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Institutional investors have a responsibility to act in the best interests of their members.
This includes acting to enhance the long-term value of the savings entrusted to them to
manage. Investors can help protect and enhance investments over the long term
through the consideration of ESG risks in their investment decision-making processes.!
This report provides a summary of the research and analysis undertaken over many
years on the financial benefits of managing ESG risks and opportunities.

SUMMARY

In summary, there is a significant global evidence to support the incorporation of ESG issues into
investment practice. There are many studies that demonstrate financial relevance of ESG issues,
both collectively, and in respect of environment, social or governance issues separately.

Furthermore, meta studies (that consider the results of multiple individual studies to reach overall
conclusions) demonstrate the overall positive financial impact of ESG-focused investing. While
there are some studies that do not support the same conclusions, they are in the minority. In all
cases, it is important to remember that not all ESG issues are material to every company — skilled
ESG investors will identify those that are. Finally, there is evidence that investor engagement with
companies on ESG issues — a core component of ESG investing - is financially beneficial.
Accordingly, the evidence overwhelmingly supports the financial basis for the incorporation of
ESG issues info investment practice.

THE INCORPORATION OF ESG ISSUES INTO INVESTMENT PRACTICE IS
WIDELY ACCEPTED GLOBALLY

The PRI, the largest global association of investors integrating ESG issues into investment and
ownership practices, now has over 3000 signatories with well over $100 trillion in combined assets

widespread reason for using ESG information in investment decisions is that it is material to
investment performance, (flagged by 63% of respondents).

CONSIDERING MATERIAL ESG ISSUES MAKES FINANCIAL SENSE

There is a significant body of evidence demonstrating that considering ESG issues in investment
decision-making makes financial sense. Not all ESG issues are financially material to every
business, and ESG-focused investors are careful to assess which ESG issues are relevant to each
context. For example, while there is a level of systemic risk, climate change transition risk is more
relevant to fossil fuel companies than to IT companies; green building standards are more

2 Eccles and Klimenko, ‘The Investor Revolution’ Harvard Business Review (2019).
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https://investmentnews.co.nz/wp-content/uploads/Smartbeta18.pdf
https://www.cfainstitute.org/en/research/financial-analysts-journal/2018/faj-v74-n3-2
https://hbr.org/2019/05/the-investor-revolution
https://hbr.org/2019/05/the-investor-revolution
https://www.unpri.org/download?ac=5962
https://www.mckinsey.com/business-functions/strategy-and-corporate-finance/our-insights/five-ways-that-esg-creates-value

STUDIES DEMONSTRATE FINANCIAL RELEVANCE OF ESG ISSUES

There is a significant body of existing research that demonstrates the financial relevance of ESG
issues in different contexts. As outlined in the paragraph on meta studies below, collectively,
research on ESG integration finds a neutral or positive relationship between ESG criteria and
company performance. Here we include a selection of individual studies demonstrating the
value of ESG-focused investing — thousands are available.

Overall ESG performance

sustainability issues, they subsequently outperform competitors with declining performance
on material sustainability issues.3

organizational processes fo measure, manage, and communicate performance on ESG
issues in the early 1990s outperformed a carefully matched confrol group over the next 18
years.s

Environmental

exposure for 4,400 firms in 57 countries from 1995 to 2017. The study found that increasing
exposure to extremely high femperatures reduces revenues and operating income.”

on assets compared to companies with a lower rating.8

Social

companies to work for’ in 14 countries to study the relationship between employee
satisfaction and firm performance around the world. The results show that employee
satisfaction is associated with superior long-run returns, current valuation ratios and future
profitability in some markets, such as the US and UK.?

3 Khan, Serafeim and Yoon, ‘Corporate Sustainability: First Evidence on Materiality’, Harvard Business School Working Paper 15-073 (2015).
4 Nordea Equity Research, ‘Cracking the ESG code’, Nordic Ideas (2017).

5 Bank of America Merrill Lynch, ESG from A to Z: a global primer (2019).

¢ Eccles, loannou and Serafeim, ‘The Impact of Corporate Sustainability on Organizational Processes and Performance’, 60(11)
Management Science (2014).

7 Pankratz, Bauer and Jeroen, ‘Climate Change, Firm Performance, and Investor Surprises’, SSRN (2019).

8 Guenster, Bauer, Derwall and Koedijk, ‘The Economic Value of Corporate Eco-Efficiency’, European Financial Management (2011).

? Edmans, Li, and Zhang, ‘Employee Satisfaction, Labor Market Flexibility, and Stock Returns Around the World" European Corporate
Governance Institute - Finance Working paper No. 433/2014 (2017).
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https://dash.harvard.edu/bitstream/handle/1/14369106/15-073.pdf?sequence=1
https://nordeamarkets.com/wp-content/uploads/2017/09/Strategy-and-quant_executive-summary_050917.pdf
https://www.bofaml.com/content/dam/boamlimages/documents/articles/ID19_12722/ESG_from_A_to_Z.pdf
https://pubsonline.informs.org/doi/10.1287/mnsc.2014.1984
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3443146
https://onlinelibrary.wiley.com/doi/abs/10.1111/j.1468-036X.2009.00532.x
https://www.sristudies.org/edmansetal2015

Governance

e The long-running Credit Suisse research on global corporate gender diversity found that
companies with one or more female board directors outperform those with none on a
sector-adjusted basis. Credit Suisse found an even stronger correlation between
performance and higher proportions of women in management.© In the Australian context,
2020 research by Ownership Matters found that boards with more than 90 per cent male
directors have underperformed boards with at least one woman since 2011.1

found a significant positive relationship between corporate governance ratings and
performance.!3

ESG META STUDIES PROVIDE HIGH-LEVEL EVIDENCE ABOUT ESG-
FOCUSED INVESTING

Meta studies demonstrate the overall financial impact of ESG-focused investing. ESG meta
studies look at the results of multiple individual studies to reach overall conclusions about the
financial impact of ESG issues in a wide range of contexts. For example, a 2014 Oxford University
meta study!# analysed results of 190+ underlying studies, and found that:

e "90% of the studies on the cost of capital show that sound sustainability standards lower the
cost of capital of companies.”

e "88% of the research shows that solid ESG practices result in better operational performance
of firms.”

e "80% of the studies show that stock price performance of companies is positively influenced
by good sustainability practices.”

relationship between ESG criteria and corporate financial performance and found that:

e 90% of these studies found a neutral or positive relationship between ESG criteria and
company performance (the maijority found a positive relationship).

e Across the 644 studies that focused solely on E, S and G criteria, the majority found positive
relationships with company performance for each area (59%, 55% and 62% respectively).
Very few studies found a negative relationship between E, S and G criteria and company
financial performance (4%, 5% and 9% respectively).'¢

10 Credit Suisse, The CS Gender 3000 in 2019: The changing face of companies (2019).

1" Ownership Matters, Many are called, few are chosen: An analysis of the composition of ASX 300 boards

from 2005-2020 (2020).

12 Plazzi, Torous and Yiimaz, ‘Does Corporate Governance Matter2 Evidence from the AGR Governance Rating’, Swiss Finance Institute
Research Paper No. 16-54 (2019).

13 Renders, Gaeremynck, and Sercu, ‘Corporate-Governance Ratings and Company Performance: A Cross-European Study’, 18(2),
Corporate Governance: and International Review (2010).

14 Clark, Feiner and Viehs, From the Stockholder to the Stakeholder, University of Oxford, Arabesque Partners (2014).

15 Friede, Busch and Bassen, ‘ESG and financial performance: aggregated evidence from more than 2000 empirical studies’, 5(4) Journal
of Sustainable Finance & Investment (2015).

16 Friede et al, above, p 223.
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https://www.credit-suisse.com/about-us-news/en/articles/news-and-expertise/cs-gender-3000-report-2019-201910.html
https://www.ownershipmatters.com.au/research-news/2020/10/25/many-are-called-few-are-chosen/
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2836370
file:///C:/Users/cmolinari/Downloads/j.1467-8683.2010.00791.x.pdf
https://sustainable-finance.nl/upload/researches/Clark-et-al_From-The-Stockholder-To-The-Stakeholder.pdf
https://sustainable-finance.nl/upload/researches/Clark-et-al_From-The-Stockholder-To-The-Stakeholder.pdf
https://www.tandfonline.com/doi/full/10.1080/20430795.2015.1118917

ALSO, THERE IS EVIDENCE THAT INVESTOR ENGAGEMENT WITH
COMPANIES PAYS OFF

analysed the outcomes of investor engagements with US public companies from 1999-2009 and
found that:

e Successful engagements generated ‘cumulative size-adjusted abnormal return’ of 7.1% in
the year following the engagement.

e There was no market reaction to unsuccessful engagements.

Similarly, a 2013 study'8 found that company engagement by US pension fund CalPERS had a
significantly positive financial impact on companies, with targeted companies on average
producing excess refurns of 12.3% above the Russell 1000 Index.

For further information on this report, please contact:

Claire Molinari
Manager, Research
Australian Council of Superannuation Investors

17 Dimson, Karakas and Li, ‘Active Ownership, Review of Financial Studies (2015). See also Kirsten Temple, ‘Can engagement add alpha?’,
Investment Magazine (2015).
18 Junkin, Update to the “CalPERS Effect” on Targeted Company Share Prices, Wilshire Associates, 2013.
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