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Environmental, Social and Governance (ESG) issues have come into even sharper focus 
over the past 12 months as the global pandemic has collided with a lack of progress 
toward climate pledges made by nations under the Paris Agreement. An increase in the 
movements for social change around poverty, race, gender, equality and diversity and 
shareholder pressure on companies on everything from executive pay to ethical supply 
chains has highlighted the importance of ESG principles. 

It is clear that across the board, sustainability is crucial to maximising economic and investor 
growth in the long term. This, coupled with global impetus to achieve net zero emissions, 
has seen the funds management industry step up with a range of approaches to ESG 
investment that align to investors’ values and preferences and introduce a growing range 
of products.

At the same time, performance data from funds using ESG investment processes has 
dispelled the myth that investing with this focus means accepting lower returns, with 
continued outperformance drawing capital from investors around the world. As such, 
demand for investment strategies and assets that meet ESG criteria is on the rise.

But as the ESG investment universe has expanded, matured and become more transparent, 
it’s also become more challenging to interpret. The use of terms such as responsible, 
ethical, sustainable and impact investing can be used interchangeably despite their 
differences. Importantly, the many and varied investment processes that underpin ESG 
portfolios are not always clear.

Given the many ways in which ESG principles are being applied to investment, this paper 
sets out to examine the following: 

• the issues driving the ESG investment industry, 
• how ESG is incorporated into the investment process, and 
• portfolio considerations for ESG investing. 

The ESG agenda 
ESG investing is the consideration of environmental, social and governance factors 
alongside financial factors within the investment decision-making process. It’s a broad-
based approach that assumes companies, or assets, won’t thrive whilst ignoring 
environmental issues (pollution, climate change, water and other resources scarcity), social 
issues (local communities, employees, health and safety), corporate governance issues 
(prudent management, business ethics, strong boards, appropriate executive pay) or 
ethical issues.

environmental

• Reducing carbon emissions
• Clean energy
• Deforestation
• Sustainable agriculture
• Biodiversity

• Pollution and waste
• Recycling
• Water
• Green building

social

• Reducing poverty
• Addressing poor labour practices
• Access to healthcare
• Product safety and liability
• Stakeholder opposition

• Equality
• Diversity
• Privacy (data security)
• Modern slavery

governance

• Cybersecurity
• Corporate behaviour
• Diversity and equality
• Gender pay gap
• Executive pay

• Ethics
• Corruption
• Tax
• Anti-competitive behaviour

Demand for investment 
strategies and assets 
that meet ESG criteria 
is on the rise.
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The concept has been around since the 1960s when investors began requesting the 
exclusion of companies involved in, for example, the tobacco or arms industries. Today, it 
is a highly sophisticated offering with investment managers adopting many approaches 
to their ESG policies and products. In Australia, some two-thirds of assets currently under 
management incorporate responsible investment practices and growth is continuing apace. 

Need for sustainability is driving ESG demand
The events following the onset of the pandemic have been a catalyst for demand for ESG 
investments and as a result, there has been corresponding growth in funds being allocated 
under these mandates. 

From the global focus on net zero emissions and governments putting in place targets and 
issuing green bonds to meet the Paris Climate Agreement, to the oil market shock that 
closely followed the global spread of COVID-19, sustainable investment has become an 
undeniable feature of global market dynamics.

Indeed, many experts say tackling the sustainability challenges we’re facing around the 
world requires nothing less than a complete rewiring of the global economy. In Australia 
in particular, extreme weather events and the unprecedented bushfires of the summer 
of 2020 have placed greater community pressure on governments and corporations to 
address the issues of climate change in all facets of their operations.

UN Secretary General António Guterres told the One Planet Summit of world leaders in 
Paris in January this year that “2021 must be the year to reconcile humanity with nature”.

“If you compare Earth’s history to a calendar year, we have used one-third of its natural 
resources in the last 0.2 seconds,” Guterres said.

The UN’s sustainable development goals are designed to be a blueprint for a more 
sustainable future and to display the issues to which ESG investment is inherently linked.

UNITED NATIONS SUSTAINABLE DEVELOPMENT GOALS (UN SDGS)

In 2006, the UN established the Principles for Responsible Investment (UN PRI), an 
independent, international organisation that works to promote the inclusion of ESG into 
investment decision making. More than 2,300 financial institutions responsible for more 
than US$80 trillion in global assets are signatories to the PRI’s six key principles and must 
file regular reports on their progress. 

“We believe that an economically efficient, sustainable global financial system is a 
necessity for long-term value creation. Such a system will reward long-term, responsible 
investment and benefit the environment and society as a whole” the PRI states as its 
mission.

Sustaniable investment 
has become an 
undeniable feature 
of global market 
dynamics.

More than 2,300 
financial institutions 
responsible for more 
than US$80 trillion 
in global assets are 
signatories to the 
UN PRI.
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Capital gravitates to ESG investment   
As awareness grows, the supply of quality ESG investment opportunities and their relative 
performances are building. Morningstar research showed that retail assets invested in 
Australian and New Zealand sustainable investments jumped by 35 per cent to $25 billion 
by the end of 2020.1

In terms of performance, 63 per cent of the sustainable funds placed in the top half of their 
respective peer groups in the year ending December 31, 2020, providing evidence that 
sustainably investing doesn’t involve a trade off with financial return.

The Responsible Investment Benchmark Report 20202 found that Australian and multi-
sector responsible investment share funds outperformed mainstream funds over each of 
the 1-, 3-, 5- and 10-year horizons.3 For international responsible investment share funds, 
these outperformed the Morningstar average mainstream international share fund over 
every time horizon except 1-year. 

Globally, and despite a turbulent year due to the impact of the pandemic, ESG assets 
under management surged by 29 per cent in the last quarter of 2020 to US$1.7 trillion, 
Morningstar showed.

Chart 1: Global sustainable fund flows

Source: Morningstar

BlackRock, the world’s largest asset manager, is placing increasing emphasis on sustainable 
investing and investors are keen to follow. In April, their US Carbon Transition Readiness 
ETF attracted the most cash on record in its first day of trading. The fund, which invests in 
US companies BlackRock considers most likely to thrive in the transition to a low-carbon 
world, attracted some US$1.25 billion in a day, the biggest in the 30-year history of ETFs, 
according to Bloomberg data.

Regulatory bodies and investor groups are also strongly influencing the adoption of ESG 
among corporations under their remit. The Australian Council of Superannuation Investors 
(ASCI) – which represents 36 Australian and foreign super and institutional investors with 
combines assets of more than $1 trillion – recently said it will vote against the re-election of 
directors they believe failed to appropriately manage climate risk.  

That followed the Australian Prudential Regulation Authority (APRA) instructing banks, 
insurers and super funds to elevate climate issues to the same level as credit, underwriting 
and liquidity risk in their corporations.
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1 Morningstar Quarterly Sustainable Investing Landscape for Australian Fund Investors, Q4, 2020
2 Responsible Investment Benchmark Report 2020, Responsible Investment Association Australasia (RIAA)
3 RIAA report citing Morningstar Direct

Regulatory bodies 
and investor groups 
are strongly influencing 
the adoption of ESG.

Retail assets 
invested in AU and 
NZ sustainable 
investments jumped 
35% to $25 billion in 
2020.
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The evolving spectrum of ESG investment approaches
ESG investment has grown into a sophisticated investment and risk management approach 
that seeks to incorporate traditional risk and return analysis. It ranges from the integration 
of ESG into analysis and investment decisions at the lesser end of the spectrum (where the 
intention is simply to avoid harm), to impact investing which not only aims to avoid harm 
and benefit stakeholders but also to contribute to ESG solutions.

A range of investment processes have emerged not just to meet a growing range of 
investor preferences, but also to allow for portfolios to navigate any perceived trade-off 
between the ESG agenda and more conventional portfolio outcomes. They can be broadly 
classified as:

In Australia, ESG integration is the most popular investment approach employed, 
according to the Responsible Investment Association Australasia. It’s often used as a 
primary approach and combined with a secondary emphasis on corporate engagement 
and shareholder action. Similarly, it’s the dominant approach in the US, Canada and New 
Zealand, in asset-weighted terms.4

Norms-based screening is far more frequently used in Europe than in Australia and New 
Zealand as an approach whereas corporate engagement and shareholder action is the 
most popular secondary approach in the local market. Positive screening is most often 
used as part of an investment process, rather than the primary approach.

4 Responsible Investment Benchmark Report 2020, Responsible Investment Association Australasia (RIAA), citing Global Sustainable Investment Alliance, Global 
 Sustainable Investment Review 2018.

ESG integration is the 
most popular approach.

Positive screening is 
most often used as 
part of an investment 
process.

INVESTMENT PROCESS METHOD EXAMPLE

ESG integration Including ESG risks and 
opportunities within financial 
analysis and investment decision 
making. 

Becoming more common across 
assets and issuers as community 
and regulatory pressure drives 
expectations.

Negative/exclusionary 
screening

Excluding investment in certain 
sectors, countries or issuers 
due principally to unacceptable 
downside risk or values 
misalignment. 

Tobacco, gambling, weapons 
and pornography are the most 
frequently negative screened items, 
with thermal coal emerging as a 
category.

Norms-based screening Excluding companies and issuers 
that don’t meet minimum 
standards of business practice 
based on international norms and 
conventions. Can include screening 
for controversy.

Can involve screening against 
the UN Framework Convention 
on Climate Change and the 
Sustainable Development Goals, for 
example. 

Corporate engagement 
and shareholder action

Executing shareholder rights 
and fulfilling fiduciary duties to 
encourage desired corporate 
behaviours.

More active ownership practices are 
now the norm with targeted use of 
voting now commonplace.

Positive/best-in-class 
screening

Specifically targeting companies 
or industries that have a relatively 
better ESG performance compared 
to peers.

Renewable energy and green 
buildings are examples of screened 
issues.

Sustainability-themed 
investing

Specifically targeted sustainable 
investment themes or megatrends. 

Assets that improve social and 
environment sustainability such 
as green energy, sustainable 
agriculture and low carbon.

Impact investing Creating specific beneficial social 
or environmental effects in addition 
to positive financial returns.

Investments made with the explicit 
intention of generating positive ESG 
and includes measurement of this 
impact. Across all asset classes and 
includes green bonds.
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50%+
of the global population 
live on less than US$5.50 
per day

15%
of people live with some 
form of disability

1 in 5
children, adolescents and 
youth do not attend school7

5 Source: NASA, Conservation.org, World Meteorological Organisation
6 WWF, World Health Organisation
7 Source: Worldbank, OXFAM, UNESCO

making a social impactsupporting the environmenttaking climate action

90%
of people globally breathe 
highly polluted air

68% 
decline in species 
population sizes between 
1970 and 20166

• Clean energy is the primary investment 
opportunity

• Fund managers with ESG credentials do 
not invest in higher emissions sectors

• The more an investment is focused on 
social impact the lower the return

• Longer investment horizons mean 
higher risk

• Impact investing is reliant on 
government intervention

UNDERLYING ISSUES

CO2
In May 2020, the 
concentration of CO2 in 
the atmosphere (416ppm) 
was the highest in human 
history

Global
emissions
also increased in 20205

Income inequality, housing affordability, 
education and employment, ageing 
population, health and disability.

Decarbonisation of energy grids, 
emissions from agriculture, land 
use changes, transportation, waste 
management.

• Sustainable investing is about investors’ 
values not performance

• Gaining exposure relies on negative 
screening 

Air pollution, sustainable agricultural 
practices, ocean conservation, 
biodiversity.

POLICY TAILWINDS

Many economies are fast-tracking net 
zero plans. In the US, investment is 
earmarked for emissions reduction as 
part of a US$4 trillion infrastructure plan.

Environmental protection policies are 
increasingly widespread, led by UN 
conventions, government adoption and 
private sector support.

Global policy initiatives that address 
socio-economic issues and support impact 
investing are gaining momentum. The 
Australian Government has launched 
a taskforce to assess its role in social 
impact.

INVESTMENT UNIVERSE

• Global and local equities 
(direct or via a fund)

• Green and sustainable bonds
• Thematic ETFs 
• Thematic fund managers 
• Venture capital funds

• Global and local equities 
(direct or via a fund)

• Sustainable investing funds 
• Thematic funds 
• Hedge funds
• ETFs 

• Impact funds 
• Real assets and property funds
• Private equity and venture capital
• Social impact bonds
• ETFs

RISKS AND ISSUES

• Range of different investment 
processes across managers

• Weight of capital into related sectors 
has increased asset prices

• Most environmental objectives blended 
with other ESG issues within fund 
portfolios 

• Rapidly expanding number of 
sustainability-linked financial products

• Measurement frameworks for social 
impact returns are still developing 

• In some segments, only a short history 
of performance data exists

COMMON MYTHS

KEY FACTS
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Incorporating ESG in a portfolio
Whilst traditionally investors and their advisers focused exclusively on risk and return, ESG 
has become so mainstream that ‘impact’ has been added as the third, and often equal, 
consideration. The inclusion of responsible and ethical considerations is now seen as an 
approach that reduces long-term risk and there’s emerging evidence – particularly seen 
during the COVID pandemic – that sustainable investments may be more resilient to share 
market declines and economic shocks.

A framework to consider the ESG impact of your investments can be to simply start 
with the degree to which it will factor in your overall portfolio structure. It can include 
determining whether your intention is:

1) only to avoid harm,
2) to direct capital towards sustainable industries and companies, or 
3) to contribute to measurable social impact.

Next steps may include:

• pre-determining the appropriate amount of capital directed to ESG within the portfolio, 
• researching the underlying investment process to ensure alignment, and
• identifying the risk threshold and expected returns.

ESG investing in direct equities or ethical funds isn’t as simple as it might sound. Top-
performing sustainable funds may have large exposure to retailers that own poker 
machines, fast fashion or buy now pay later stocks, that tend to promote expenditure 
beyond means.  

It’s also challenging to choose low-carbon companies due to a lack of visibility and 
reporting. And in terms of investment, some of the best opportunities may indeed lie with 
high-emitting companies that can transition effectively to lower emissions.

And what of miners or other producers that may ‘fail’ on environmental measures but are 
funnelling funds into education or clean water initiatives in emerging economies, thereby 
reducing poverty? For investors the decision revolves around trade-offs and values.

A crucial factor is understanding that most investment products outside of direct 
equities take a blended approach to the ESG issues they address. Rarely are they focused 
on a single issue, for example, climate change, and that is reflective of the fact that 
environmental, social and governance issues are often inextricably linked.

Conclusion 
While ESG investing is gaining traction with retail investors, it is institutions that currently 
drive the bulk of the demand, reflecting their clients’ values and motivations along with 
their own policies. Increasingly, it is also the financial performance of ESG investments and 
desire to mitigate long-term systematic risk that is drawing the attention of investors. 

Some scepticism over green-washing, relative performance and a lack of understanding 
and awareness of the differing investment approaches remain headwinds for the sector. 

A current sense of urgency apparent around the environment, climate and sustainability, 
along with a generational shift in the investor demographic is seeing many insisting 
that their wealth be apportioned toward forces for good. With growing realisation and 
awareness that invested capital impacts the world in either a positive or negative way, ESG 
as a key consideration is set to feature prominently.

There’s emerging 
evidence that 
sustainable 
investments may be 
more resilient to share 
market declines and 
economic shocks.

Some of the best 
opportunities may 
indeed lie with high 
emitting companies 
that can transition 
effectively to lower 
emissions.
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Disclaimer: The information in this document is of a general nature and should not be relied upon as it has been prepared without taking into consideration the objectives, 
financial situation or needs of any particular person. As a result, before acting on this information, a person should consider its appropriateness, having regards to their 
objectives, financial situation and needs. Information from third parties is believed to be reliable however it has not been independently verified. While the information in the 
document is given by Lipman Burgon and Partners in good faith, it does not warrant that it is accurate, reliable and free from errors or omission. Subject to any terms implied 
by statute which cannot be excluded, neither Lipman Burgon and Partners Pty Limited or employees and associates accept any responsibility for errors in, or omissions from 
the information.
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