows. First, in chapter two the subject of responsible investing

is introduced. The research questions are then established in chapter three. Later, in chapter

four, the modern portfolio theory is introduced in order to find a theoretical approach to the

research question. After introducing the theory, in chapter five the research questions are

analysed through empirical studies of responsible investments financial performance,

performance under uncertainty and volatility. As some of the readers might be aware of,

responsible investing does generate financially profitable investments as well as good

opportunities for investment risk-management.

Lastly in chapter six the research question of why responsible investments appears to be

financially profitable, is answered through applications of the theories of economics. For

example, the theory of competitive advantage and the theory of signaling, along with the theory

of demand and supply are presented, and the role of institutions are introduced.



9 (76)

2 RESPONSIBLE INVESTING

2.1 Terminology

During the beginning of the 21st century, the demand for responsible investments has started to

increase in financial markets. In 2016, global responsible investment assets reached

approximately USD 22.9 trillion with the increase 2014–2016 being 25 percent. On a global

scale, the proportion of responsible investments relative to total managed assets in 2016 was

reported to be 26 percent. In Europe and Australia & New Zealand, responsible investment

assets covered over 50 percent of the managed assets in 2016. (Global Sustainable Investment

Alliance, GSIA 2016)

The terminology of responsible investing is diverse and definition may vary depending on

source, research or literature. Terms such as sustainable investing, responsible investing and

socially responsible investing are often used to cover the same subject. In this thesis, if not

stated otherwise, the subject is referred to as responsible investing, responsible investments or

responsible investor. As a framework to responsible investing, PRI Association (2017) defines

responsible investing as follows: “Responsible investment is an approach to investing that aims

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

to better manage risk and generate sustainable, long-term returns.” (PRI Association 2017)

In this thesis, responsible investing is defined as “an investing strategy where investments are

made in the companies that perform well in responsibility, for example in ESG or CSR ratings,

or in general, investing in the investment targets that can be considered responsible.” Also

while referring to responsible investments or a responsible investor, this definition works as a

framework.

To clarify, the term responsibility can be seen as a broad entity. Earlier responsibility was seen

especially as positive environmental goals and achievements. However, recently the term

responsibility has expanded to include subjects such as sustainability, cultural, social and

financial subjects as well as human rights (PRI Association 2017). Examples of responsibility

and the broad entity it covers, can be seen in table 3.
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The term socially responsible investing (SRI) is broadly used in the responsible investment

discussion. However, SRI usually means the same as responsible investing in the empirical

studies. In this thesis as well as in several other studies, difference between SRI and responsible

investing is not made and they are assumed to cover the same subject albeit with slightly

different expressions.

2.2 Products

Responsible investing can be practiced with the same instruments as any other investment

strategy: with stocks, mutual funds, exchange-traded funds (e.g. ETFs), alternatives, hedge

funds and bonds. The difference made due to the investment strategy, is discussed in the

following chapter.

In data collected from Canada and Europe in 2016, bonds represented nearly two thirds of the

responsible asset allocation while one third was in equities (GSIA 2016). The same distribution

can be found from Eurosif’s study (2016) concerning European responsible investing asset

allocation.

Green bonds are one example of bonds concerning responsible investments. Green bonds are

similar to traditional bonds but submitted to green investment targets. According to Climate

Bond Initiative (CBI): "Green Bonds raise funds for new and existing projects with

environmentally sustainable benefits." (Climate Bonds Initiative 2018).

Non-financial corporates and Asset-Backed Securities (ABS) represented the largest issuers in

2017 (Climate Bonds Initiative 2018). During the 2010s, the monetary value of issued bonds

has boomed. In 2017, bonds reached over USD 155,5 billion with growth of 78 percent from

2016.
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Figure 4. The green bond markets by issuers 2012–2017 (Climate Bonds Initiative 2018)

CBI (2018) estimated that in 2018 global green bond markets could reach USD 250–300

billion. Bonds with renewable energy projects (33%) and low carbon buildings, and energy

efficiency (29%) represented the largest share of green bond markets in 2017. The biggest

issuers were the U.S., China and France, accounting for over half of the total amount issued.

However, according to CBI (2018) geographic diversity is increasing and issuers from

developed and emerging economies are expected to enter the bond markets.

As well as responsible investing overall, green bond standards and definitions require

convergence in the future (European Investment Bank & Green Finance Committee of China

Society for Finance and Banking 2017). Stock exchanges can use their own criteria for bonds

but usually criteria are supported by coherent principles. For example, in the Nasdaq stock

exchange green, social and sustainable bonds each have their own specific criteria. For

instance, the green bond criteria, is based on Green Bond Principles (GBP) by International

Capital Market Association (ICMA). When issuing a green bond, the bond needs to fulfill the

requirements of use of proceeds, be reviewed by a third party (also known as the second

opinion) and fulfill necessary reporting about the financing. (Nasdaq 2018) Where a need for
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52,60%

38,10%

4,70%
2,30% 2,10%

0,02%

Europe 52,60 %

United States 38,10%

Canada 4,70 %

Australia/ New Zealand 2,30 %

Japan 2,10%

Asia (excluding Japan) 0,20 %

transparency and reporting will be pointed out later in this thesis, the third party review, for

instance, gives value to a green bond process and transparency valuable for investors about the

impacts of the investments.

2.3 Investors

The majority of responsible investment assets are managed by institutional investors. In 2016,

Europe, the U.S. and Canada institutional investors, such as pension funds and insurers, held

74.3 percent of responsible investment assets, the rest 25.7 percent was held by individuals.

(GSIA 2016)

The proportion of global responsible investment assets by region in 2016, is shown in figure 5.

Europe held over 52 percent of responsible investment assets and the U.S. 38 percent of the

assets. Smaller responsible investors were Canada, Australia and New Zealand, Japan and Asia

(excluding Japan).

Figure 5. Proportion of global responsible investment assets by region in 2016 (GSIA 2016)
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2.4 Strategies

As global standards of classifications by the GSIA (2012), table 2 represents seven emerged

responsible investing strategies.

Responsible investing strategies may include integration of environmental, social and

corporate governance (ESG) factors in investment analysis and portfolio construction as well

as negative or exclusionary screening of companies involved in harmful or controversial

activities (e.g. industries of alcohol, tobacco, oil and arms). Other activities and strategies that

sustainable investment encompasses are corporate engagement and shareholder action, norms-

based screening, positive/best-in-class screening, sustainability themed investing and impact/

community investing. (GSIA 2016)
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Strategy Definition

Negative/ exclusionary screening The exclusion from a fund or portfolio of certain sectors,
companies or practices based on specific ESG criteria.

Integration of ESG factors The systematic and explicit inclusion by investment
managers of environmental, social and governance factors
into financial analysis.

Corporate engagement and
shareholder action

The use of shareholder power to influence corporate
behaviour, including through direct corporate engagement
(i.e., communicating with senior management and/or
boards of companies), filing or co-filing shareholder
proposals, and proxy voting that is guided by
comprehensive ESG guidelines.

Norms-based screening Screening of investments against minimum standards of
business practice based on international norms.

Positive/best-in-class screening Investment in sectors, companies or projects selected for
positive ESG performance relative to industry peers.

Sustainability themed investing Investment in themes or assets specifically related to
sustainability (for example clean energy, green technology
or sustainable agriculture).

Impact/community investing Targeted investments, typically made in private markets,
aimed at solving social or environmental problems, and
including community investing, where capital is
specifically directed to traditionally underserved
individuals or communities, as well as financing that is
provided to businesses with a clear social or environmental
purpose.

Table 2. Strategies and definitions of responsible investing (Global Sustainable Investment

Alliance 2012)

According to the recent review by the GSIA (2016) the main responsible investment strategies

in 2016 were: negative/ exclusionary screening (USD 15 trillion), followed by ESG integration

(USD 10.4 trillion) and corporate engagement and shareholders action (USD 8.4 trillion).

Where negative/ exclusionary screening is the main responsible investing strategy in Europe,

in the U.S. ESG integration represents the principal investing strategy.
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Figure 6. SRI assets by strategy and region (GSIA 2014; GSIA 2016)

In the report by the GSIA (2014), the difference between the asset proportion of ESG

integration and negative/ exclusionary screening strategies in Europe and the U.S. were around

USD 2,000 billion. In 2016, negative/ exclusionary screening strategy by the U.S. and Europe

yielded over USD 6,000 billion more compared to ESG integration strategy by the U.S. and

Europe. Interestingly, where ESG integration has become the most significant investment

strategy in the U.S. 2014–2016, in Europe the strategy has decreased significantly. In addition,

negative/ exclusionary screening investment strategy has increased in Europe 2014–2016.

(GSIA 2014; GSIA 2016)

One example of negative/exclusionary screening investment strategy is excluding fossil fuels

from an investment portfolio. The method is also known as fossil fuel divestment and it is

perhaps the best-known application of the negative/exclusionary screening strategy. Over 800

institutions have committed to divest, yielding USD 6 trillion. In addition, 58,000 individuals

have already divested. (Fossil Free 2018) For instance, Norway’s central bank managing the

SRI assets in 2014

SRI assets in 2016
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Government Pension Fund of Norway (GPFN), the world’s largest sovereign wealth fund,

proposed in November 2017 divesting fossil fuels (Norges Bank 2017). In addition, the World

Bank announced at the end of 2017 at One Planet Summit (2017) to end financing upstream

oil and gas after 2019.

Negative/ exclusionary screening as a responsible investment strategy, in particular, has

aroused discussion. In subchapter 5.2.5, this topic is analysed further while the financial

performance of responsible investments is considered.

As referred to earlier, another significant responsible investment strategy is integration of ESG

factors. Since the term ESG is widely referred to in responsible investing discussions and in

addition throughout this thesis, table 3 gives examples of ESG criteria and factors relating to

the criteria. It also shows the financial impact of each factor and gives real life examples of

how each factor has an effect on businesses. ESG integration however, is an even broader entity

than the table presents.
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Table 3. ESG criteria, examples of ESG factors and financial impacts (PRI Association 2017;

Hill 2016)

Criteria ESG factor Financial impact
Environmental climate change increasing revenues and market share by responding

to climate change opportunities created by regulatory
reforms, incentives and customer demand

emissions, e.g.
greenhouse gas
emissions

reduce risk for pollution; reduce cost from liabilities
associated with damaging health; manage
reputational risk

resource depletion,
including water

minimizing risk of operational distributions and
associated financial losses due to the lack of
adequate resource inputs

waste & pollution reduce risk of regulatory penalties for pollution;
reduce cost from liabilities associated with damaging
health; manage reputational risk

biodiversity &
deforestation

reduce cost from liabilities associated with damaging
environment; manage reputational risk

resource efficiency lower cost of capital; reduce operational costs and
exposure to market volatility of energy and other
natural resource inputs

Social local communities,
including indigenous
communities

minimize risk of operational distributions due to
community opposition, manage reputational risk

health and safety &
labour management

increase productivity and improve morale; lower
costs related injuries, absenteeism and turnover

employee relations and
diversity

drive innovation and improve competitive advantage
by recruiting and retaining talented employees

working conditions,
slavery & child labour

reduce risk of regulatory penalties for unethical
work, improve morale, manage reputational risk

Governance executive pay incentivize sustainable, long-term value creation

corruption, tax strategy,
bribery & fraud

reduce risk of regulatory penalties and reputational
damage resulting from unethical business practices

board diversity and
structure

improve decision-making, oversight and financial
performance

corporate structure,
accounting &
transparency

improve access to capital; increase oversight and
accountability to shareholders
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2.5 Networks

Principles of Responsible Investing (PRI) is an international network of investors supported by

the United Nations. According to the PRI Association (2017), more than 1,900 signatories from

over 50 countries representing approximately USD 70 trillion of assets, have signed to put six

principles for responsible investment into practice. PRI works to understand ESG factors in

investment implications and supports its signatories in incorporating ESG factors into their

investment decisions. Their six Principles for Responsible Investment are:

1. We will incorporate ESG issues into investment analysis and decision-making

processes.

2. We will be active owners and incorporate ESG issues into our ownership policies and

practices.

3. We will seek appropriate disclosure on ESG issues by the entities in which we invest.

4. We will promote acceptance and implementation of the principles within the investment

industry.

5. We will work together to enhance our effectiveness in implementing the principles.

6. We will each report on our activities and progress towards implementing the principles.

Other responsible investor networks are for instance Eurosif and US SIF, along with smaller

national sustainable and responsible investment associations and investor-led initiatives.

2.6 Reporting and analysing responsibility

The global financial crisis demonstrated that greater transparency between corporations and

investors is needed. (Eccles et al. 2010) The challenge of transparency can be solved by

enhancing mandatory of reporting and frameworks and actuating obligatory reporting.

Additionally, there exists large interest towards non-financial information, ESG performance

and policies. The nonfinancial metrics demanded varies depending on asset class and type of

company, whereas companies need to evaluate the amount and quality of the information they

are supplying to the market both in comparison to their peers but also in absolute terms. (Eccles

et al. 2011)
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As responsible investing definition and framework require consistent and common approaches,

work to build standards and guidelines of corporation responsibility is in progress. Some key

standard-setting organizations are Global Reporting Initiative (GRI), The International

Integrated Reporting Council (IIRC) and The Sustainability Accounting Standards Board

(SASB).

In September 2015, the United Nations (UN) announced their “Agenda 2030” including 17

global goals of sustainable development. Sustainable development goals (SDG) include ending

poverty, projecting the planet and ensuring prosperity (The United Nations 2017). These

sustainable development goal, and the framework they create, have been integrated in several

companies’ operations and in companies’ responsibility reporting.

In 2017, the UN Global Sustainability Index Initiative released their first analysis reviewing

annual reports of 100 large, nationally recognized companies, so called blue chip companies

and their effort to contribute to the SDGs. The report stated that 86 percent of the largest

companies by revenue have demonstrated commitments to the SDGs and 80 percent recognize

the importance of the sustainable development goals. The analysis also shows that large

companies especially in North America and Asia lag behind the SDG commitments.

Demand for non-financial data and in this case, for responsibility data, has created markets for

analysis tools and metrics to help investors in portfolio construction and management process.

For example, MSCI, a provider of market indices and portfolio analysis tools, has established

MSCI ESG Research providing research, ratings and analysis of ESG related business subjects

of thousands of companies worldwide. With the ESG ratings and data, MSCI ESG Indices are

constructed. (MSCI 2018)

MSCI ESG rating consists of three pillars of environmental, social and corporate governance.

The pillars include ten themes consisting of 37 ESG Key Issues, focusing on the intersection

between a company’s core business and the industry issues that can create significant risks and

opportunities for the company. MSCI rates companies on a scale from AAA to CCC according

to their exposure to industry specific ESG risks and their ability to manage those risks relative

to peers. (MSCI 2017) More detailed ESG rating framework and overview can be found in

appendix 2.
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Whilst reporting of responsibility lacks robust, consistent and universal standards, work and

progress to achieve transparency for investment purposes has already been made. This thesis

describes reporting and analysing of responsibility only in brief. A separate thesis would be

needed in order to perform a deeper analysis about the methods, metrics and challenges behind

measuring and reporting ESG and overall responsibility.

2.7 Drivers of responsible investing

As seen in subchapter 2.3, institutional investors represent 74 percent of responsible investors.

Demand from institutional investors is also the main driver of responsible investing demand,

according to the Eurosif study (2016) of European financial markets, as shown in figure 7. The

other two most important drivers are legislative and materiality.

Figure 7. Drivers of responsible investing demand (Eurosif 2016)

The demand from institutional investors has experienced an increase compared to 2012. Where

institutional investors hold significant amount of investing assets, suppliers have started to

reply to the demand by offering responsible investment instruments, for example green bonds,

detailed in subchapter 2.2.

2016
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Financial markets allocate financial resources by transferring funds between agents with excess

to agents with deficit, in the most efficient way. In this way, financial markets presents possible

solutions to allocating assets fulfilling both investor’s profit expectations, preferred risk-

management and to support matters of responsibility and sustainability with responsible

investing.

2.8 Corporate social responsibility, CSR

One also needs to define the term corporate social responsibility (CSR) which is widely

referred to during this thesis. CSR refers to companies considering responsibility in their

impact on society. CSR includes following the law and integrating for example social,

environmental and ethical concerns into the company’s business strategy and operations.

(European Commission 2017) However, like responsible investing terminology of corporate

social responsibility is versatile and inconsistent – this theoretical issue is mentioned by

McWilliams et al. (2006) and Dahlsrud (2006).

Interest in corporate social responsibility, by both consumers and corporates, has grown in

recent years. Companies want to manage risks and build their brand and reputation by signaling

their responsibility with responsible products and procedures. Meanwhile consumers

increasingly demand responsibility from companies. These topics will be introduced more

closely later in this thesis.
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3 REASEARCH QUESTION

As interest and the amount of responsible investing assets have been increasing significantly

in the beginning of the 21st century, there exist counterarguments to the responsible investments

performance compared to the performance of non-responsible investments. For example,

Geczy et al. (2005) argued that since a responsible investment portfolio is constructed from

fewer companies than traditional investment portfolios due to non-financial consideration, for

example applying ESG criteria, responsible investing portfolios generate lower expected risk-

adjusted returns.

Responsible investing being a hot topic at the time this master’s thesis was written, the thesis

aims to form answers on the financial profitability of responsible investing. In addition, this

thesis aims to form a comprehensive understanding, why responsible investments might be a

financially profitable choice for an investor.

The research questions of this thesis are the following:

- How do responsible investments perform financially comparing to non-responsible

investments?

- What is the volatility of responsible investments compared to non-responsible

investments?

- How well do responsible investments perform under uncertainty or crisis compared to

non-responsible investments?

- What are the possible sources and explanations of economics for financially profitable

performance of responsible investing?

3.1 Methods and Data

The study method is to build an analysis of the performance of responsible investing by

literature review of recent studies. In order to form an updated analysis, empirical studies no

older than 15 years old have been used. To form robust, comprehensive review and analysis

for the research question, studies with meta-analysis and a large number of samples, or samples

corresponding to significant responsible investment markets are preferred. In addition, studies
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challenging the rationality behind responsible investing are used. The thesis also contains

supporting literature about responsible investing, environmental topics and theories of

economics and the modern portfolio theory. Some of these papers were referenced in the

introduction chapters one and two. With the empirical studies and academic papers, the

viability of the financially profitable responsible investments and the possible reasons

explaining the argument are analysed.

3.2 Assumptions

Since terminology of the topic in the empirical studies vary, one assumption needs to be made:

regarding the terminology used in the empirical studies, the assumption is that they refer to

responsible investing. As stated in chapter two, the topic of responsible investing is lacking

consistent terminology and expressions, and for example, where some of the studies use the

term SRI, similarly the term responsible investing could be used. Differentiation between SRI

or other similar terms and responsible investing is not made and they are assumed to cover the

same subject albeit expressed slightly differently. Additionally, where some material referred

to in this thesis, originally used different terminology (e.g. SRI), in this thesis the terms

responsible investing, responsible investments and responsible investor are used for

simplification and in order to form a consistent text.

3.3 Limitations

A good method to find appreciated study papers is to look the number of the citations of the

study. Citations can indicate that the study is considered well-constructed, robust and reliable.

However, evaluating studies covering the research question of this thesis by the number of the

citations is challenging. The topic of responsible investing is relatively new and the studies

have mainly concerned the financial performance of responsible investments. The volatility of

responsible investments and the performance of responsible investments under uncertainty

have studied by few and thus studies used lack large number of citations and references. Many

studies used are only couple of years old, which partly explains the small number of citations.

Furthermore, one limiting matter for the analysis is the fact that not all possibly necessary or

useful materials or study papers were accessible. For example, some materials or study papers

were available only by charge.
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risk free rate

tangency portfolio

efficient frontier

non-optimal portfolios

CAL

4 THEORY

As seen from the previous introduction to responsible investing in chapter two, the investing

strategy is based on investing in the investment targets that can be considered responsible, for

example by choosing the companies with high ESG or CSR ratings to the portfolio. As shown

previously, the investing strategy can be, for example, exclusionary/ negative screening or the

use of ESG criteria. With a responsible investing strategy, an investor limits his investment

possibilities where responsible investing strategy can be seen as a constraint on the investment

decisions and investment possibilities. Additionally, the criteria to invest in responsible targets

can be seen as a preference for an investor.

Using modern portfolio theory by Harry Markowitz (1952) one can illustrate the framework

for the thesis’ research question as below.

Figure 8. Modern portfolio theory (Markowitz 1952)

In figure 8, the x-axis denotes standard deviation or the risk of the investment, and the y-axis

denotes expected return of the investments. The capital market line, or also known as the capital

allocation line (CAL), corresponds to William Sharpe’s (1964) theory of increasing expected

return of the investment yielding increasing risk of an investment. The point of risk free trade,

where the CAL line meets the y-axis, corresponds to the expected return with zero risks.

expected
return

standard deviation
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The efficient frontier, an upward sloping hyperbola, corresponds to optimal portfolios yielding

maximum expected profit with given standard deviation or yielding minimum standard

deviation at given expected profit. By diversifying the portfolio, one can see that when moving

along the efficient frontier, towards the tangency portfolio, standard deviation and expected

return decreases. A rational, profit-maximizing investor prefers the point of tangency portfolio,

with maximum expected return for given standard deviation. Or in other words, with maximum

profit for a given risk level.

By limiting the investment possibilities to cover the preference of responsible investing, an

investor faces a constraint. Based on the modern portfolio theory, an investor constraining

investment possibilities with responsibility criteria, cannot reach investment portfolios locating

on the efficient frontier. Since the opportunities of diversification decrease, responsible

investing portfolios cannot be as diversified as normal portfolios and thus are not located on

the efficient frontier, but below it and are not considered optimal. They yield a worse expected

return with the same risk or higher risk with same expected return, compared with the portfolios

on the efficient frontier.

This argument is stated also by Geczy et al. (2005). They argue that where responsible

investment portfolios are constructed from a fewer number of companies than traditional

investment portfolios, responsible investing portfolios will generate lower expected risk-

adjusted returns.

As stated in chapter one, investing in sustainability and responsibility matters, for example

mitigating climate change, results in smaller costs compared to the situation of business-as-

usual. Although the amount of investment needed to be made as soon as possible is high, it

would bring a better outcome in the long run, compared to the situation where the investment

is not made. The overall investment needed, pays back when considering the wealth, wellbeing

and consumption possibilities of upcoming generations. (Stern 2006) This bring an interesting

point of view to the topic of responsible investing.

Using the theoretical framework of the modern portfolio theory, the research question of the

financial profitability of responsible investing is taken into consideration in the following

chapter.
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5 ANALYSIS

5.1 Introduction to the literature

Investors seek good returns with low risk to their investments. As the modern portfolio theory

showed in the earlier chapter four, responsible investment portfolio, in theory, brings the same

returns with higher risk or lower returns with the same risk compared to the non-responsible

investment portfolio. Relating to this assumption, an interesting question arises: how do

responsible investments actually perform compared to non-responsible investments? In this

chapter, this question is analysed, through the financial performance, the performance under

uncertainty and the volatility of responsible investments compared to non-responsible

investments.

As interest towards responsible investments has grown, simultaneously demand has grown for

empirical findings about the topic. Empirical studies on the ESG–corporate financial

performance (CFP) relation have grown constantly (Friede et al. 2015).

Figure 9. Estimated number of empirical studies on the ESG–CFP relation over time (Friede
et al. 2015)
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As the number of studies has been growing, the topic of the performance of responsible

investments has been studied using different approaches. According to RBC Global Asset

Management (2012) approaches of how responsible investments perform relative to traditional

investments, can be divided into four types of approach:

1. Comparing the performance of responsible investment indices with traditional indices.

2. Comparing the performance of responsible investment funds with traditional

investment funds.

3. Creating hypothetical portfolios of companies ranked highly against ESG factors and

comparing their performance with lower-ranked companies.

4. Comparing the financial performance of companies that score highly on measures of

corporate social performance with those that do not.

One of these approaches represent the empirical studies utilised in this thesis: comparing the

financial performance of companies scoring highly on measures of corporate social

performance with companies scoring low in these measures (Friede et al. 2015; Lins et al. 2017;

De & Clayman 2015). Additionally, an example of comparing the performance of responsible

investment indices with traditional indices will be added. Approaches that are utilised in the

thesis are based on real life evidence, where approach number three include creating a

hypothetical situation. Thus, approaches utilised and used in this thesis are considered robust.

The principal literature used in this chapter is summarised in the following table.
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Table 4. Summary of the principal literature

These researches are selected because they are considered well-constructed, present robust

results and are recent. In addition, all researches used are based on ESG measures of companies,

which can be considered a good method to measure responsibility due to its complexity.

In each of the following subchapters analysing the research question through the empirical

evidence, researches are briefly presented. Presentation of researches include introduction of

the data, robustness of the study and the results. Since studies are presented only briefly, readers

are advised to refer to the paper itself for further details, statistics and econometric methods.

Study Authors Method Data

Financial

performance

ESG and financial

performance:

aggregated evidence

from more than 2000

empirical studies

(2015)

Friede G.,

Busch T., &

Bassen A.

ESG–CFP

analysis

Net number of more than

1,900 empirical academic

studies.

Performance

under

uncertainty

Social capital, trust,

and firm performance:

the value of corporate

social responsibility

during the financial

crisis (2017)

Lins K.,

Servaes H. &

Tamayo A.

ESG–CFP

analysis

MSCI ESG Stats

database, 1,673 non-

financial firms with CSR

data between

August 2008–March

2009.

Volatility The Benefits of

Socially

Responsible Investing:

An Active Manager’s

Perspective

(2015)

De I. &

Clayman M.

ESG –

stock risk–

return

profile

analysis

Thompson Reuters

Corporate Responsibility

data 2007–2012,

including data of the U.S.

companies

(approximately 650–

1000 companies

depending on a year).
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The rest of chapter five is constructed as follows: first, the financial profitability of responsible

investing is analysed through financial performance of responsible investing compared to non-

responsible investments. In subchapter 5.3, the performance of responsible investments under

uncertainty, compared to non-responsible investments, is analysed. In subchapter 5.4, the

volatility of responsible investments is analysed. After analysing the findings with a theoretical

framework, the chapter ends with a discussion.

5.2 Financial performance

Investors are interested in the expected return of the investment opportunities. As the financial

performance of responsible investments is one subject arousing doubts, the topic is analysed in

this subchapter with a large meta-analysis.

5.2.1 Data

To analyse the financial performance of responsible investments, a meta-analysis by Friede et

al. (2015) is used. The study represents the following approach, classified by RBC Global Asset

Management (2012): comparing the financial performance of companies that score highly on

measures of corporate social performance with those that do not

The aggregate study consists of more than 2,200 empirical academic studies. At the time of

writing this thesis, the study is the most comprehensive study about this subject. The meta-

analysis consists of academic studies searched by keywords, where search combinations

included the three components of E, S, and G and its abbreviations as well as keywords such

as environment(al) (performance), social (performance), responsib(le/ility), sustainab(le/ility),

human capital, (corporate) governance. By sorting relevance and narrowing down the results

to well-constructed researches, Friede et al. ended up with a total of 25 meta-analyses examined

in 1997–2015 with 1,902 studies and nearly one million observations (see appendix 3).

In order to derive a second order meta-analysis they examined distributions, effect sizes,

summary effects of distributions and correlations as well as ESG effect over time. For further

econometric methods, readers are advised to see Friede et al. (2015)
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Friede et al. (2015) also examined findings from so-called vote-count studies. Vote-count

studies count the number of studies with significant positive, negative, and non-significant

results and “votes” the category with the highest share as winner. However, in this thesis only

aggregated findings of econometric studies are considered, because the statistical explanatory

power in vote-count studies is usually low and they might present biased conclusions. (Hedges

& Olkin 1980; Hunter et al. 1982)

5.2.2 Robustness

Friede et al. (2015) report robust results since p-values for all meta-analytical means indicate a

statistical highly significant positive deviation from zero (p-values below 0.01). In addition,

the 95% CrI of 0.058–0.242 for second-order meta-analytical disattenuated effect size average

indicates the positive nature of the ESG–CFP relation and the control for statistical power of

the effect size values revealed very robust results.

5.2.3 Results

Out of the 25 meta-analyses, one study (Revelli & Viviani 2015) displayed a negative ESG–

CFP correlation – albeit close to zero (0.003). For the 1,902 studies analysed, the sample size

adjusted share of absolute positive correlation findings in meta-analytical summary effect

yielded 95.8 percent. After adjusting positive correlation findings for statistical significance,

using 95% CI, confidence interval, and 95% CrI, credibility interval, the share of positive

findings in meta-analyses was 74.9 percent.

In order to eliminate potential positive biases in meta-analytical summary effects Friede et al.

(2015) used primary study level with sample of 551 studies. After this, the share of studies with

significant positive correlations ended up being 62.6 percent (95% CrI, attenuated results) and

negative correlations 14.5 percent (95% CI, disattenuated results). Detailed eesults are shown

in figure 10.
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Figure 10. Distribution results in dependency of correlation intervals (Friede et al. 2015)

Based on the research, positive significant correlations appear to be significantly greater than

negative correlations when analysing the ESG–CFP relation. In addition, an interesting

question arises, whether the ESG–CFP relation is stable over time. Friede et al. (2015) pointed

out that theoretically, decreasing correlations over time would be expected due to the learning

effect in capital markets. A learning effect could happen with increasing numbers of UN PRI

signatories (see subchapter 2.5 for the UN PRI) and through increasing ESG awareness.

However, Friede et al. (2015) did not find indications supporting learning hypothesis. From

figure 11, one can see that positive ESG impact on CFP appears to be stable over the time.
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Figure 11. ESG–CFP correlation factors in primary studies in dependency of study publishing

dates, n = 551 net studies (Friede et al. 2015)

Referring to the meta-analyse study by Friede et al. (2015) responsible investment strategy

appears to yield the same or better profits comparing to non-responsible investment strategy.

Positive correlations being significantly greater than negative correlations when analysing

ESG–CFP relation, the finding challenges the modern portfolio theory (Markowitz 1952)

proposition introduced in chapter four. Rather than yielding lower expected returns, assuming

the risks are the same for both responsible and non-responsible portfolios, the responsible

investment portfolio appears to yield the same returns or even outperform the non-responsible

portfolio.
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5.2.4 Financial performance of indices

In addition to the meta-analysis by Friede et al. (2015), one can analyse the financial

performance of responsible investments from indices. The following simplified application

represents the approach, classified by RBC Global Asset Management (2012): comparing the

performance of responsible investment indices with traditional indices.

Indices are used to describe the markets and to track the performance, more specifically price

changes, of the stock market. Indices are statistics representing the whole market and are

widely used by investors and other market participants. In this subchapter, four Morgan Stanley

Capital International (MSCI) indices are applied.

MSCI All Country World Index (ACWI), MSCI World Low Carbon Leaders Index, Low

Carbon Leaders Index, MSCI ACWI ESG Leaders Index and MSCI World ESG Leaders Index

each have their own parent index. The parent indices MSCI World and MSCI ACWI,

representing the traditional indices, are used in the analysis when comparing the performance

of responsible investment indices with traditional indices. MSCI World Index is used as a

common benchmark, with stocks across developed markets representing a cross-section of

global markets and is thus used in this analysis. In addition, MSCI ACWI Index is used since

it includes both stocks across developed and emerging markets. (MSCI 2018)

First, the performance of Low Carbon Leaders indices compared to traditional indices, their

parent indices, are analysed. Both MSCI ACWI Low Carbon Leaders and MSCI World Low

Carbon Leaders Index aim to cut at least 50 percent in its carbon footprint by using exclusionary

strategy with the companies that have the highest carbon emissions intensity and the largest

owners of carbon reserves per dollar of market capitalisation. (MSCI 2018)

The MSCI ACWI Low Carbon Leaders Index is based on MSCI ACWI Index, its parent index,

and includes large and mid-cap stocks across 23 developed markets and 23 emerging markets

countries. The MSCI World Low Carbon Leaders Index is based on its parent index, MSCI

World Index, and includes large and mid-cap stocks across 23 developed markets countries

(MSCI 2018).
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The following analysis is based on annualised gross returns percentage in USD since the

beginning of the index. The establishment date of each index varies. As seen from table 5,

MSCI ACWI Low Carbon Leaders Index has better annualised gross returns (10.48 percent),

compared to its parent index MSCI ACWI Index (10.24 percent). In addition, MSCI World

Low Carbon Leaders Index has better annualised gross returns (11.47 percent) than its parent

index MSCI World Index (11.06 percent). When analysing the annual performance (see

appendix 4 & 5), there are no significant differences favouring either of the indices. Low

Carbon indices have shown slightly better or worse performance compared to the traditional

indices. (MSCI 2018)

The cumulative index performance can be seen from figures 12 and 13 below.
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Figure 12. MSCI ACWI Low Carbon Leaders Index & MSCI World Index, cumulative index

performance – gross returns in USD (MSCI 2018)

Figure 13. MSCI World Low Carbon Leaders Index & MSCI World Index, cumulative index

performance – gross returns in USD (MSCI 2018)

Secondly, the performance of ESG Leaders indices compared to traditional indices, their parent

indices, are analysed. Both MSCI ACWI ESG Leaders Index and MSCI World ESG Leaders

Index are capitalisation weighted indices that provide exposure to companies with high ESG

performance relative to their sector peers (MSCI 2018).
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MSCI ACWI ESG Leaders Index is based on its parent index MSCI ACWI Index, including

large and mid-cap companies across 23 developed markets and 24 emerging markets countries.

MSCI World ESG Leaders index is based on MSCI World Index, its parent index, including

large and mid-cap companies in 23 developed markets countries. MSCI World ESG Leaders

Index is constructed by aggregating the regional ESG Leaders indices of Pacific, Europe &

Middle East, Canada and USA. (MSCI 2018)

The following analysis is based on the annualised gross returns percentage in USD since the

beginning of the index. The establishment date of each index varies. As seen from table 5, the

MSCI ACWI ESG Leaders index has better annualised gross returns (5.57 percent) than its

parent index MSCI ACWI Index (4.96 percent). The only responsible index having slightly

worse annualised gross returns is MSCI World ESG Leaders Index (5.10 percent) with 0.16

lower percentage points compared to its traditional parent index MSCI World Index (5.26

percent). (MSCI 2018)

When analysing the annual performance (see appendix 6 & 7), there are no significant

differences favouring either of the indices. The indices have shown slightly better or worse

annual performance compared to each other. The difference between the responsible index and

the traditional index was at a maximum of around 2.4 percentage points in 2009 in favour of

responsible index MSCI World ESG Leaders. (MSCI 2018)

The cumulative index performance can be seen from figures 14 and 15 below.
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Figure 14. MSCI ACWI ESG Leaders Index & MSCI ACWI Index, cumulative index

performance – gross returns in USD (MSCI 2018)

Figure 15. MSCI World ESG Leaders Index & MSCI World Index, cumulative index

performance – gross returns in USD (MSCI 2018)

To conclude, three of four responsible indices have better annualised gross returns than their

parent index. At the annual level, there are no significant differences between the performance

of responsible indices and parent indices. This demonstrates that responsible indices do not

yield lower profits compared to non-responsible indices.
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Index name Annualised
gross
returns %
3 years

Annualised
gross
returns %
5 years

Annualised
gross
returns %
10 years

Annualised
gross
returns %
since the
beginning

Sharpe
ratio
since the
beginning

MSCI ACWI
(parent index of MSCI ASWI Low
Carbon Leaders)

8.93 10.66 n/a 10.24 0.83

MSCI ACWI Low Carbon
Leaders 9.17 10.77 n/a 10.48 0.85

MSCI World
(parent index of MSCI Low Carbon
Leaders)

8.81 11.31 n/a 11.06 0.91

MSCI World Low Carbon
Leaders 9.22 11.58 n/a 11.47 0.94

MSCI ACWI
(parent index of MSCI ACWI ESG
Leaders)

8.93 10.66 6.22 4.96 0.33

MSCI ACWI ESG Leaders 8.64 10.63 6.78 5.57 0.37

MSCI World
(parent index of MSCI World ESG
Leaders)

8.81 11.31 6.64 5.26 0.35

MSCI World ESG Leaders 8.19 10.76 6.50 5.10 0.34

Table 5. Summary of MSCI indices’ gross returns in USD and Sharpe ratios (MSCI 2018)

In addition, three of the responsible indices have, albeit marginally, better Sharpe ratio than

their parent index. The larger the Sharpe ratio the better is the portfolio’s profit compared to

the portfolios standard deviation. Overall, it can be concluded that responsible indices do not

yield higher risks with the same profit level or lower profits with the same risk level, compared

to the non-responsible indices.

When comparing these findings with the modern portfolio (Markowitz 1952) assumptions, the

findings challenge the theory. Responsible investments do not appear to yield opportunity costs

for an investor concerning a portfolio’s risk–return profile.



39 (76)

5.2.5 Financial performance of sin stocks

Negative/ exclusionary screening being a top responsible investing strategy in Europe, one

should also consider the financial performance of sin stocks to form a robust analysis of the

financial profitability of responsible investing.

Sin stocks are often referred to as controversial industries, including for example the tobacco,

alcohol and weapon industries. In the study analysed here, Fabozzi et al. (2008) considered sin

stocks of adult entertainment, alcohol, biotech, gaming, tobacco, and weapons industries. In

their sample, they covered sin stocks across 21 countries in the time period between January

1970 and June 2007 and ended up with a sample of 267 companies.

In order to form robust and comparable results, Fabozzi et al. (2008) used relevant market index

returns and matched the national stock exchange with the identical time period of the individual

stock’s price history. They also computed excess market return and risk-adjusted excess return,

where excess market return was computed as the difference between the individual stock return

and the national market index return, and the risk-adjusted excess return with utilising of

CAPM, capital asset pricing model. The annual excess market returns ranged from 5.3 to 26.4

percent and the risk-adjusted excess return from 1.4 to 49.2 percent. They concluded that the

average sin stock annual return of 19.0 percent significantly outperformed the annual average

stock market return of 7.9 percent.

As Fabozzi et al. (2008) pointed out, one important notice to be taken here is that companies

operating within sin industries often hold monopolistic power: they have managed to enter the

market and additionally, survive and operate with strict ordinances, regulations and multi-

jurisdictional laws. With monopolistic power, companies have power to price their goods freely

and thus can earn excess returns compared to competitive markets. This statement is supported

by positive risk-adjusted returns sin stocks hold. Fabozzi et al. (2008) also pointed out the

possibility that sin stocks are initially undervalued due to the negative effect of the average

investor. In addition, economic gain for sin stock companies might generate through the fact

they do not need to expend effort to upholding their social standards.
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As pointed out previously, negative/ exclusionary screening presents the principle responsible

investment strategy in Europe according to GSIA (2016). Where ESG criteria has passed

negative/ exclusionary screening strategy in the U.S., the limitations negative and exclusionary

screening has, should be brought up.

As Fabozzi et al. (2008) showed, sin stocks hold significant return possibilities. However,

industries considered as controversial are not easily compared to each other. Regardless the

industry and the characteristics of the industry the sin stock represent, no differences between

sin stocks are made. For example, alcohol and biotech industry are both considered as sin stocks

but as one can tell, they represent very different industries, legislation and markets.

Berry & Junkus (2012) found in their study that among both individual American responsible

investors and those investors who are not considering investing responsibly, thought the

environmental issues as the most important responsibility matter. They found that rather than

screening out certain products or policies, investors prefer to reward companies displaying

overall positive social policies. This finding is interesting since most vendors offering

responsible investing products focus on negative/ exclusionary screening method, especially in

Europe (GSIA 2016). The study shows a contradiction between investors’ desires and the

responsible investment products of vendors. Investors tend to see responsibility as a more

complex subject than specific products or industries.

The research has some limitations since it includes only 5,391 answers out of 85,000 and

respondents represent mainly older, wealthier male investors. However, Berry & Junkus (2012)

stated that the sample reflects concentration on the opinion of well-informed, experienced

investors.

To conclude, one can note that responsible investing decisions should be better based upon

multiple responsibility criteria, rather than excluding the investment opportunities by certain

sectors, businesses and practises. Since negative/ exclusionary screening has limitations and is

based on simple criteria rather than overall responsibility measures, it appears yield

inconsistent results of profitability compared to financial performance of investments with

other responsible investment strategies.
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To add, all academic studies used in this chapter’s analyses are based on more diverse, ESG

measures of companies. In this way the analysis can be considered to form a more robust

analysis yielding more creditable results compared to studies with negative/ exclusionary

investment results.

5.3 Performance under uncertainty

After analysing the financial performance of responsible investments, it is necessary to take

into consideration the volatility of the responsible investments and the responsible investments’

performance under uncertainty. Investors prefer to maximise their profit with as minimum a

risk as possible.

One interesting question relating to volatility and risk aspect is, how responsible investments

perform under uncertainty or market crisis. An interesting point of view to apply here is how

responsible investments performed compared to non-responsible investments during the global

financial crisis that started in 2007. Although the origin of the crisis was in the U.S., the crisis

affected economies and households globally, and was later followed by a global economic

downturn and a crisis in the banking system of euro countries.

During the time of financial crisis of 2000s, investors faced uncertainty in the investment

environment. For example, on March 5, 2009 the Dow Jones Industrial Average (DJIA), the

most followed stock index in the world, fell over 50 percent compared to its high point just 18

months earlier. In addition, other indices experienced bear markets. (The Balance 2017)

Uncertainty along with lack of trustworthiness and transparency, describe the market and

financial environment during and just after the financial crisis.

Considering the modern portfolio theory referred to in chapter four, responsible investing can

be thought to yield the same returns with higher risk or higher risk with the same returns as

optimal portfolios. In addition, the theory suggests that when investing responsibility,

opportunities to diversify assets in the portfolio decrease. While the opportunities of

diversification decrease, optimal portfolio theory suggests that risks increase and when facing

the crisis, a responsible investment portfolio can be considered to have higher risks than a

portfolio that has been diversified. To analyse the volatility and especially the possible market
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risk of responsible investments, a study considering the period of the financial crisis 2008–

2009 is analysed in the following subchapter.

5.3.1 Data

The study analysed in this subchapter represent the following approach, classified by RBC

Global Asset Management (2012): comparing the financial performance of companies that

score highly on measures of corporate social performance with those that do not.

The study by Lins et al. (2017) concerning uncertainty and market risk examines the

performance of 1,673 non-financial firms during the financial crisis period August 2008–

March 2009. In this study, especially corporate social responsibility was considered. One needs

to note that empirical identification of trust, and generally social capital on firm performance

is challenging due to the broadly defined concept of social capital. In the study, they linked the

concept of social capital to CSR and examined the performance of firms with different CSR

scores during the financial crisis.

ESG Stats classifies environmental, social, and governance performance in 13 different

categories. In this study Lins et al. (2017) focuses on five categories considered as a measure

of CSR: community, diversity, employment, environment, human rights. In addition, they did

not consider in tests the ESG Stats categories that penalize firms participation in the six

industries that are considered to be controversial. Similar to the argument presented in

subchapter 5.2.5, this is due to the statement that estimating an industry as controversial, or to

apply negative/ exclusionary screening based on only the industry information, has limitations

and is not a good and complex method to apply in responsible investing.

Lins et al. (2017) obtained stock return data from CRSP and accounting data from Compustat.

For CSR ratings, they gathered information from MSCI ESG Stats Database, referred to in

subchapter 2.6.

To form unbiased results, they removed financial firms from the data, due to the extensive

amount of government support given during the crisis. After combining data, they ended up

with 1,673 non-financial firms with all explanatory variables available for the crisis period.
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5.3.2 Robustness

Lins et al. (2017) reported robust results after testing robustness with three different test:

1. Measuring CSR performance at different points in time – also prior to the crisis to limit

the possibility of anticipation.

2. Whether the decision to remove micro-cap firms – those with an equity market

capitalisation below USD 250 million – from the sample affects the results.

3. Verifying that findings are not due to the inclusion of March 2009 as part of the crisis

period.

5.3.3 Results

In their study, Lins et al. (2017) found that firms with high CSR ratings outperformed firms

with low CSR rating during the crisis – the time when the importance of trust was emphasised.

Firms with high CSR ratings compared to firms with low CSR ratings, had four to seven percent

higher stock returns during the financial crisis.

Additionally, higher CSR scored firms experienced higher profitability, growth and sales per

employee and raised more debt, compared to firms with low CSR scores. They concluded that

firms investing in social responsibility could be seen as an insurance against the market risk,

and also to support their financial performance under uncertainty. During the recovery period

after the crisis, Lins et al. (2017) did not find difference in stock return performance between

high and low CSR firms.

The findings, again, challenge the modern portfolio theory’s (Markowitz 1952) assumptions.

The theory proposes that a responsible investment strategy will decrease a portfolio’s

diversification opportunities, resulting in the risk of the portfolio being higher than for a

portfolio constructed with a non-responsible investment strategy.

The empirical findings however, show that responsible investments appear to yield better

returns than with non-responsible investments. In addition, the findings demonstrate that

responsible investments appear to result in lower standard deviation than non-responsible
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investments since their returns outperformed the returns of the non-responsible investments

during the time of uncertainty in the investment environment.

5.4 Volatility

As referred to in the earlier chapter, in addition to good expected returns, investors seek good

risk-management for their investments. Volatility of the possible investment target is one

attribute investors are interested in. Where volatility describes the variation, or standard

deviation, of the returns, the higher the volatility the riskier the investment is considered to be.

Thus, the volatility of responsible investments compared to the volatility of non-responsible

investments is taken into consideration.

The studies analysed in this subchapter represent the following approach, classified by RBC

Global Asset Management (2012): comparing the financial performance of companies that

score highly on measures of corporate social performance with those that do not.

5.4.1 Data

To analyse the volatility of responsible investments compared to non-responsible investments

an empirical study by De & Clayman (2015) is used. The research consists of data of U.S.

companies during 2007–2012. Depending on the year, their data consists of approximately

650–1000 companies from Thomson Reuters Corporate Responsibility Data.

De & Clayman (2015) “measured the volatility using the standard deviation of daily returns for

the same one-year period used in stock return analysis. The relationship between ESG ratings

and stock volatility was compared with the market volatility to understand whether this

relationship varied based on the level of market risk.” In their study, they used two measures

of market risk. The measures were the daily average of the closing level of the CBOE Volatility

Index (VIX) over the same subsequent one-year period used to measure stock returns, and the

standard deviation of the S&P 500 daily returns for the same one-year period used in stock

returns analysis. De & Clayman (2015) argued choosing VIX because it is the most commonly

used number to measure the volatility in the market. The measure of S&P 500 daily returns
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they chose in order to have comparison with the measure of individual stock and the market

volatility.

To ensure no look-ahead bias, De & Clayman. (2015) used annual stock returns with a six-

month lag and measured the stock volatility using the standard deviation of the daily returns.

They detangled the effect of ESG and volatility, where ESG and volatility were two

independent variables, acting on the dependent variable of stock returns. In addition, they used

the volatility for the ensuing 12 months and historic volatility, measured by using the standard

deviation of the daily stock returns for the same time period used for ESG ratings.

5.4.2 Robustness

De & Clayman (2015) undertook a robustness check by using historic volatility. A robustness

check was necessary since the analysis used volatility measured over the same period as stock

returns.

Historic volatility was measured using standard deviation of the daily stock returns for the same

time period as for ESG ratings. Then historic volatility was matched with returns for the period

(6/30/[YY+1] – 6/30/[YY+2]). To classify stocks as volatility groups low and high, they used

the median value.

In addition, during the research De & Clayman (2015) performed two cross checks by using

the 5th percentile as the tail-risk cut off and repeating the analysis with randomly generated

portfolios using risk-adjusted returns as the variable of interest.

5.4.3 Results

De & Clayman. (2015) found a strong negative correlation between ESG ratings and stock

volatility. In particular, they found that higher ESG rating correlated with lower volatility and

this relationship was stronger when market volatility was high.  In addition, they found that

higher return companies in aggregate had better ESG ratings and the highest return stocks

represented better ESG rated group. They concluded that low ESG ratings were a risk indicator
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for an investor. By using this information in investment decisions when choosing stocks and

excluding the worst ESG stocks, the risk–return profile of the portfolio improved.

One finding De & Clayman (2015) had, in line with the study by Friede et al. (2015) presented

in subchapter 5.2, was that higher return companies had better ESG ratings. Another finding

they had in line with Lins et al. (2017) was that during the financial crisis (mid 2008–mid 2009)

ESG ratings and stocks returns showed a statistically significant positive correlation. This

finding is also consistent with the evidence from indices, analysed in subchapter 5.2.4 where

one finding was that responsible index outperformed non-responsible parent index in 2009.

However, after the crisis (mid 2009–mid 2010), De & Clayman (2015) found a significant

negative correlation between ESG and returns, which was much stronger in the lower tail of

ESG stocks. They stated that the finding confirms the market belief that low-quality stocks

often lead the early stage of a recovering of stocks. In other years De & Clayman (2015) ESG

had a neutral effect for stock returns. As stated, these findings raise an interesting point of view

for responsible investing discussions.

Figure 16. Correlation between ESG Ratings and Stock Volatility (De & Clayman 2015)

As figure 16 shows, De & Clayman (2015) found that the higher the market volatility is, the

stronger the negative correlation between ESG rating and stock volatility. As a note, the actual

actual volatility S&P 500 (daily returns)
average daily VIX
correlation (ESG rating & volatility returns)
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volatility was multiplied by ten, in order to graph it on the same axis as VIX. De & Clayman

(2015) stated that utilising responsible investment strategy provides more diversification when

needed the most. They also concluded that a responsible investing strategy does not impose an

opportunity cost for an investor.

This theme has also been studied with controversial findings. In the research Corporate Social

Responsibility, Noise, and Stock Market Volatility (2013), Orlitzky argued that increasing CSR

could in fact destabilize capital markets by amplifying noise, referring to information

unconnected to a company’s economic prospects, in stock markets and especially in the long

run, led to excess market volatility and stock price bubbles. He based the argument on lacking

inherence in corporate social responsibility that reduces a company’s costs or increases a

company’s revenues. These arguments however, are not supported with empirical findings.

Moreover, as seen from the earlier subchapters, responsibility appears to have a linkage with a

company’s economic prospects since it affects a company’s economic performance. In the next

chapter, the possible explanations for this argument are presented.

5.5 Discussion

After these findings, one can state that either the modern portfolio theory (Markowitz 1952) is

not applicable for this particular portfolio problem or, with a responsible investing strategy an

investor can achieve a portfolio lying on the efficient frontier, with maximum profit and

minimum risk, even the theory indicates otherwise.

Where responsible investing can be practised through the same instruments as with any other

investment strategy, and asset allocation is possible, there is no clear evidence that the modern

portfolio theory would not be an applicable theory for this particular portfolio problem. Thus,

the statement that the modern portfolio theory is non-applicable for this portfolio problem is

rejected.

During this thesis empirical evidence has shown that where diversification is limited compared

to traditional investment strategies due to the constraint that responsible investing creates, this

strategy does not create smaller profit expectations or a larger risk profile for investments.

These findings suggest that with a responsible investing strategy, an investor can achieve
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portfolio lying on the efficient frontier. Thus, responsible investing strategy challenges the

modern portfolio theory’s assumptions.

A responsible investor can end up in a win-win situation with good returns, and good risk-

management whilst contributing to responsibility and sustainability topics, rather than having

a trade-off between profit expectations and responsible investing strategy. Interestingly, a

responsible investor can even yield better profits and risk management comparing to an

investor applying a non-responsible investment strategy. Thus, responsible investing strategy

can be seen as a rational management of the investment risk, resulting in a better risk–return

profile and to reduced volatility and uncertainty of the portfolio.
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6 EXPLANATIONS

Previous findings support the research question: responsible investing tends to be a financially

profitable strategy. To conclude, responsible investments either outperform or perform

similarly, comparing to non-responsible investment targets and thus they do not impose an

opportunity cost on an investor. In addition, responsible investing brings good risk-

management for a portfolio.

This chapter will focus on several theories of economics and how they can be applied to answer

the research question: why actually responsible investing, against the theoretical framework of

the modern portfolio theory, appears to be a financially profitable investment strategy? The

chapter will introduce three explanations of economics to this specific research question,

something the academic studies have not done to this extent before.

When analysing why companies with high ratings of ESG or CSR perform well and thus are

good investment targets for investors, there exists supporting empirical evidence and theories

of economics to explain the subject. For example, the academic studies show that strong

governance, factor G in ESG, has a positive link to a lower cost of debt and equity capital. In

addition, strong corporate environmental (E) performance and strong corporate social (S)

performance yield a lower cost of capital. Global changes in demand and consumers’ behaviour

increases the demand for responsible products and procedures and thus companies that

integrate responsibility into their business perform well in markets. Companies investing in

responsibility and sustainability might thus have a competitive advantage in the markets they

operate in.

6.1 Succeeding in markets

A possible explanation for why responsible investments perform well, is that companies

integrating responsibility into the business, outperform their competitors and thus succeed

better in the markets. In this subchapter, the statement is analysed through two theories of

economics: signaling theory and competitive advantage theory.
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6.1.1 Signaling theory

In this subchapter, Michael Spence’s (1973) signaling theory is introduced. As signaling is seen

as a solution to an asymmetric information problem, Spence’s study Job market signaling, a

theory of economics, can be applied in order to answer the research question: why responsible

investing appears to be a financially profitable investment strategy.

An asymmetric information problem lies when one agent holds information the other agent has

not. For example, in investment markets an investor does not necessarily have as much

information about the company as a company has about its own business. A company holds

more relevant information than an investor does and thus a company can face the problem that

an investor lacks information needed to make an investment and feels unsafe to invest in the

company. Thus, this is also the case of investing under uncertainty, similar to that in Spence's

job-market case.

When modelling the theory, one can think of the case as follows: a company wants to receive

an investment, for example in order to cover costs relating to a company’s preferences to

expand the business. An investor seeks a company to invest in and prefers to make profit with

the investment. Like in Spence’s case of job market signaling, the company needs to create a

signal in order to receive an investment and even differentiate itself from other possible

companies seeking investments.

In this case, the company's responsibility can be seen as a signal for an investor. Similar to

Spence's signaling theory, an employee’s education is the signal about his/her working abilities

for an employer, and this signal will cover some existing asymmetric information. Hiring

people can also be seen as an investment by the employer and especially an investment under

uncertainty. This subject was referred to in subchapter 5.3, where the empirical evidence

showed that trustworthiness was emphasised during a time of uncertainty: businesses with

higher CSR scores managed better during the financial crises. Thus, a company’s signal of

responsibility can include the message that it is trustworthy.

Similarly, education of an employee in Spence’s job market theory, here responsibility can be

seen as an additional, alterable attribution a company or an individual presents. Here, a
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company selects the signals such that they maximise the difference between investments and

signaling costs. Where time and money spent on education are signaling costs in the job market

case, here efforts and costs relating to responsibility in business are signaling costs for the

company. The company thus selects the signals maximising the difference between

investments and costs that responsibility motives in their business cause. A company will invest

in responsibility if there exists sufficient return, defined as the investment, in this case.

Asymmetric information can be seen as an example of a market failure. Due to an asymmetric

information, an agent holding additional information needed in the markets might act

opportunistically. Where Spence represented signaling theory through labour markets, the

theory can be applied also to investment markets, and to the responsible investing case.

A company can signal its environmental, social and governance factors to stakeholders for

instance with a corporate responsibility report. This subject was also mentioned in subchapter

2.6. For example, Mahoneya et al. (2013) found that companies voluntarily issuing CSR reports

tend to have higher CSR performance scores. This evidence shows that reporting can actually

benefit both an investor and a company: the company can signal its responsibility and increase

the chances to get investments, and the investor can find responsible companies to invest in

and obtain good returns and risk-management for the investments.

Additionally, the field experiment by Sen et al. (2006) showed that the impact of CSR in the

real world is more multifaceted than previously conceptualised. The study concluded that CSR

activities has a potential to increase the stakeholders’ intents to consume the company’s

products, seek employment with the company and invest in the company. One can conclude

that a signal of responsibility can bring more returns to the company than merely investments.

Signaling responsibility can be seen as a way to differentiate from competitors. Signaling

responsibility and differentiating can be considered to bring a competitive advantage to a

company. In addition, a company can achieve a competitive advantage with lower costs. The

theory of competitive advantage and its applications, in order to explain the financial

profitability of responsible investments, are represented in the following subchapter.
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6.1.2 Competitive advantage

Competitive advantage can be defined as a function that causes a business to outperform its

competitors. As mentioned, outperforming may occur by lower costs or by differentiation.

Studies show that companies investing in responsibility can achieve a competitive advantage

in both ways and thus yield better and stable returns for investors.

First, the empirical studies concerning a competitive advantage through differentiation, are

presented. For instance, Jones’s instrumental stakeholder theory (1995) concluded that when

costs of opportunism are significant, companies employing ethical contracting frameworks

have a competitive advantage in the markets. He argued that trustworthy and cooperative

behaviour will give a company a competitive advantage compared to a company acting

opportunistically. Companies adapting this way of behaviour and actions are probably more

productive than their competitors with opportunistic ways of behaviour are, and thus these

altruistic companies survive in the markets and often thrive.

As analysed in subchapter 5.3, with the empirical findings of responsible investments

performance during a time of uncertainty, in this case during the market crisis, the key finding

was that responsible investments outperformed their non-responsible counterparts. Thus,

competitive advantage can be seen to happen. When during the time of crisis, trustworthiness

is emphasised, the companies investing in responsibility managed better.

In addition to trustworthiness, studies show responsibility activities having an interconnection

with a customer satisfaction (Luo & Bhattacharya 2006) and a reputation of a company

(McWilliams & Siegel 2011). In the study by Cone Communication (2017) with a

demographically representative sample of 1,000 Americans, nearly 9 out of 10 have a more

positive image, trust more and are more loyal to the company supporting social or

environmental issues. These studies support the linkage between responsibility and

differentiation, and show ways a competitive advantage can exist.

McWilliams & Siegel (2000) found a positive correlation between corporate social

performance (CSP), as a measure of CSR, and R&D. Moreover, they found that corporate

social performance had a neutral effect on profitability. They pointed out that businesses
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actively engaging CSR are pursuing a differentiation strategy. This is happening because many

aspects of CSR can be thought of as the creation of a new product, innovation or process

innovation, resulting in the positive correlation of CSR and R&D. This innovative activity

enables businesses to enhance productivity and competitive advantage through differentiation.

Furthermore, the study by Luo & Bhattacharya (2006) showed a strong support that CSR

increased a company’s long-term performance through the customer satisfaction. While a

company’s CSR helped to build customer satisfaction, CSR affected a company’s market value

and positive financial returns, and especially returns to CSR for innovative companies are

positive. This shows a linkage to the study by McWilliams & Siegel (2000) but also explains

the financial profitability of responsible investing.

The second way to achieve a competitive advantage is through lower costs compared to

competitors. As an example of empirical evidence of the competitive advantage that businesses

committing responsibility may achieve, Deutsche Bank published the sustainable investing

report in 2012. After analysing 19 studies, the report concluded that all the studies considered,

had high positive correlation between high CSP and high ESG and lower cost of capital in debt

and equity. These findings were supported with the following examples:

1. Goss & Roberts (2011): Corporates with high social responsibility pay less from a loan

than corporates with lower CSR scores.

2. Ghoul et al. (2011): Companies with better CSR scores exhibit cheaper equity funding

when adherence to socially responsible practices improve company valuations and

diminishes risk.

3. Dhaliwal et al. (2011): After volunteering CSR disclosures, companies with stronger

CSR performance are rewarded by a reduction in the cost of equity capital.

4. Cheng et al. (2013): Companies with better CSR performance face significantly lower

capital constraints.

5. Bassen et al. (2006): Corporate responsibility commitment leads to lower regulatory

risk.
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Moreover, in the same report by Deutsche Bank (2012):

- Five academic studies were reported to show strong corporate environmental

performance (E) yielding lower cost of capital.

- One academic study was reported to show strong corporate social performance (S)

linking positively to lower cost of capital.

- Eight academic studies were reported to show high corporate governance (G)

correlating positively to lower cost of debt and equity capital.

According to the empirical evidence, responsible companies, whether they represent

environmental, social or governance responsibility, tend to hold a competitive advantage over

their non-responsible competitors. When responsible business can be linked to trustworthiness,

this appears to yield a win-win situation for both a company and an investor, where the

company achieves competitive advantage and the investor yields profitable and good risk-

managed investments with positive impacts on society and environment.

6.2 Changes in markets and institutional framework

Forecasting and anticipation are part of an investment decision-making process. One possible

explanation for why responsible investing appears to be a financial profitable investing strategy

is that a responsible investing strategy presents anticipation and risk management of upcoming

and highly possible changes in markets and legislation or regulation.

6.2.1 Negative externalities

Changes in markets can be described as follows. There exist opinions that the prices in markets

do not reflect the full costs a production of a good or the costs that consumption of a good

holds. For example, production of a good can cause environmentally negative externalities such

as pollution from manufacturing and transportation. Additionally, consuming a good can cause

negative externalities, for example when consuming a good produces waste. If these negative

externalities of production or consumption were to be included in the price of a product, the

price would be significantly higher. However, pricing the externality is not straightforward and

these costs of negative externalities are generally not included in the price.
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One example of putting a price tag for externalities is creating a global price for carbon. This

point, that is also mentioned in the Stern Review (2006), is necessary in order to mitigate

climate change. An international price for carbon can be created through tax, trading or

regulation, but understandably, it is not a straightforward goal in practice.

Also, as stated in The World’s Scientists’ Warning to Humanity: A Second Notice (2017),

referred to in chapter one, including negative externalities to prices would help or even solve

some sustainability problems. The price of the products and services of less sustainable and

responsible products would be higher than the price of more sustainable and responsible

services or products. When the price fully reflects negative externalities such as the costs of

pollution from manufacturing and transporting or negative externalities of consumption,

customers would have an incentive to choose, the cheaper, environmental friendly or

responsible product or service, over the more expensive and less responsible product.

Responsible investing can thus be seen as a way to manage risks of the portfolio. Since there

exists a global pressure or even a need for including the negative externalities to the prices,

companies that integrate responsibility in their business models are less vulnerable to the

possible changes in the markets environment than non-responsible businesses.

In addition, scarcity creates limits to markets. When there exists excess demand over supply,

the price, as the basic theory of economics shows, will increase until supply and demand

eventually create a new market equilibrium. At this new equilibrium, prices are higher with

fewer quantities of goods supplied, compared to the original equilibrium. If scarce resources

are used for production, a company can face increasing marginal costs if the supply of the

resource decreases and the costs of the resources increases.

Where scarcity creates limits to markets, scarcity also creates uncertainty and risks for the

businesses. In addition, volatile costs of resources a company utilises or supplies, adds risk and

uncertainty to the business. As mentioned in subchapter 2.4, the Central Bank of Norway plan

to divest from oil and gas, reduces vulnerability to oil price changes and anticipates possible

regulation changes (Asset Owners Disclosure Project 2017). The plan can thus be seen as risk-

management of both possible changes in markets as well as in legislative and regulatory

frameworks.
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6.2.2 Legislation and regulation aspects

Legislation and regulation are seen as institutions from the point of view of economics. They

create guidelines and frameworks for markets, business and agents, by defining which actions

are approved. As institutions play an important role in markets, legislation and regulation are

powerful national and international institutions. By reforming legislation or regulation, markets

can be shaped or directed to follow new desirable procedures.

For example, the Paris Agreement can create incentives for national and international

legislation to reform in a way that the legal framework supports the agreement’s climate goals.

For example, achieving the goal of keeping the global temperature rise of this century well

below 2 °C compared to the pre-industrial level would need countries to cut their greenhouse

gas emissions. Parties of the Paris Agreement have also agreed to “make finance flows

consistent with pathway towards low greenhouse gas emissions and climate-resilient

development”. (The United Nations 2016)

To achieve the goals of the Paris Agreement countries would need to lower greenhouse gas

emissions by moving for example, towards more sustainable energy usage and environmentally

friendly transportation systems. Similarly, and mentioned earlier, the Stern Review (2006)

pointed out: carbon tax could be one probable action to be taken, in order to mitigate climate

change.

Possible upcoming changes in a regulatory framework can be seen to increase risks of

investment. Especially changes in the regulatory framework concerning environmental issues

can be named as a significant possible risk, not only for long-term investments but also for

short-term investments. (BlackRock 2016) With concerns about environmental and societal

matters growing constantly, it is probable that in the future companies will face increasing

regulation and compulsory reporting of their responsibility than previously.

One example of change in the regulation framework is the following: companies falling within

scope of the new EU directive have an annual obligation to report non-financial-aspects. The

new obligatory report is also known as responsibility report. The first responsibility reporting

will be required for the term of 2017. Companies need to disclose relevant information on
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policies, risks, and results regarding subjects similar to ESG factors, such as environmental

matters, social and employee-related aspects, respect for human rights, anti-corruption, bribery

issues, and diversity on the boards of directors. (European Commission 2017) As large interests

in non-financial information, ESG performance and policies exists (Eccles et al. 2011), the new

EU directive of reporting the non-financial metrics partly answers this demand.

To fulfill new legislation, regulation and guidelines, companies need to make inputs to their

operations. These additional inputs can raise costs for a company and decrease profits, yielding

investments in a company less profitable than before. However, when taking actions in advance

and including responsibility as a default value into the business, responsible companies can

achieve advantages by anticipating. As mentioned in the previous chapters, responsible

companies can have a competitive advantage in markets and in addition, receive financing and

investments easier compared to their non-responsible competitors. Since responsibility can be

seen as signaling, responsibility appears to yield a win-win situation for both a company and

an investor: the company receives investments and the investor yields good profits and risk-

management of their investments. Anticipating possible legislation and regulation changes can

be seen as risk-management for both an investor with a responsible investing strategy, and for

a company including responsibility in its business model.

6.3 Changes in demand and customer behaviour

In the theory of economics of consumer decision-making process, each consumer is assumed

to behave rationally. A consumer tends to maximise his own utility within his budget

constraint. As a part of optimal decision making, this is called a utility maximization problem.

Depending on a consumer’s preferences, different kinds of consumption sets maximise the

consumer’s utility. Each rational consumer tends to maximise his own utility by comparing

marginal benefits and marginal costs of the consumption.

One consumer might prefer responsibility behind a good more than another consumer and thus

consuming the responsible good brings greater utility to the consumer than it might bring to

the other consumer with no preferences towards responsibility matters. The consumer

preferring responsibility of a product might end up consuming less products than a customer
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having no preferences towards responsibility. Regardless of whether this can be seen as an

irrational or rational consumer, this way of behaviour reminds one of altruism.

In economics, an opportunity cost is described as a missed opportunity when an agent chooses

one good or consumption set over another. When a consumer consumes the non-responsible

product or non-responsible consumption set, the good externalities the responsible

consumption set or product holds, is the opportunity cost for the agent. With the same

resources, or in this case with the same amount of money, the consumer can choose products

that are more responsible and thus make altruistic deeds.

The survey by Cone Communications and Ebiquity (2015), reported that 9 out of 10 consumers

demand corporate responsibility. Responses from about 10,000 citizens in the United States,

Canada, Brazil, the United Kingdom, Germany, France, China, India and Japan, reflected both

developing and developed countries. The report concluded that consumers are willing to make

personal sacrifices for a greater good: compromise quality, pay more or reduce consumption if

their actions have an impact on social or environmental issues. Based on the findings of the

report, consumers appear not make decisions altruistically.

As stated in subchapter 6.1.1, where signaling theory was applied to an investment case,

responsibility can be a signal from a company to a consumer. With the company’s signal of

responsibility, the consumer can utilise the signal in the decision-making process. The signal

can be a solution to an asymmetric information problem. In this case, the consumer can use the

signal to solve the utility maximization problem. As mentioned earlier, the study by Luo &

Bhattacharya (2006) showed that responsibility activities have an interconnection with a

customer satisfaction. The study concluded that customer satisfaction plays a significant role

in the relationship between corporate’s responsibility activities and company market value.

This partly explains the empirical findings about the financial profitability of responsible

investing.

To conclude, overall demand for responsibility matters is increasing. Not only by consumers

and investors but also by the global insistence for urgent action. Rather than just being a trend,

responsibility can be seen as a new and significant factor in consumers’ decision-making

process.
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7 CONCLUSIONS

Responsible investing is a topical subject in financial markets. It arouses both doubts and

interests and this thesis aims to participate in the discussion.

Unquestionably, responsible investing and corporate social responsibility need coherent

definitions and measurements, common standards and universal approaches. It may take time

but the work is in progress. However, there already exists a range of institutional and individual

investors worldwide, applying responsible investing strategies into their investment decision

processes and portfolio construction. In addition, the interest towards responsible investing is

still growing. As a remark, where negative/ exclusionary screening can present a too simplified

responsible investing strategy, ESG integration, for example, provides a more complex

approach to responsible investing. This topic should be considered more widely.

Since investors are interested in both expected return and standard deviation of the investments,

responsible investing arouses doubts. Alike Markowitz’s modern portfolio theory (1952)

indicates, responsible investing seems to limit portfolio diversification opportunities due to the

constraints responsible investing preferences create. This appears to cause an opportunity cost

for an investor. According to the modern portfolio theory, a responsible investment portfolio

should yield a lower expected return with the same risk or a higher risk with the same expected

return, compared to a non-responsible portfolio. However, the empirical evidence shows that a

responsible investing strategy results to be financially profitable and does not impose an

opportunity cost for an investor. This contradicts the modern portfolio theory’s assumptions of

lower profit with the same risk or higher risk with the same profit, due to the limitations on the

portfolio’s diversification.

In subchapter 5.2, when analysing the financial performance of responsible investments, the

empirical evidence showed that the positive ESG–CFP correlation was higher than the negative

ESG–CFP correlation. In addition, when comparing the performance of responsible and

traditional indices, there were no significant differences in the gross returns or Sharpe ratios.

When analysing the performance under uncertainty in subchapter 5.3, companies with high

CSR ratings compared to companies with low CSR ratings, had four to seven percent higher

stock returns during the financial crisis period of 2008–2009. In addition, in subchapter 5.4,
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when analysing volatility, the conclusion was that higher ESG rating correlated with lower

volatility and the relationship was stronger when market volatility was high.

Responsible investing is financially profitable and a rational investing strategy since it does not

impose opportunity costs for an investor. In fact, responsible investing appears to result in good

risk-management of a portfolio and yield even better profit expectations than a non-responsible

investing strategy.

Explanations for the research question of why responsible investments perform well are

diverse. When applying the theories of economics, responsibility can be seen as signaling and

to bring a competitive advantage, through several channels, to the companies integrating

responsibility matters into their business models. A competitive advantage appears to occur

through lower costs and easier access to capital, and through differentiation. Moreover, the

academic studies recognize the connection between responsibility and trustworthiness as

distinct. In addition, responsibility can be seen as anticipating and managing of risks when it

comes to possible changes in the institutional environment, for example, in legislation or in

regulation framework. In addition, an altruistic way of behaviour can be identified among the

consumers and there exists a significant demand for responsibility and responsible products

and businesses. This demand partly explains interest towards responsible investing.

As financial markets play a significant role at a global scale, financial markets can also present

solutions to tackle concerns that humankind faces. Concerns like climate change and extreme

weather events, as well as water and food crises that all have direct and indirect impacts on the

economy and to the stability of the global operational environment. The world has limits and

we, humankind, tend to exceed them.

Moreover, responsibility does not cover only environmental matters but it can be seen as a

wider entity. Responsibility and sustainability matters supply answers to global demand and

they seem to be like megatrends. In addition, responsibility and sustainability propose business

opportunities from which businesses, investors, consumers and humanity can all benefit.
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ABBREVIATIONS

CFP corporate financial performance

CSP corporate social performance

CSR corporate social responsibility

ESG environmental, social, governance (criteria)

GDP gross domestic product

PRI principles of responsible investing

R&D research & development

SDG sustainable development goals by The United Nations

SRI socially responsible investing/ investment

UN The United Nations



68 (76)

APPENDICES

Appendix 1. Descriptions of global risks and trends 2018 (The World Economic Forum 2018)
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Appendix 1. (continued) Descriptions of global risks and trends 2018 (The World Economic

Forum 2018)
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Appendix 1. (continued) Descriptions of global risks and trends 2018 (The World Economic

Forum 2018)
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Appendix 2. ESG rating framework and process (MSCI 2017)
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Appendix 3. Overview of studies on the ESG–CFP relation (Friede et al. 2015)
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Appendix 4. MSCI ACWI Low Carbon Leaders Index (USD) factsheet (MSCI 2018)
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Appendix 5. MSCI World Low Carbon Leaders Index (USD) factsheet (MSCI 2018)
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Appendix 6. MSCI ACWI ESG Leaders Index (USD) factsheet (MSCI 2018)
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Appendix 7. MSCI World ESG Leaders Index (USD) factsheet (MSCI 2018)


