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he g rowing c o n s e n s u s a m o n g 
f inancia l ana lys t s and invest­
ment portfol io decision makers 

appears to be that sha re -p r ice valua­
tion and comprehensive financial analy­
sis have been profoundly changing over 
this first decade of the twenty-first cen­
tury. The reliance "only" on financial 
metr ics and quantifiable corporate per­
formance is d imin i sh ing , and now as 
much as one-third or even 40% of invest­
ment decision making is based on key 
investor pe rcep t ions , as the focus on 
the t rad i t iona l metr ics (financials and 
issuer financial per formance) slides to 
a 60% factor. The ratio may change from 
expert to expert, but the fact remains that 
nonfinancial and intangible factors seem 
to be separat ing today's and tomorrow's 
cap i t a l m a r k e t s w i n n e r s from those 
issuers that are lagging or will lag in 
share price and other measurements of 
performance because of perception fac­
tors . And one of the most i m p o r t a n t 
percept ion factors is ESG. 

Almost a year ago in this publication 
we introduced the emerging importance 
of companies' environmental, social, and 
governance (ESG) factors.1 We wrote in 
in t roducing ESG to a wider audience of 
financial executives: 

The definitions of ESG include the key met­
rics of a firm's nonfinancial performance, the 
many important intangibles that help make 
up market valuation beyond traditional finan­
cials and other quantifiable information. A 
company's ESG profile will include a range of 

executive and workforce 
behaviors ; the track 
record of corporate and 
product /brand reputa­
tion; nature of compliance 
with local and national 
laws and the growing list 
of industry and sector 
codes of accepted behav­
ior; the manner in which 
the company is governed 
by its board and man­
agers; responsiveness to 
stakeholders; disclosure 
and transparency; and 
other elements related to 
Environmental , Social 
and Governance factors 
important to investors. 

Much has t ransp i red since our first 
report ; this is an update on the growing 
influence of ESG factors on investment 
behavior and preferences. 

The status of ESG attitudes 
What kind of nonfinancial or intangible 
factors now shape investor and advisor 
p e r c e p t i o n s ? T h i n k of the ques t i ons 
inves to r s and the i r adv i so r s may be 
directly or indirectly asking about a com­
pany, or issues that may be raised by 
activists or journal is ts , such as the fol­
lowing: What is the reputat ion risk fac­
tor for this issuer? What are the spoken 
and d e m o n s t r a t e d values of manage­
ment , the board , and workforce? How 
are these values demons t ra ted in cor­
porate functions? Is the company meet­
ing s t a k e h o l d e r e x p e c t a t i o n s ? Does 
m a n a g e m e n t a c k n o w l e d g e and then 
engage on crit ical societal issues — do 
they respond to "noise" in the environ­
ment— or do they ignore them and risk 
negative headlines that could seriously 
erode future valuation? The quest ions 
may vary, but the concerns about a com­
pany's ESG profile and performance are 
b e c o m i n g more c o m m o n a m o n g 
investors. 

The no i se a b o u t ESG c o n c e r n s is 
being genera ted by a growing universe 
of s takeholders : shareholder act ivists 
(focused on both governance and a wide 
range of social issues) , t h i rd -pa r ty ser-
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vice and information providers, employ­
ees, bus iness p a r t n e r s , cus tomers , and 
mains t ream investors . Along with this 
are what we refer to as the Watchers , 
which inc ludes t r a d i t i o n a l o rgan iza­
t i ons such as M o o d y ' s and S&P, the 
g loba l Merce r o r g a n i z a t i o n , ESG 
researchers such as KLD Research & 
A n a l y t i c s a n d E t h i c a l I n v e s t m e n t 
Research Service (EIRIS); t r ad i t iona l -
issue proxy advisors such as ISS/Risk-
Metr ics ; and a g rowing list of major 
investment bankers. (Most important here 
from a pe rcep t ion-shap ing perspect ive 
may be Goldman Sachs, which has now 
staked out ESG concerns as these affect 
large-cap issues a round the world.2) 

Shaping perceptions 
Capital market percept ions of publicly 
traded corporations are shaped by a vari­
ety of means: 
• Expanded media coverage of busi­

ness and investing, including both 
news reportage and the ext raordi ­
nary expansion of commentary and 
opinion in both t radi t ional and new 
media channels (there are new blogs 
added every two seconds now, with 
an astonishing number focused on 
corporate finance and investment) ; 

• Technology is rapidly changing the 
media mix itself, with increasingly 
skeptical players creating Web-
based publishing platforms for their 
views (at little cost or investment, 
unlike t radi t ional media) ; 

• Research analyst views and recom­
mendat ions (from both sell- and 
buy-side) on critical ESG issues; 

• The actions of inst i tut ional 
investors towards companies in 
their portfolios, including both 
activists and more mainst ream 
inst i tut ions such as mutual funds; 

• Increasingly, the act ions of third 
part ies involved in shareholder 
activism movements and coali t ions 
(a host of t h i rd -pa r ty purveyors of 
corporate rat ings, research results, 
profiles of ESG factors, and invest­
ment recommendat ions are retained 
by inst i tut ions to assist in their 
individual or collective advocacy 

and proxy act ivism). 
The growing number of influencers has 

been building momentum in the EU and, 
now, in the United States, and they are 
shaping capital market behaviors through 
numerous public advocacy campaigns . 
The credit risk agencies have long influ­
enced capi ta l market behav io r ; more 
recently they have been factoring in gov­
e rnance and l imited social factors in 
their rat ings of issues. ("Values" can be 
impor tan t here; though this is clearly 
an in tangible metr ic for a credi t risk 
rater, think of the issue in investment terms 
as we watch the subpr ime credit disas­
ter cont inue to unfold.) 

ESG important to key players 
T h i r d - p a r t y r anke r s , risk and repu ta ­
t ion r a t e r s , and cap i t a l m a r k e t pe r ­
c e p t i o n - s h a p e r s are i n f l u e n c i n g 
inves tor dec i s ion m a k i n g . C i t i g r o u p 
recently announced it would direct $50 
bi l l ion of inves tment over ten years in 
g lobal c l i m a t e - c h a n g e s t r a t eg ie s for 
both the Citi organization and the mar­
kets it serves . 

Mercer, an advisor to ins t i tu t iona l 
investors , is an example of ESG moving 
to the m a i n s t r e a m : Its m a n a g e r s are 
being encouraged to evaluate the extent 
to which fund manage r s are act ively 
integrat ing ESG factors into the main­
s t ream investment process . All finan­
cial managers in the Mercer database 
will now be asked (1) where and how man­
agers are integrating ESG and (2) where 
they recommend further ESG research. 
" D e m a n d for th is type of in t eg ra ted 
research spans t rad i t iona l and al terna­
tive asset c l asses , and all r eg ions , " 
expla ined Tim Gardener , global chief 
investment s trategist at Mercer.3 Craig 
Metrick, head of Mercer's US responsible 
investment team noted, "For Mercer to 
take this step sends a clear s ignal to 
managers and owners alike. Not only 
do we believe that environmental , social 
and governance factors are impor t an t , 
but our clients, some of the largest asset 
owners in the world, do too."4 (Mercer 
provides consul t ing , ou t sourc ing , and 
investment services to clients; it is par t 
of Marsh & McLennan Companies . ) 
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The key ESG issues 
Over the past decade two powerful forces 
in investment circles have been moving 
closer together in their effort to influ­
ence behavior, performance, and account­
ability in the corporate world: (1) those 
investors actively advoca t ing specific 
c o r p o r a t e g o v e r n a n c e re fo rms and 
improvements in corporate practices and 
policies; and (2) inst i tut ional investors 
and social movement organizations advo­
cating greater corporate responsibil i ty 
on the part of corpora t ions . 

What kind of responsibili ty is of con­
cern to investors? Think of these societal 
issues: diversity of the corporate work­
force; g lobal supply chain overs ight 
(including use of child and slave labor off­
shore) ; lifecycle p roduc t s tewardship; 
corporate relations with developing nation 
suppliers, including small farmers; con­
cerns about p roduc t s t ewardsh ip ; US 
companies doing business with dicta­
to r sh ips and n o n d e m o c r a t i c na t ions ; 
consumer access to pharmaceutical prod­
ucts (and pricing for sensitive populations 
such as the elderly and those in developing 
na t ions) ; climate change; energy con­
servation; and many more issues. 

As these combining forces directly or 
ind i rec t ly s u p p o r t each o ther ' s cam­
paigns (especially in proxy voting, board 
elections, and suppor t for shareholder-
sponsored resolutions), there is now a clear, 
t rackable influence of these players on 
mainstream institutional investors. This 
year, both governance and social investor 
advocates applied very public pressure 
on the l e a d i n g m u t u a l fund a d v i s o r 
g r o u p s — Fidel i ty , Vangua rd , Cap i ta l 
Group—focusing on the funds' proxy-vot­
ing processes and advancing investors ' 
agendas for specific ESG campaigns . 

In our tracking of the ESG movement, 
we are seeing European Union investors 
a n d / o r the i r adv i sors and research 
providers shaping the societal issues, cre­
ating the dialogue with other investors and 
companies, creating frameworks for ESG 
investment decision making, and moving 
toward more insti tutionalization of the 
ESG concept. But for those readers in the 
United States, be aware: While the ESG con­
cept may be more important to EU insti­
tut ional investors than to those in the 

United States, ESG is and will continue 
to be an important investment factor. 

Recent developments underscoring 
ESG importance 
A key global financial research and analy­
sis organizat ion, the European Federa­
t ion of F inanc ia l Ana lys t Soc i e t i e s 
(EFFAS), is moving toward adopt ion of 
a set of th i r ty key performance indica­
tors (KPIs) for ESG issues and long-term 
corporate viability to provide investors 
and co rpo ra t e leaders with clear and 
comparable data. The KPIs were origi­
nally developed by DVFA—Germany's 
society of investment professionals — 
and adoption by the Europe-wide soci­
eties would mean that 14,000+ European 
investment professionals could put greater 
pressure on issuers to repor t (that is, 
more t ransparency) on corpora te car­
bon emissions, energy use, global sup­
ply-chain management , and other ESG 
factors . EU c o r p o r a t i o n s would have 
standardized systems to employ to report 
on their key metrics. If adopted in Europe, 
how long will this system take to migrate 
to the United States? As quickly as EU 
investors demand more ESG account­
ability? The answer is quite relevant for 
boards and management teams. 

Socially responsible investment 
In the US, the CFA Institute just released 
investor strategies for socially respon­
sible investment (SRI); this is an impor­
t an t d e v e l o p m e n t inso fa r as "socia l 
invest ing" has not been a mains t ream 
considerat ion for the majority of CFA 
members ( typical ly financial analysts 
and portfolio managers) . The CFA Insti­
tute is the global financial analyst mem­
ber o r g a n i z a t i o n that issues CFA 
certifications (with almost 100,000 mem­
bers worldwide in 133 countr ies) ; now, 
analysts and professional money man­
agers are being encouraged to focus on 
ESG. As CFA Inst i tute puts it, 

A growing number of people are extending 
their social consciousness beyond driving 
hybrid vehicles or drinking fair trade coffee 
to pursuing a socially responsible investment 
strategy that reflects their values and core 
beliefs. . . . Socially responsible investing (SRI) 
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integrates financial objectives with social and 
environmental objectives. SRI assets are grow­
ing at a faster pace than the broader universe 
of all investment assets under professional 
management. . . .5 

The CEO view of ESG 
McKinsey & Company published a strat­
egy paper last year, entitled "CEOs on strat­
egy and social issues," that explored how 
chief executive officers around the world 
were deal ing with the rising expecta­
tions of stockholders and stakeholders.6 

Though CEOs believe they have a strate­
gic rationale for taking on ESG issues, 
the authors write that they also under­
stand the challenges that must be over­
come, including managing supply chains 
across countr ies with different regula­
t ions and norms for co rpora te social 
responsibil i ty (CSR). 

The authors surveyed CEOs of com­
panies participating in the United Nations 
Global Compact, and 95% of the respond­
ing CEOs in the McKinsey s tudy said 
they were doing more than they did five 
years ago to incorporate ESG issues into 
the i r core s t r a t e g i e s . P ressure from 
employees, consumers , and other stake­
holders played an important part in this 
t rend, say the authors , but some CEOs 
see the new demands as opportuni t ies to 
gain a competitive advantage and address 
global problems at the same t ime. Good 
for companies , good for investors, good 
for society. 

What is the most cr i t ical aspect of 
ESG? E n v i r o n m e n t a l issues , said the 
CEOs; increasing env i ronmenta l con­
cerns are the most important trend influ­
encing public expectat ions of business, 
followed by the limited supply of natural 
resources (such as oil) , and the emer­
gence of China and India as powers in 
the global marketplace. The current "oil 
crisis" affecting all global markets could 
add significant momentum to "E" fac­
tors for investors. 

Varying ESG standards a challenge for 
companies 
The dilemma of varying standards coun­
try to coun t ry was also addressed in 

detailed terms in an essay by Bill Baue, 
author and long-t ime commenta tor on 
SRI, CSR, and ESG issues. The essay con­
siders whether the glass is half-empty 
or half-full for the implementa t ion of 
ESG standards. The standards for assess­
ing and disclosing ESG are proliferat­
ing globally, he writes, a trend that brings 
applause — and skepticism. In late-2007 
the Internat ional Finance Corpora t ion , 
the private sector arm of the World Bank 
" shephe rded 30 deve lopment f inance 
in s t i t u t i ons (DFIs) a round the world 
into signing its Approach Statement on 
Corpora te Governance." 7 Is this great 
news, or not? 

Glass half-full view: Signing on by DFIs 
e x p l i c i t l y covers ESG i ssues in the 
e m e r g i n g m a r k e t s in due d i l i g e n c e . 
Glass ha l f -empty view: "Folks charge 
that such s t anda rds amount to green-
wash , us ing the soc ia l ly r e spons ib l e 
vernacular to paint a sheen on behav­
ior that is in their op in ion unsus ta in ­
able."8 Baue explored a wide range of US, 
EU and global ESG developments in the 
essay, which was widely d i s t r ibu ted by 
Social Funds , a US-based pub l i sh ing 
and research organiza t ion . 

RiskMetrics Group's four pillars 
A major influence on proxy voting trends 
is the advice offered on issues by Risk-
Metr ics Group , inc luding its Ins t i tu ­
t i o n a l S h a r e h o l d e r Serv ices u n i t . 
Recently, the firm set out its "assessment 
model" for the "four pillars of sustain-
abi l i ty"—climate change, env i ronmen­
tal factors, labor and human rights , and 
ethics. Performance is measured using 
a gove rnance - r i sk lens, the company 
explains, taking into consideration board 
oversight, management policy and exe­
cu t ion , publ ic d isc losure , accoun t ing 
methods , and strategic p lanning. "The 
extent to which large-cap global com­
panies are regulating themselves with 
regard to these factors in the mode l 
varies significantly by nat ional i ty and 
indus t ry sector," RiskMetrics says in its 
white paper enti t led "Study Identifies 
Large Differences in Global Sus ta in -
ability Governance."9 

RiskMetr ics conduc ted a year - long 
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pilot project assessing more than 1,700 
companies on more than 200 policy and 
performance indicators. Outcome? Com­
panies in the Morgan Stanley Europe, 
Austral ia , and Far East (EAFE) Index 
clearly ou tper form S&P 500 firms on 
both climate change and other environ­
mental issues, but US firms have the edge 
on ethics issues. For labor and human 
r i g h t s , overal l p e r f o r m a n c e be tween 
EAFE and S&P 500 d idn ' t differ sub­
stantially. Canadian companies lagged 
overall in the two indices but did best on 
labor and h u m a n r ights . And though 
some individual companies stood out as 
clear leaders , overal l average perfor­
mance by sector and indus t ry s tood at 
less than 50% of the ideal defined in 
RiskMetrics's assessment model . 

One could reasonably conclude that in 
ESG terms large-caps evidently have a long 
way to go to meet r ising ins t i tu t ional 
investor behavior. Imagine the pressure 
to come on small- and mid-cap compa­
nies as their larger brethren "get it" in ESG 
terms and begin to pull ahead in meet­
ing investor expectat ions . 

Conclusion 
In the past year, ESG has clearly grown 
in impor tance to investors. More com­
panies are getting it. The issues within 
the E, S, and G categories are more clearly 
defined. The perception-shapers already 
in the game are being joined daily by 
more investors and advisors who are 
embracing ESG as an impor tan t means 
of assessing and evaluating and valuat-

ing corpora te issuers. ESG factors are 
being linked directly to risk factors by 
those involved in advancing capital to the 
corporate sector. 

For most of the decade this column 
has focused on more t rad i t iona l cor­
porate governance issues, par t icu lar ly 
after the passage of the Sarbanes-Oxley 
Act in the United States in July 2002; we 
will be adding to this focus by analyz­
ing ESG d e v e l o p m e n t s in our future 
work. Judging from the flow of ESG-
related informat ion , governance issues 
clearly have been added to by the envi­
ronmental and social concerns of stake­
holders and s tockholders . • 
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