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ESG – Building a Sustainable Portfolio  

• ESG is growing in importance for all 
stakeholders – investors, corporates & 
fiduciaries; 

• ESG investing is much more than just excluding 
“sin” sectors; 

• Exclusion, Integration & Impact are the key 
methods of implementing ESG investing; 

• Investors can build a sustainable investment 
portfolio without compromising returns. 

ESG is in the midst of an explosive growth phase. 
Investors are focused on investment options that 
incorporate ESG principals, investment managers are 
integrating ESG criteria into selection processes and 
businesses are increasingly focused on being better 
corporate citizens.  

We see this as a very positive development. Better 
corporate citizens should, in time, be rewarded with a 
lower cost of capital and higher valuations. At the same 
time, more socially and environmentally aware behaviour 
has obvious positive implications for the wellbeing of the 
planet.  

In this report we discuss what ESG investing is, why it 
has been growing, how it is being incorporated into the 
investment process, the options available for investors 
based on their preferred level of integration, what the 
Australian landscape looks like and finally our preferred 
investments. 

1. What is ESG investing? 

ESG investing is an investment process which 
incorporates environmental, social and governance 
(ESG) criteria either alongside traditional financial 
analysis or on its own.  

Environmental factors consider how a company 
performs as a steward of nature. Social factors examine 
how an organization manages relationships with 
employees, suppliers, customers, and the communities 
where it operates. Governance deals with such things as 
a company’s leadership, executive pay, audits, internal 
controls, and shareholder rights. 

ESG investing, sustainable investing, responsible 
investing and ethical investing are all terms that describe 
investing strategies that consider how a social or 
environmental good can bring about a positive social 
change according to investor values. 

ESG investment has grown to include a variety of 
approaches that are intended to enhance returns and 
better manage risks by including the pursuit of 
environmental and social change. 

2. Why is ESG growing in importance? 

ESG investing began with socially responsible investors 
looking to exclude stocks or industries or even countries 
that they believed did not satisfy their social ideals. Over 
time, investors, fund managers and corporates have 
come to appreciate the benefits of incorporating ESG 
factors into their investment process rather than just 
excluding “sin” sectors. 

As a result, ESG investing has evolved from a narrowly 
applied set of criteria to a process that is now helping 
address some of the major issues facing society. For 
instance: 

1. According to the World Economic Forum’s 2018 
Global Risk Report, Environmental dangers (E), 
inequality (S) and cyber vulnerabilities (G) are three 
leading trends creating both risk and opportunities 
for investors. 

• Significant decarbonisation on a global scale is 
required to meet the Paris Agreement challenge 
of containing global warming to 2 degrees 
Celsius above pre-industrial levels. 

• Rising inequality within nations is an important 
issue, driven in part by adverse consequences 
of technological advances and high structural 
underemployment. 

• Cybersecurity is a growing issue linked to the 
increased digitisation of society. With 
cybercrime growing quickly it is also creating 
opportunities for those businesses combating it. 

2. Rules and regulations: The investment landscape is 
increasingly changing due to greater regulation. For 
example, ESG investing is helping to address the 
risks of government restrictions on developing 
trends such as sugar levels in foods, greater 
checks on supply chains, the use of child labour, 
and legally enforceable exclusions on controversial 
weapons such as cluster bombs; and 

3. Sustainable Development Goals (SDG): The UN’s 
17 Sustainable Development Goals are a global 
initiative to create a better world while also earning 
a return on investment. The Goals tackle issues 
ranging from eradicating hunger to improving 
education for girls. 
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UN’s 17 Sustainable Development Goals  

 

Source: United Nations 

3. Methods to incorporate ESG  

ESG investing is not a concept that suits all investors in 
all circumstances. It has evolved to offer a number of 
approaches suited to a range of client preferences in 
combining financial returns with achieving social 
objectives. These client preferences, or motivations tend 
to fall into the three categories which are discussed in 
more detail below: 

Incorporating ESG into the investment process  

INTEGRATION

IMPACT EXCLUSION

 

Source: MWM Research, November 2019 

1. Exclusion: The original way of incorporating 
ESG into the investment process is to restrict 
investment in companies that have controversial 
business practices. These practices can range 
from activities that are deemed harmful to health 
or the environment such as tobacco, alcohol, 
gambling or controversial weapons. What is 
regarded as controversial is always evolving as 
the concerns around such things as fossil fuels 
and sugar have recently reflected. 

2. Integration: This is the analysis of financially 
material ESG criteria to improve the risk/return 
profile of investments. In practice, investment 
managers implement this process using a wide 
variety of techniques. ESG integration involves 

integrating only the material ESG issues that are 
considered highly likely to affect corporate 
performance and investment performance. 
Sources of analysis can also differ with some 
firms conducting their own ESG research while 
others rely on external analysis of specialist ESG 
research firms. 

3. Impact: This involves making investments with 
the aim of creating specific beneficial social or 
environmental effects in addition to positive 
financial returns. Importantly, the extent of the 
investment impact should be measured and 
reported to investors. Examples include 
investing in a fund that aims to bring clean 
energy to emerging markets or improving 
nutritional standards in food. 

4. Choosing your ESG approach 

The different methods used to incorporate ESG into the 
investment process also provide investors with the 
opportunity to satisfy their ESG requirements at various 
levels.  

1. Exclusion is most suitable for investors with a 
clear idea of which products or behaviours 
conflict with their values. In practice though, it 
can be difficult to find funds that align exactly 
with the investor’s views. For example, investors 
may want to exclude fossil fuels from their 
investment whereas available funds may focus 
on excluding only controversial weapons and 
tobacco.  

Lack of consistency in manager implementation 
can also be an issue, particularly in the areas of 
social and governance. Lastly, investment 
characteristics of the investment portfolio can 
be affected by negative screening, with the 
portfolio being exposed to a more limited 
universe of investment options and often a bias 
towards small-mid capitalisation companies. 

2. Integration is a better option for those who want 
to use ESG factors to better inform investment 
decisions. The inclusion of ESG factors with 
traditional metrics helps to better assess the 
sustainability of a business and its actions 
leading to a reduction in exposure to long term 
risks. Integration also tends to result in less 
unintended consequences in terms of 
investment portfolio characteristics. Integration 
works well for bonds as well as equities as 
portfolio managers can incorporate ESG factors 
into the credit analysis process. 

3. Impact investing best suits investors who want 
to use their investment capital to make a 
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positive impact on society while achieving a 
satisfactory return on that capital. Specifically 
targeting investments in sustainable agriculture, 
for example, might help reduce the global crop 
yield gap, while also making a financial return 
from the production of those crops. 

5. ESG investing misconceptions 

Despite the rapid growth and increasing acceptance of 
ESG, misconceptions continue to impede its uptake. 
Some of these are discussed below:  

1. ESG leads to lower returns: Some believe ESG 
investing hurts performance. Adopting 
sustainability can indeed incur up-front costs, 
however companies that make these 
investments can often enjoy improved returns 
and lower risk. At its core, addressing ESG risks 
is managing financially material issues for a 
company. Academic studies support this 
argument and suggest that “prudent 
sustainability practices have a positive influence 
on investment performance”1 

2. ESG funds are expensive: Our analysis of funds 
available to Australian investors suggests that 
Integration ESG funds are on average 5-10bps 
more expensive than comparable non-ESG 
funds. The news on Exclusion ESG funds is not 
quite as good and we find that fees are 20-
40bps more expensive than non-ESG passive 
funds. 

3. ESG remains dominated by “E”: While the 
environment is sometimes more tangible for 
investors, social and governance issues remain 
relevant for most companies. 

4. ESG is limited to equities and developed 
markets: Bonds and emerging markets are fast 
growing areas for ESG investing as portfolio 
managers integrate ESG factors into their 
analysis and more data becomes available. 

5. ESG is only for millennials: While young people 
are more likely to be interested in sustainability 
than their parents, investors of all ages have 
been shown to be interested. 

6. ESG in an Australian context 

High engagement:  Australian investors and investment 
providers are among the most ESG aware globally. 
Australia currently has 141 signed and active ESG 

 
1 Oxford University and Arqbesque Partners, “From the Stockholder to the 
Stakeholder: How Sustainability Can Drive Financial Outperformance”, 2015  

investment providers that have products aligning with 
the United Nations Principles for Responsible Investment 
(UNPRI). 

Integration dominates: Integration and corporate 
engagement are the dominant ESG strategies in 
Australia. Globally, the Exclusion strategy which screens 
industries that don’t align with investor values remains 
the dominant ESG strategy. The prevalence of 
Integration and engagement in Australia is led by the 
dominant superannuation funds which support the 
UNPRI and their recommendation of integrating ESG 
factors into the investment process and engaging with 
corporates to improve their awareness of and 
performance in ESG issues. 

Equities and bond options: Most Australian domiciled 
funds available to retail and institutional investors are for 
the domestic and international equities asset classes. 
The availability of bond ESG funds while still small is 
growing quickly as managers incorporate ESG factors 
into their credit analysis and the issuance of green, 
social and sustainable bonds grows. 

Limited options for REITs and Alternatives: At this stage, 
there are limited investable ESG fund options in asset 
classes other than equities and bonds. This is not all bad 
news though as Australian listed property funds already 
rank well in their performance on environmental issues, 
without being dedicated ESG funds. The environment is 
the primary issue facing the sector with real estate 
companies increasingly setting greenhouse gas 
emissions targets and working to reduce energy and 
water consumption. 

Limited market depth: Australia is still a relatively small 
investment market globally and we find that the ESG 
funds on offer do suffer from a lack of depth across 
asset classes and strategy types. Australian ESG funds 
are also less likely to have dedicated ESG investment 
teams versus those on offer for global strategies. 

7. The ESG investment portfolio 

We believe that it is possible for clients to pursue 
responsible and sustainable investments without 
sacrificing returns. The ESG investments we 
recommend incorporate the following components: 

• A more socially and environmentally aware 
portfolio; 

• Good financial returns; 

• Attractive investment portfolio characteristics; 
and 

• Appropriate management fees. 

 

Jason and the Investment Strategy Team 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

This report was finalised on 21 November 2019. 
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