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Financial ESG: investment risks and opportunities 

While the positive relationship between the corporate governance standards and the corporate financial 
performance (CFP) of companies (Gompers et al., 2003) is well understood and seldom negated, there is also 
mounting evidence to suggest a similar positive relationship between corporate social and environmental 
performance (CSP) and CFP (Orlitzky, 2003; Donald and Taylor 2008; Mercer, 2009b ). 
 

 

CURI outlines a review of three influential meta-analysis studies that, together, aggregate the findings of over 

120 individual peer-reviewed articles and working papers. This comprehensive review suggests that, if 

appropriately formulated, investment strategies based on the consideration of ESG issues need not lead to 

financial underperformance (Donald, 2008; Mercer, 2009b). 

CURI contends that the strategic incorporation of ESG information into investment processes can reduce 

investment risks and expose similar opportunities by providing for a more comprehensive analysis of the 

fundamental prospects of investments. 

The aggregate research findings of these 120 articles and papers have expanded conventional financial theory to 

include additional financial factors and are frequently referenced in academic journals (Mercer, 2009b, p. 3). 

 

 Does "sustainable" investment compromise the obligations owed by superannuation trustees?  

Donald, S., & Taylor, N. (2008). Australian Business Law Review, 36 (1), 47-61 

 

The main audience for the meta-analysis study by Donald and Taylor (2008) is the trustees of Australian 

Superannuation Funds1. The authors’ goal is to provide an answer to the question of whether sustainable 

investment principles can be expected to have a positive or negative impact on the return earned by a fund over 

some foreseeable time horizon (p. 49). To answer this question, the authors defined ‘sustainable investment’ as 

an approach concerned with environmental, social and corporate governance (ESG) issues (p.47).2 After 

reviewing empirical evidence of 39 academic studies, the authors found little or no necessary effect from the 

application of sustainable principles (p. 48). Specifically, the authors analyse 7 studies showing negative findings 

between ‘sustainable investment’ and financial performance, 29 studies reporting a neutral or statistically 

insignificant finding and 3 studies reporting a positive finding. 

                                                           
1 Superannuation funds are the Australian equivalents of North American pension and retirement funds.  
2 The definition of sustainable investment is consistent with the definition of Responsible Investment used in this report. 
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The authors highlight the fact that the legal requirement of trustees to act in the best interest of the fund’s 

beneficiaries is universally understood to be in the financial best interest of the fund’s members (p. 47). For this 

reason, the financial orientation of sustainable investments aligns more closely than ethical or socially 

responsible investment approaches with the way the courts have traditionally articulated a trustee’s obligations 

to its beneficiaries (p. 48). The authors cautioned, however, that an investment strategy that is poorly 

constructed or formulated would probably underperform (Ibid.). Therefore, the job of the trustee would be to 

incorporate investment strategies that are prudent and practical given the unique needs, objectives and 

constraints of the fund (Ibid.). 

The authors emphasize that despite the differences among studies (i.e., markets investigated, time periods 

observed and the suggestion of findings), trustees need to be alert to those differences and attempt to see the 

broader pattern of results rather than focus on small subsets (p. 51). The authors added that “If nothing else, the 

trustee’s duty to exercise due care, skill and diligence requires it to be cognizant of the greater body of research 

before coming to a decision” (Ibid.). 

The authors also caution against potential flaws in the arguments of those that suggest a positive performance 

advantage from ‘sustainable’ and ‘responsible Investment’ approaches. They argue that if empirical research 

suggests that these investment approaches consistently outperform, it is likely that any systematic performance 

advantage would eventually erode, as the market would quickly impound such information in stock and bond 

prices (Ibid.) However, markets would continue to recognize the sustainability traits of individual stocks (p. 53).  

The authors concluded that as long as trustees ensure that the sustainability factors they incorporate into their 

funds’ strategies are appropriate for the circumstances of the trust, and are at least financially neutral (as the 

weight of empirical studies suggest), they can sidestep the claims that they are in breach of their duty to act in 

the best interest of members (p. 57). In summary, the study by Donald and Taylor (2008) suggests that trustees 

can consider sustainable investment practices without necessarily compromising their fiduciary duties. In their 

opinion, “Careful attention to the way the strategies are formulated, implemented and monitored can address 

the requirement to be prudent and impartial and to act with due care, skill and diligence” (p. 57). According to 

this view, this opens the way for trustees to engage more actively with sustainable investing (Ibid.). 

 

 Shedding light on responsible investment: Approaches, returns and impacts 

Mercer (2009b). Responsible Investment, London, 1-56  

Mercer, the world’s largest consulting firm in human resources and financial analysis (Mercer, 2009a), published 

in November of 2009 the third and last meta-analysis study reviewed in this section (Mercer, 2009c). Mercer’s 

study is, in fact, the follow-up to a previous report published in 2007 in collaboration with the Asset 

Management Working Group of the United Nations Environment Programme Finance Initiative (UNEP FI) 

(Mercer, 2009b, p.1). Mercer’s reports offer a comprehensive review of the academic literature examining the 

relationship between ESG issues and financial performance (Ibid.) 

Between the 2007 and 2009 reports, Mercer has reviewed and commented on a total of 36 academic studies (p. 

2). Of these studies, 20 showed evidence of a positive relationship between ESG factors and financial 
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performance, 2 showed evidence of a neutral-positive relationship, 3 showed evidence of a negative-neutral 

relationship, 8 showed evidence of a neutral relationship and 3 showed evidence of a negative relationship 

(Ibid.).  

In the 16 studies examined in its 2009 report, Mercer disaggregated its conclusions according to the different 

implications of environmental, social and governance factors on financial performance (p. 42). 

The review of academic studies dealing with environmental factors suggested that: “The materiality of 

environmental factors varies across industries and that the financial community assigns more importance to 

evaluating how environmental factors affect firm value in high-environmental-risk industries than that in lower-

risk industries” (Ibid.). 

When considering the impact of social factors on financial performance, studies within the sample examined 

issues such as racial diversity, employee satisfaction and micro-finance (Ibid.). The review suggested that the 

improved social performance of companies in an investment portfolio could lead to improved financial 

performance (p. 43). 

Regarding governance factors, the review concluded that strong corporate governance standards, along with 

active engagement initiatives to promote them, have a positive impact on firm and portfolio performance. 

 

 Corporate Social and Financial Performance: A Meta-analysis 

Orlitzky, M., Schmidt, F., & Rynes, S. (2003).Organization Studies , 24 (3), 403-441 

The study presents a meta-analytic review of 52 primary quantitative studies of the CSP-CFP relationship (p. 

404). Orlitzky’ et al.’s analysis provides a statistical integration of individual studies’ results and corrects for 

statistical artefacts such as sampling and measurement errors (Ibid.). The authors therefore argue that their 

methodology allows for greater precision than other forms of research reviews (Ibid). Their findings suggest that 

there is a positive association between CSP and CFP across industries and across different contexts (p. 423). 

To construct their hypothesis, the authors consider the ‘Instrumental Stakeholder Theory’ as a potential 

explanation for the positive relationship between CSP and CFP (p.405).  According to this theory, “the implicit 

and explicit negotiation and contracting processes entailed by reciprocal, bilateral stakeholder-management 

relationships serve as monitoring and enforcement3 mechanisms that prevent managers from diverging 

attention from broad organizational financial goals” (Hill and Jones 1992; Jones 1995 in Orlitzky, 2003, p.405). In 

the context of a public institution like a university, implementing a multi-stakeholder advisory group to focus on 

the analysis of CSP and CFP issues can also provide monitoring and enforcement mechanisms to ensure that the 

institution meets its financial goals. 

The authors, regarding studies that specifically examined the relationship between environmental management 

and CFP, argued that relevant stakeholder groups – ie. consumers, activists, environmental groups and 

government agencies – help give a voice and a claim of a social stake for non-human nature (Starik, 1995 in 

Orlitzky, 2003, p. 412). They thus suggest that a mechanism based on profit maximization or organizational 

                                                           
3 Our emphasis 
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survival may offer a partial explanation for a company’s motivation to implement environmentally (and socially) 

responsible practices (p. 423). 

The authors argue that, with CSP, the case for social and environmental regulation is relatively weak because 

organizations and their shareholders, without the need for government intervention, tend to benefit from 

managers’ prudent analysis, evaluation and balancing of multiple constituents’ preferences (p. 424). 

Additionally, they argue, corporate managers must learn to leverage corporate reputation and pay attention to 

the perceptions of third parties such as market analysts, public interest groups or the media because reputation 

appears to be an important mediator of the relationship between CSP and CFP (pp. 426-427). 

The authors concluded that CSP and CFP have a bidirectional causation effect through a virtuous cycle: 

“Financially successful companies spend more money on social and environmental initiatives because they can 

afford it, but CSP also helps them become a bit more [financially] successful” (p. 424). In aggregate, their 

analysis rejects the neoclassical economics notion that corporate social performance is necessarily inconsistent 

with shareholder wealth maximization (p. 424). Instead, it suggests that corporate success encompasses both 

financial and social performance (Ibid.). 

* 

The implementation of ESG investment policies need not lead to financial underperformance and, if properly 

crafted, such policies can lead to substantial outperformance. As such, prudent university trustees must exercise 

due care in the consideration of investment strategies that incorporate traditional as well as emerging ESG issues 

in the investment processes of the university pension and endowment funds which they oversee. By fiduciary 

duty, they must at the very least be able to articulate their position towards these important considerations. 

 

Visit us online at CURI.ca 
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