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Introduc�on
As the prac�ce of responsible investment (RI) grows, there is increasing interest in
the ways that RI strategies may aﬀect ﬁnancial performance. To understand what
academic research can teach us about this topic, GovernanceMetrics Interna�onal
has reviewed ar�cles posted on the Social Science Research Network (SSRN), the
leading database of scholarly abstracts and research papers in the social sciences.
In the past three years, more than two dozen studies have focused on the empirical
impact of responsible investment strategies on performance, including several
that were themselves extensive reviews of earlier research.1 Taken together, these
studies provide an overview of the current state of academic knowledge on this
issue. Below are ten main ideas that emerge from the literature.

1. The research shows that on average and in the aggregate, RI
por�olios perform comparably to conven�onal ones.
The general consensus is that on average, responsible investment methods perform
on par with conven�onal techniques, neither outperforming nor underperforming
them on a regular and reliable basis. This ﬁnding applies both to theore�cal
performance simula�ons involving groups of “responsible” securi�es and to the
behavior of actual responsible investment products already in the marketplace.2
It is important to note, however, that this conclusion is a general statement,
which sums up a heterogeneous group of studies. The por�olios they analyze are
constructed according to many diﬀerent methodologies, draw upon diﬀerent asset
classes and pools of securi�es, and in the case of the actual investable products,
are managed by a wide range of asset managers in loca�ons around the world.

2. Investment-speciﬁc deﬁni�ons of RI vary.
Perhaps the most fundamental ques�on in the ﬁeld of RI is how to deﬁne responsible
investment. In the case of public companies’ securi�es, a common star�ng point
is to analyze the issuer’s rela�onships with mul�ple stakeholders who make
contribu�ons to its business and are aﬀected by its opera�ons. Typically these
include employees, customers, communi�es, governments, and the environment,
in addi�on to investors. Responsible investment managers form opinions about
whether companies are trea�ng these stakeholders well or poorly. They then
incorporate these views into their ownership decisions in various ways (for details,
see #3 below).
While this mul�ple-stakeholder approach is widely used among RI equity mutual
funds, there are also many equity managers who focus on only a few environmental,
social or governance (ESG) issues—for example, climate change, clean technology,
employee rela�ons, or women’s empowerment.
In addi�on, RI investments are also being made in other asset classes such as private
equity (where the social or environmental impact of the investee’s core business is
typically the key criterion), real estate (where eco-eﬃciency and aﬀordable housing
are key issues) and ﬁxed-income investments (where the full range of stakeholder
issues may come into play). However, because most public and academic a�en�on
has been focused on public equity, that is also the main subject of this discussion.
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3. There are many RI strategies investors can apply.
Investors who analyze companies’ stakeholder rela�ons through an ESG lens may
act on their ﬁndings in various ways. Some establish standards any company must
meet in order for its securi�es to be included in a por�olio; for example, they may
screen out companies with repeated labor law viola�ons or environmental ﬁnes, or
those whose core products they view as destruc�ve (such as weapons or tobacco
manufacturers). Others take a “best-in-class” approach, selec�ng companies with
a be�er ESG proﬁle than their peers; for instance, they may choose electric u�li�es
whose carbon emissions are lower than the industry average, or retailers whose
employee beneﬁts are more generous than is typical. S�ll others use ESG analysis
to iden�fy par�cular trends that may be proﬁtable investment themes (e.g., clean
energy or women’s empowerment funds). Finally, responsible investors who use
any of these strategies—as well as those who do not use ESG analysis for security
selec�on at all—may also use their ESG insights to inform their engagement with
companies. Through le�er-wri�ng, direct dialogue, and shareholder resolu�on
ﬁlings, responsible investors encourage companies to improve their social,
environmental and governance prac�ces.

4. RI does not have to be bad for diversiﬁca�on.
Given the variety of ways that RI factors into por�olio construc�on, it is not
surprising that its eﬀect on diversiﬁca�on varies. Academics have studied
responsible investment in rela�on to three aspects of diversiﬁca�on: the number of
securi�es available to choose from; the correla�ons among them; and the vola�lity
of individual securi�es.
On the ﬁrst two aspects, researchers have acknowledged that any reduc�on in
investment choices will, by deﬁni�on, somewhat restrict diversiﬁca�on op�ons.
Such a reduc�on in choice could result not only from exclusionary screening, but
from worst-in-class rankings that limit por�olio weights in poor ESG performers.
However, the prac�cal impact of this restric�on, on both a por�olio’s return and
its risk, depends on the investment strategy and method of por�olio construc�on.
To be sure, if a large percentage of the universe is declared oﬀ-limits, investors
may miss out on some lucra�ve opportuni�es. Similarly, if an investment strategy
produces wide devia�ons from benchmark industry weights, it may increase
correla�ons among por�olio assets, poten�ally making performance more vola�le
than that of the benchmark.
However, if a screening method excludes only the most problema�c securi�es,
investors may s�ll have plenty of strong performers to choose from; and if a bestin-class strategy is employed that tracks benchmark industry weights, it may not
signiﬁcantly increase inter-asset correla�ons.3 Moreover, an investment strategy
that relies on a large number of holdings, such as passive indexing, might be more
nega�vely impacted by ESG-related screens than a highly concentrated investment
style such as a por�olio of between 30 and 50 stocks (a common approach used to
manage high-net-worth client equity por�olios).
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Addi�onally, some scholars have noted that limi�ng the investment pool may, in
some cases, actually improve por�olio performance. While this proposi�on directly
contradicts tradi�onal eﬃcient market theory, it is supported by a recent body of
literature on the success of narrower investment strategies, including those focused
on par�cular industries or on ﬁrms located close to the investment company.4 The
explana�on for this eﬀect is a commonsensical one: even in our informa�on age,
it is impossible for investors to become adequately informed about all possible
investments. They therefore do not beneﬁt fully from having all op�ons available
to them. In fact, if they focus on a smaller group of investments with which they
become very familiar, they may be more likely to iden�fy market ineﬃciencies—
instances where relevant informa�on is not currently reﬂected in security prices,
and may be exploited by ac�ve managers.
There have also been interes�ng ﬁndings regarding the third aspect of diversiﬁca�on,
individual security vola�lity. A number of researchers have found that securi�es—
usually stocks—favored by responsible investment strategies tend to be less vola�le
than securi�es that rank poorly on ESG metrics. This is true even when controlling
for size and other factors.5

5. Responsible investors’ analysis of ESG factors some�mes ﬂags
unpriced risks and opportuni�es that are soon to be recognized
by the market.
A number of studies have found that individual ESG data points may serve as
indicators of future ﬁrm and stock price performance and may therefore be
incorporated proﬁtably into ac�ve investment management. For example, Fu and
Shan (2009) found evidence of a causal rela�onship between more inclusive policies
towards gay and lesbian stakeholders (as rated by the Human Rights Campaign)
and higher stock returns at U.S. companies in 2002-2006.6 Edmans (2010) found
that a por�olio of ﬁrms rated “The Best Companies to Work For in America” would
have outperformed benchmarks in 1984-2009. Derwall et al. (2004) found that
returns to a por�olio of companies receiving posi�ve Innovest ra�ngs for energy
eﬃciency would have exceeded those of a low eﬃciency counterpart in 19952003.7 Finally, Spellman and Watson (2009) found a posi�ve rela�onship between
corporate governance ra�ngs assigned by GovernanceMetrics Interna�onal and
future stock returns.8

6. In other cases, the ESG risks and advantages iden�ﬁed by
responsible investors are either already priced by the market, or
will only aﬀect stock prices in the long term.
Another group of studies suggests that the value of some ESG factors is already
recognized by the market and therefore oﬀers limited advantages to ac�ve managers.
For example, in a 2009 paper, Darren David Lee and Warren W. Faﬀ, using Dow
Jones Sustainability Index data, found that a por�olio of companies ranking be�er
than average on ESG issues tracked the overall market in 1998-2002. However, a
group of laggards in what the authors called corporate social responsibility (CSR)
had higher returns than both the market and the socially responsible group. The
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authors provided sta�s�cal evidence that this outperformance occurred because
low-CSR performers had over 20 percent more idiosyncra�c risk than the CSR
leaders, with idiosyncra�c risk deﬁned as price variability that is speciﬁc to the
ﬁrm. (The authors controlled for size, industry, and country factors, among others.)
Because of this risk diﬀeren�al, investors demanded a higher risk premium for CSR
laggards than for CSR leaders. In other words, the market expected the CSR leaders
to have less vola�le returns, possibly because they experienced fewer lawsuits,
ﬁnes, boyco�s and scandals that could aﬀect stock price. Investors thus paid a
price premium for responsible companies (or put another way, they accepted a
return discount). Two other studies, focusing on diﬀerent �me frames and regions,
also found that ﬁrms deﬁned as leaders in corporate responsibility have lower
idiosyncra�c risk.9
In a similar vein, Gregory et al. (2010) found that companies with be�er CSR
records on diversity, employee rela�ons, and the environment tended to have
higher valua�ons, even when controlling for industry eﬀects and other factors.
(They theorized that this may be because such companies have fewer adverse cash
ﬂow shocks and a lower cost of capital.) While their study implies that inves�ng
in companies that already have strong CSR may not lead to outperformance, the
authors suggested that changes in these CSR prac�ces may lead to abnormal
returns (in other words, returns beyond what would be expected for the stock’s
level of risk).10
In addi�on, there are situa�ons where ESG analy�cs may give clues as to the longterm fate of a company and its securi�es, but it is diﬃcult to make these insights
ac�onable due to the generally short-term orienta�on of the market, as well as
uncertainty about how and when the ESG issues will interact with the many other
factors aﬀec�ng security prices. Finally, the qualita�ve nature of much ESG analysis
makes it challenging to incorporate into quan�ta�ve sta�s�cal models that are
central to much ac�ve management.

7. The impact of ESG variables varies with industry, ﬁrm and other
factors.
ESG factors are increasingly being analyzed in a disaggregated, industry- and
company-speciﬁc fashion—mirroring the way that tradi�onal ﬁnancial and
economic variables are viewed. For example, it is well understood that some, but
not all, securi�es are sensi�ve to inﬂa�on or commodity prices, and a ﬁnancial
ra�o like inventory turnover may be crucial for one ﬁrm and irrelevant to another.
Similarly, some ﬁrms are aﬀected by their rela�onships with repressive overseas
governments or the rise in water scarcity, while others are not. For some ﬁrms, the
number of work hours lost each year due to accidents is a key indicator while for
others it is of lesser importance.
Part of a responsible investment professional’s exper�se is the ability to assess
how industries, and individual companies, are diﬀeren�ally aﬀected by ESG
issues—and how these eﬀects may interact and reverberate por�olio-wide. In the
academic realm, too, interes�ng work is being done on these diﬀeren�al eﬀects.
For example, in a 2010 study, Hoepner et al. suggested that the importance of ESG
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issues varies with an industry’s degree of dependency on diﬀerent stakeholder
groups; its proximity to the end consumer; its poten�al for social and environmental
damage; and its level of product or service diﬀeren�a�on. Using Innovest data that
ﬂagged key indicators for each industry group, the authors found abnormal excess
returns for the top 100 ESG leaders in the health care, industrials, and consumer
discre�onary sectors from 2005-2008.11

8. Responsible investment is a specialized skill.
Given the complexity of the research ﬁndings described above, it makes intui�ve
sense that signiﬁcant manager skill would be required to ﬁgure out when ESGrelated insights can contribute to outperformance, and how they can best
be incorporated into por�olio construc�on and security selec�on. Indeed,
several empirical studies support the idea that specialist exper�se is required to
outperform using responsible investment strategies. For example, a 2008 study of
ac�ve responsible investment funds listed in the SIF Trends reports from 1997-2005
found that those sponsored by management companies specializing in responsible
investment signiﬁcantly outperformed conven�onal funds. Those run by generalist
companies, however, underperformed. This was true both before and a�er fees
(which were comparable for responsible and conven�onal funds).12
Similarly, in a 2009 study of 265 Islamic investment funds from 20 countries,
Hoepner et al. found that those based in the six largest Islamic ﬁnancial centers
of the world were generally compe��ve with conven�onal funds, with funds
from two countries—Qatar and the United Arab Emirates—outperforming
generalist benchmarks. Islamic funds based in seven Western na�ons, however,
underperformed. (The authors controlled for equity market and investment
style exposure.) These ﬁndings support the idea that responsible inves�ng is a
specialized skill, which managers develop in se�ngs with a high density of likeminded professionals.

9. Responsible investment may confer beneﬁts by correc�ng the
externaliza�on of costs, and encouraging posi�ve externali�es.
Many responsible investors evaluate their por�olios’ performance in a broad
economic context, which incorporates an understanding of externali�es—the
ﬁnancially or economically measurable impacts that a company may have on
employees, communi�es, ecosystems, or other stakeholders. O�en, these impacts
also directly aﬀect investors—although not in their capacity as holders of that
par�cular company’s securi�es. For example, a state pension fund may hold stock
in a company whose toxic emissions cause illness in state residents and pollute
its parks, thereby imposing costs on the state’s health system and reducing state
tax revenues from the tourism industry. The company’s pollu�on may even harm,
directly or indirectly, other companies in the state pension fund’s por�olio. Seen
from the perspec�ve of the state as ins�tu�onal investor, pension fund returns
from this company’s stock may not look as posi�ve a�er accoun�ng for these
related costs. Alterna�vely, a company that invests in employee educa�on and
training may raise the long-term earnings poten�al of its workers, resul�ng in
higher future tax payments from those individuals to ci�es and states that may
hold the company’s securi�es in their funds.
6
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Quan�fying and modeling these sorts of externali�es is a very complex task, which
researchers are only beginning to address. For example, no research we are aware
of has tried to assess the stock price or earnings impacts of ESG-related costs
imposed by “bad actors” on por�olio companies; e.g., by tobacco ﬁrms on health
care stocks. Similarly, li�le or no scholarship has yet sought to assess the investor’s
share of costs that companies externalize onto other stakeholders (for example,
taxpayers) and deduct them from returns. However, an important ﬁrst step in this
area was made in October 2010, with the release of a report en�tled “Universal
Ownership: Why Externali�es Ma�er to Ins�tu�onal Investors,” commissioned by
the UN Principles for Responsible Investment from environmental research ﬁrm
Trucost. Synthesizing and building upon a wide body of research in environmental
economics and related ﬁelds, the report es�mated that the cost of environmental
damage caused by the world’s 3,000 largest public companies amounts to $2.15
trillion annually.13 Responsible investors have long sought to evaluate the economic
impact of their investment decisions in this kind of system-wide, rela�onal
fashion.

10. “Values” can be linked to “value.”
Finally, it is important to note that some of the company impacts responsible
investors consider may not be ﬁnancially or economically quan�ﬁable, but are
important to investors morally, emo�onally or aesthe�cally—they give investors
what economists call “a gain in u�lity.” For example, some investors do not want
to hold retailers whose overseas factories employ children or subject workers
to harassment or violence; they do not want their manufacturing companies to
deplete the drinking water of communi�es in the developing world; and they do
not want the fast food chains they hold to build restaurants next to ancient ruins
or on indigenous sacred sites. In some cases, these “u�lity” issues can become
ﬁnancially material—for example, if a developing country government shuts down
a company’s opera�ons because of protests over water scarcity, or if consumer
outrage over sweatshop condi�ons begins to harm a company’s brand. Even if
these issues remain unquan�ﬁable, however, many responsible investors will insist
on their importance. It may not be possible to make a “business case” for the
preven�on of labor abuses, drought, and cultural destruc�on, but responsible
investors also see themselves as ci�zens and human beings who have broader
interests than the simple maximiza�on of proﬁt.
RI’s focus on the investor’s mul�ple mo�va�ons has been one of the drivers of the
industry’s success. As RI prac��oners know, RI assets tend to be “s�ckier” than
conven�onal ones: because clients value the posi�ve impacts RI has on the world
beyond their por�olios, they tend to remain invested even through the ups and
downs in performance that are inevitable for any ac�ve manager.

Conclusion
It has long been known that responsible investment need not cost investors money.
Recent literature on RI and performance shows that RI por�olios can some�mes
outperform benchmarks, and conven�onal ac�ve funds, but that specialist
exper�se is o�en crucial to their success.
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Endnotes
One especially useful paper analyzes the 51 studies of responsible investment which have been
most inﬂuen�al (measured by number of cita�ons by academics and industry prac��oners) in
the English-speaking world since the 1990s. See Hoepner, Andreas G. F. and McMillan, David G.,
Research on ‘Responsible Investment’: An Inﬂuen�al Literature Analysis Comprising a Ra�ng,
Characterisa�on, Categorisa�on and Inves�ga�on (August 14, 2009). Available at SSRN: h�p://
ssrn.com/abstract=1454793. Other useful surveys have been produced by the European Corporate
Governance Ins�tute (see Ter Horst, Jenke R., Zhang, Chendi and Renneboog, Luc, Socially
Responsible Investments: Methodology, Risk Exposure and Performance (June 2007). TILEC
Discussion Paper No. 2007-013; ECGI - Finance Working Paper No. 175/2007. Available at SSRN:
h�p://ssrn.com/abstract=985267) and by the consultancy Mercer (this November 2009 study is
not available on SSRN but is en�tled “Shedding Light on Responsible Investment: Approaches,
Returns and Impacts” and is available for purchase at h�p://www.mercer.com/ri).
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