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Dear readers,

Since the turn of the millennium, we have witnessed imploding asset 
bubbles in technology and housing, a long list of governance lapses 
and accounting scandals, and the greatest financial crisis of our time. 
In response, there appears to be an emerging baseline consensus 
among investors that the unsustainable economic and industry trends 
of recent years cannot be allowed to continue. Put simply, the social 
fallout is too great. 

And so, one of the megatrends building across the financial landscape 
is focused on how investors can express their values in their financial 
decisions and have a positive impact on the world around them. The 
end goals are clear – improve risk-adjusted performance, make a posi-
tive social impact with capital allocation and incorporate one’s val-
ues – and to pursue these goals and drive their portfolios accordingly, 
investors are now evaluating a broader array of information and tools.

This report is about incorporating sustainability considerations into 
investment decisions – information that has traditionally been viewed 
as external to the investment process but is increasingly seen as cen-
tral. We argue that synthesizing material environmental, social and 
governance factors together with other traditional fundamental data 
in the investment analysis and decision-making process has the poten-
tial to yield better performance outcomes and enables investors to 
express their values and make an impact through their investments.

Today’s economic circumstances demand such a shift. The global 
economy faces threats from climate change, water scarcity, the deple-
tion of other important natural resources, and other human-induced 
factors, which, if not managed well, will accelerate as the world’s 
population grows and more people are lifted out of poverty. The 
2008-09 global financial crisis exposed the excesses of unsustainable 
credit-fueled growth and governance lapses and also created numer-
ous social needs in its aftermath, which governments have thus far 
failed to address.

Meanwhile, a growing number of corporations are not only leading 
the way in adjusting to these new economic, environmental and social 
realities, but are also working in conjunction with nongovernmental 
organizations and other stakeholders to help improve the situation. 
These organizations see sustainability as a source of competitive advan-
tage. In this, they act out of rational economic self-interest, but with a 
win-win result for both their shareholders and the greater public. 

From an investment standpoint, the timing of this shift is serendipi-
tous. Companies have an unprecedented volume of data at their 
fingertips to help manage risk as well as to help preserve and grow 

Editorial

Alexander S. Friedman

Kurt E. Reiman

[continued]
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Editorial

shareholder value – just as efforts to standardize and integrate the 
reporting of sustainability factors are gaining momentum. Not only are 
companies thinking more strategically about a wider array of risks to 
their businesses, but also investors are better equipped to incorporate 
this information into their investment views.

But this is easier said than done. Sustainable investing is still unfa-
miliar to many investors, even though the financial services industry 
provides a broader than ever range of investment solutions and ser-
vices to its clients. The business community may be taking a more 
holistic approach to managing risk and building value, but there is still 
a long path ahead before investors have full transparency on corpo-
rate sustainability efforts. And even when sustainability investments 
are applied to a portfolio, they are often treated as a separate sleeve 
rather than considered in the context of the entire spectrum of assets.

We invited practitioners and research professionals from across 
UBS – Wealth Management, the Investment Bank and Global Asset 
Management – to share their insights on this evolving subject of how 
to invest with a sustainability mindset. We also interviewed outside 
experts who have developed specialized insights for measuring the 
value proposition of investing in sustainable companies and the reason 
for incorporating sustainability metrics to preserve and create value.

Our goal with this edition of UBS Research Focus is to evaluate the 
evolution of sustainable investing, anticipate future developments and 
demonstrate why we believe a well-considered sustainability approach 
will add value to your portfolio. 

Your invested assets are already having an impact on the recipients’ 
cost of capital. The question that now needs to be asked should be: 
“Is your money being invested in a way that reflects your values and 
serves your long-term financial interests and fully considers the wel-
fare of future generations?”
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Humble beginnings
Today’s sustainable investing strategies are 
rooted in early ethical investing approaches, 
which date back several hundred years to times 
when Islamic, Jewish and Christian religions 
made economic and investment decisions 
based on their faith (see Fig. 1). The first ethi-
cally oriented investment fund – the Pioneer 
Fund – actually dates back to 1928 during the 
Prohibition Era, when churches encouraged 
investors to avoid investments in alcohol, fire-
arms, tobacco and other “sin” stocks.

The civil rights and environmental movements 
in the 1960s and 1970s ushered in the mod-
ern era of socially responsible investing (SRI) as 
events of the time prompted many investors to 
completely reevaluate their investment decisions. 
SRI emerged as an extension of ethical investing, 
and its focus continued to rest on avoiding com-
panies involved in activities that proved offensive 

to certain investors, such as tobacco, alcohol, 
gambling, pornography, animal testing, geneti-
cally modified organisms and military exposure. 

Divestment from South Africa during the 1980s 
was credited as being one of the key forces that 
ended the apartheid regime. Meanwhile, the 
Three Mile Island partial nuclear meltdown in the 
US, the Chernobyl nuclear fallout in Ukraine, the 
Union Carbide explosion in Bhopal, India, and 
the Exxon Valdez oil spill off the coast of Alaska 
focused attention on environmental issues. 
Activist investing also emerged around this time, 
as major investors sought to not only influence 
the cost of capital of controversial companies but 
also the decisions made by the board of directors. 

Sustainability comes of age
The concept of sustainability, however, first 
emerged on the world stage more than a quar-
ter century ago. It happened in 1987 when the 

What is sustainable 
investing?
Julie Hudson, Maryam Khan, Kurt E. Reiman, Alexander Stiehler

S E C T i o n  1

“ SuSTAinAblE DEvEloPMEnT iS DEvEloPMEnT THAT MEETS THE nEEDS oF THE PRESEnT WiTHouT CoMPRoMiSing 

THE AbiliTy oF FuTuRE gEnERATionS To MEET THEiR oWn nEEDS.”

  Brundtland Commission, Our Common Future
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Fig. 1: Evolution of sustainable investing

1500s 1940s 1950s 1960s 1970s

1928: The Pioneer Fund established 
to enable investors to avoid companies 
involved in gambling, tobacco and alcohol.

1953: Howard Bowen coins the term 
Corporate Social Responsibility (CSR) in 
his book Social Responsibilities of the 
Businessman.

c. 1500s: Ethical investing begins with practices of religious believers who excluded certain invest-
ments and activities to align with their faiths. c. 1970s: The SEC 

begins permitting social 
responsibility issues to 
appear on proxy ballots 
aft er a landmark court 
case, Medical Committee 
for Human Rights versus 
SEC.

1971: Pax World Funds 
founded as the fi rst ethi-
cal mutual fund.

United Nations’ Brundtland Commission published 
its groundbreaking report entitled Our Common 
Future, which stated that “sustainable develop-
ment is development that meets the needs of the 
present without compromising the ability of future 
generations to meet their own needs.”1 

But for much of the decade that followed, the 
planet’s carrying capacity and the world’s social 
frictions were less of a priority to investors, given 
the steady decline in poverty rates, low and 
falling commodity prices, above-trend rates of 
economic growth in developing countries and a 
generally muted business cycle. 

However, perceptions began to change in the 
early years of the new millennium because: 

• High-profi le company failures and the US 
subprime mortgage meltdown put the spot-
light on questionable corporate governance 
practices

• Rising global consumption of commodities 
alongside economic development in highly 
populated emerging market economies began 
to place upward pressure on the prices of most 
natural resources

• Income inequality grew more widespread in 
developed and developing countries alike

• Evidence of environmental degradation, such 
as climate change, water scarcity, air pollution 
and strip mining grew more widespread. 

Section 1

Negative screening: Excludes specifi c investments or classes of investment from the investible universe such as companies, sectors and countries.

1977: The Sullivan 
Principles developed, 
which encouraged divest-
ment and ultimately 
forced businesses in 
South Africa to draft  
charter calling for end 
to apartheid.

Source: UBS, as of 5 June 2013
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Responding to pleas for companies to play 
a greater role in solving these problems, the 
United Nations launched its Principles for 
Responsible Investment (PRI) in 2006 to provide 
voluntary guidelines for fi nancial institutions and 
investors to integrate and address environmen-
tal, social and governance (ESG) factors in their 
investment decision-making process (see Fig. 2). 

Consequently, sustainable investing has 
evolved from its early focus on restricting 
investments and divestiture to one that also 
incorporates sustainability considerations as a 
positive input when evaluating the underlying 
value, risk and return potential of companies. 
At UBS, we have developed our own defi nition 
of “sustainable investing.”

Building on traditional investment 
approaches, sustainable investing incor-
porates environmental, social, governance 
and other fundamental sustainability fac-
tors into the investment decision-making 
process to both preserve and create value 
for investors. This rounded approach to 
investing seeks to generate competitive 
risk-adjusted returns. It also provides a 
framework that enables investors to have 
their values refl ected in their fi nancial 
portfolio and have a positive impact on 
society through their investments.

Sustainable investing, properly implemented, 
goes beyond the mere integration of ESG issues 
within the investment process. One could argue 

What is sustainable investing?

1980s 1990s 2000s 2010s

Integration of ESG factors in fi nancial analysis: Explicit 
inclusion of ESG risks and opportunities into traditional fi nancial 
analysis and investment decisions based on systematic process.

Engagement and voting: Active ownership through voting of shares and engagement with companies on ESG matters. A long-term process 
seeking to infl uence behavior or increase disclosure.

Impact investing: Investments made into companies, organizations and 
funds with the intention of generating social and environmental impact along-
side fi nancial return.

Sustainable theme investing: Investment in themes or assets linked to the develop-
ment of sustainability. Thematic funds focus on specifi c or multiple ESG issues.

Best in class: Diversifi ed active portfolio strategy where best-performing investments within a universe, category or class are selected based on ESG criteria.

1985: The Social Investment Forum 
established to advance investment prac-
tices that factor in environmental, social 
and governance (ESG) considerations.

1987: Brundtland Commission 
coins its sustainable develop-
ment defi nition.

1989: The annual SRI in the 
Rockies Conference begins.

1990: First SRI mutual 
fund – the Domini Social 
Index – created.

1999: The Global Reporting 
Initiative (GRI) launched; over 
11,000 companies now use 
the GRI framework.

2006: The UN launches its 
Principles for Responsible 
Investment (PRI) with the 
goal of creating a sustain-
able fi nancial system.

2010: The International Integrated Reporting 
Council (IIRC) launched to promote corporate 
reporting of all aspects of value creation.

2012: The Sustainability Accounting 
Standards Board begins developing standards 
for the disclosure of material sustainability 
issues in annual SEC fi lings.
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Section 1

that it could simply be called “investment,” 
for it denotes the taking into account of all rel-
evant inputs to the investment decision-making 
process. Nevertheless, ESG integration is still 
a much-needed discipline for the simple rea-
son that economics and financial analysis, and 
indeed corporate strategy and reporting, as cur-
rently implemented, tend to work on the basis of 
models in which environmental and social costs, 
benefits, assets and liabilities are “externalized.” 

This can make ESG integration a challenge, and 
investors need tools to help them deal with the 
difficult job of seeing the forest for the trees 
in the increasingly available ESG-related data. 
Fortunately, common reporting and accounting 
standards are emerging, as we discuss in Section 
3. Consequently the landscape of sustainability-
relevant data is in the process of being ratio-
nalized and put on the same quality plane as 
traditional financial data.

Sustainability goes mainstream
Sustainable investing strategies have seen 
positive inflows over the past several years, 
outpacing the overall growth of assets under 
management in Europe and North America 
– the regions where sustainability has had its 
greatest uptake (see Fig. 3).2 In its 2012 review, 
the Global Sustainable Investment Alliance 
estimated the size of the sustainable investing 
markets at $13.6 trillion globally, which repre-
sents more than 20% of assets under manage-
ment in the regions surveyed.3 The sustainable 

investing strategies with the most invested 
assets are exclusion strategies (for example, 
“negative screening”) and those that integrate 
ESG criteria. Impact investing, a relative new-
comer in the sustainability arena, has fewer 
assets than other strategies but also has strong 
potential for future growth. 

We expect assets under management in sus-
tainable investing strategies will continue to 
grow in the coming years thanks to intensifying 
awareness among investors about environmen-
tal, social and governance concerns. We also 
believe greater information and transparency on 
ESG considerations will enable investors to bet-
ter manage risk and assess how companies are 
preserving and creating value, as we discuss in 
Section 3. In Section 4, we consider the ques-
tions investors need to ask when constructing a 
sustainable portfolio. But first, in Section 2, we 
will take a look at the ways sustainable investing 
can deliver improved risk-adjusted performance. 

Source: PRI Association, UBS, as of 30 June 2013
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within the investment decision-making process 
does exactly that (see Fig. 1). 

We see the rationale for a sustainability focus in 
investment portfolios as clear, in the sense that 
it helps address these two significant concerns 
about volatility and risk. However, many investors 
continue to question the performance results, 
assuming that a focus on sustainability implies 
some sort of trade-off. Although certain sustain-
ability-oriented funds may have generated mixed 
performance results in the past, this is no differ-
ent than with any active investment approach. 
Moreover, there is evidence to indicate that com-
panies with higher sustainability scores can and 
do generate better financial performance.

And as we wrote in Section 1, performance 
may be only one consideration when investing 
through a sustainability lens; impact investing 

Seeing the bigger picture
The 2008-09 global financial crisis and eco-
nomic downturn may have shifted investor 
attention to longer-term trends and themes 
and away from short-termism. We believe 
investors now place a greater premium on 
reducing volatility in their portfolio given the 
wide swings in equity markets since the turn 
of the millennium. 

There are several possible approaches to a 
strategy of risk reduction. One is to reduce risk 
assets in a portfolio. The shift to asset liability 
management (and away from riskier assets such 
as equities) currently visible in the defined ben-
efit pension fund market is a good example. 
An alternative approach is to search for ways 
to account for a broader spectrum of risks rel-
evant to invested assets. The integration of envi-
ronmental, social and governance (ESG) issues 

What are the benefits of 
sustainable investing?
Julie Hudson, Maryam Khan, Kurt E. Reiman, Alexander Stiehler, Eva Zlotnicka

S E C T i o n  2

Climate change

Environment policy

Sustainability best practice

Environment management

Water supply

Sustainable transport

Waste management

Consumer rights

Supply chain management

Health and safety

Product safety

Labor relationships  
including relationships  
with unions

Community relations

Stakeholder relations

Board structure

Executive pay

Shareowner rights

Accounting / audit

Fund governance

Advisory committee  
powers and 
composition

Valuation issues
Business ethics

Conflicts of interest
Fee structures

FunDSCoMPAniES

Environmental Social Governance

Fig. 1: Examples of environmental, social and governance factors

Source: PRI Association, UBS, as of 30 June 2013

“ CEASE bEing inTiMiDATED by THE ARguMEnT THAT A RigHT ACTion iS iMPoSSiblE bECAuSE iT DoES noT yiElD 

MAxiMuM PRoFiTS, oR THAT A WRong ACTion iS To bE ConDonED bECAuSE iT PAyS.”

  Aldo Leopold, A Sand County Almanac
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shorter-run financial performance assessments 
of, say, three to five years may be inappropriate. 
Some of the opportunities and risks these funds 
take into account can be uncertain in terms of 
scope and timing. We note that this is not just 
a problem for sustainability funds – it can hap-
pen to other investment styles, too. Those with 
long memories will remember the “small-cap 
effect” (the belief that small companies outper-
form large ones) which disappeared as soon as it 
had been proven to exist in academic research; 
or, more recently, the inescapable underperfor-
mance of value funds during the tech bubble 
followed by their dramatic reversal in early 2000. 

In addition to funds, investors can also assess the 
track record of broad sustainability indexes as 
a proxy for the relative performance of sustain-
able investing strategies. For example, the MSCI 
KLD 400 Social Index is a well-known index that 
includes 400 US companies with strong ESG rat-
ings and also screens out companies with certain 
potentially objectionable business activities. Since 
its inception in the early 1990s, the index has 
delivered competitive results when compared to 
the broader US equity market but not substantial 
outperformance (see Fig. 2). 

Sustainable investing is not always about risk 
reduction, indeed some approaches are higher 
risk, requiring a more sophisticated fund holder. 
These include thematic portfolios, which are 
less well-diversified than broader portfolios 
because they focus on companies relevant to, 

and values-based investing strategies may be 
equally or even more important than perfor-
mance to some investors. We take a look at 
these potential benefits, too.

Sustainability funds manage to keep pace
One of the main concerns people have with 
sustainable investing funds is in the area of per-
formance. The general perception is that inves-
tors cannot achieve outperformance with this 
investment approach and might even have to 
sacrifice returns.

This belief may flow from the enormous 
amount of academic research that has been 
published about the financial performance of 
sustainable investing funds over the past several 
years.1 The literature concludes that sustainable 
investing strategies perform about in line with 
mainstream benchmarks.2 Finance theory holds 
that actively managed portfolios should diverge 
from the benchmark in proportion to the risk 
taken – the so-called “tracking error.” On aver-
age, active funds are expected to underperform 
by the investment costs. The unexciting con-
clusion that it makes little difference is there-
fore noteworthy, since it suggests that ESG or 
socially responsible investing (SRI) funds are 
not consistently suffering the “return sacrifice” 
so often heard in discussions of sustainable 
investing.

Some portfolios specializing in sustainable invest-
ing take their cue from long-term trends. Thus, 

Section 2

Source: Bloomberg, FactSet, UBS, as of 3 July 2013
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Fig. 2: Sustainable investing offers competitive results

MSCI KLD 400 Social Index versus MSCI US Index (June 1990 = 100)

Source: Bloomberg, UBS, as of 3 July 2013
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What are the benefits of sustainable investing?

for example, water scarcity mitigation or climate 
change. To many, such portfolios seem much 
more promising than “exclusion” portfolios. But 
even a thematic approach has its limitations. 
Consider the concept of alternative energy. 
Conceptually speaking, alternative energy is con-
nected to the idea of sustainability, but if deliv-
ered through listed solar and wind companies, 
it immediately takes on sector risk characteris-
tics that have little to do with sustainability. For 
example, a solar company is, in effect, a hybrid 
of silicon (part semiconductor) and assembly 
(part industrial) indicating that this sector will be 
fiercely competitive, potentially cyclical and vola-
tile in the short run in share price terms. 

Many alternative energy companies were rela-
tive startups in 2010, making it unlikely that 
investors would see a return of cash in the form 
of dividends. The investor in any sector hav-
ing this sort of risk profile – competitive, cycli-
cal, volatile, cash hungry – needs a strong risk 
appetite and a flexible time horizon. As Fig. 3 
illustrates, investors in the S&P Global Clean 
Energy Index “sacrificed” returns, not because 
they were invested in sustainability but because 
of the risks specifically associated with the lim-
ited universe of companies available to provide 
exposure to the theme.

The S&P Global Water Index, which is also asso-
ciated with sustainability, appears to be less vola-
tile and has behaved quite differently. We stress 
that this says nothing about future returns. The 
key point illustrated here is that investors should 
not view the risks and opportunities associated 
with each sustainable investing theme in isola-
tion, but should consider them as part and par-
cel of everything relevant to the fundamentals.

better company performance
While funds and indexes may generate mixed 
results compared to traditional equity bench-
marks, there is evidence to show that sustainable 
companies generate outperformance. Academic 
research is virtually unanimous in showing that 
sustainability efforts – either through a focus on 
ESG considerations or a broader corporate social 
responsibility commitment – lower a firm’s cost 
of capital and improve access to financing.3 If 
sustainability considerations can lower a firm’s 
cost of capital, there is reason to believe that 
companies can also produce better financial 
results. And again, the vast majority of academic 

studies conclude that ESG integration strategies 
also lead to better financial performance.4 

A landmark 2011 Harvard Business School study 
analyzed the benefits to investors when com-
panies pursue sustainability compared to those 
that follow a traditional approach.5 There is a 
very clear survivorship bias in the study, since the 
180 companies the authors selected were ones 
that were in business for the entire survey period 
from the early 1990s to 2010. Having said this, 
the companies that incorporated the needs of 
various stakeholders and took a broader view of 
ESG risks outperformed the companies that did 
not by a wide margin, and they also experienced 
lower volatility (see Fig. 4). 

Several studies issued in the past few years tell 
a similar story about the potential benefits of 
applying a sustainability framework to the com-
pany selection process. MSCI, using its own ESG 
methodology, evaluated different sustainability 
strategies – negative screening, a tilt to higher 
ESG scores and ESG ratings migration – to see if 
any achieved outperformance versus the broader 
market over a period spanning 2007 to 2012.6 
Although the window is too short to be defini-
tive, each strategy boosted performance and 
resulted in better average portfolio ESG scores 
– all while keeping the portfolio characteristics 
similar to the respective benchmark. European 
researchers also studied whether a best-in-class 
screen would yield benefits to investors.7 The 
authors selected 85 companies from among the 

Source: Eccles et al. (2011), as of 3 July 2013
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Fig. 4 : Sustainability culture yields outperformance
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S&P 500 that had taken steps to integrate social 
and environmental issues into their business 
strategy from 2006 through 2010 and found 
that these companies generated better perfor-
mance and also withstood the financial crisis 
better than the broader S&P 500 index.

value creation and preservation
In our view, a sustainability focus can yield bet-
ter company performance through two main 
channels: more robust risk management and 
concentrated attention on long-term value cre-
ation. Today, market participants focus much 
more on a company’s intangible assets – R&D, 
reputation, management of externalities – for 
insight into long-term performance, with an 
estimated 80% of market value today driven 
by these factors (see Fig. 5).8 Therefore, under-
standing corporate attitudes about ESG issues 
can inform investors not only about a firm’s 
“true” valuation and potential for long-term 
success but also about exposure to significant 
business and operational risks. 

The concept of the “triple bottom line” is 
becoming more mainstream – the idea that a 
successful business is one that delivers economic, 
social and environmental benefits.9 It rests on 
the premise that businesses do not operate in a 
vacuum, that they are embedded within larger 
environmental and social systems, and that their 
success directly depends on preserving and add-
ing to the foundation on which they operate.

A stitch in time saves nine
In the past, many companies had an unstruc-
tured approach to managing downside risk, 
treating the cost of a range of potential nega-
tive outcomes as externalities. These costs 
were silently borne by society and the environ-
ment without much analysis into how dam-
aging – and expensive – they actually were. 
Such attitudes were prevalent in extractive 
industries where managing resources ineffi-
ciently or ignoring unsafe working conditions 
proved harmful to society and the environment 
at large, as well as business. But this mind-
set also applied to a wide range of industries. 
Since so much shareholder value today is intan-
gible, quantifying downside risk can be tricky. 
However, capabilities exist – both internally 
within firms and externally – to calculate and 
attach a monetary value to these risks. 

Section 2

After the volatility caused by years of short-
term profit-maximizing strategies, investors 
have begun to demand greater awareness 
from corporations about a broader spectrum of 
risks. Simultaneously, companies have realized 
that these externalities are expensive for them 
as well, and can irreparably erode intangible 
value drivers like brands, credibility and trust. 
Allegations of child labor in an Indonesian fac-
tory, an oil spill in the Gulf of Mexico and media 
attention on job offshoring can cripple compa-
nies and destroy shareholder value; stock prices 
can take years to recover. 

Thus, outside pressure coupled with evolving 
attitudes within corporations has meant exter-
nalities are now being “internalized.” Company 
managements are beginning to understand that 
external shocks that damage reputation have 
severe knock-on effects on brand equity and the 
subsequent ability to position and price products 
and services in a premium segment. Damage to 
brand equity in an era of extremely rapid com-
munications and social networking can cascade 
to financial damage very rapidly. In other words, 
a “stitch in time” approach actually saves com-
panies money over the long run.

For investors, being on the lookout for firms 
with better risk management techniques could 
also yield more stable returns in a portfolio. 
Firms that focus on delivering value to stake-
holders – not maximizing profitability at the 
expense of everything else – are likely to be less 
susceptible to volatile ups and downs.

Source: Ocean Tomo (2010), UBS, as of 3 July 2013
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What are the benefits of sustainable investing?

Beyond charity to value creation
Creating value through sustainable business 
initiatives takes this concept one step further. 
In a deleveraging society where governments 
have had to cut corners on social programs, pri-
vate companies can actually step in to fill social 
needs while increasing profitability. Sustainable 
value creation adds to the concept of corpo-
rate social responsibility and corporate philan-
thropy and presents social and environmental 
needs as unique business opportunities (see Fig. 
6).10 Innovation is critical to achieving this value 
creation; not only must management look for 
opportunities in previously unchartered territory, 
but they must reevaluate strategies and develop 
new products and services while simultaneously 
fulfilling business aims. 

According to a Harvard Business Review article 
by Robert Eccles and George Serafeim, achieving 
financial performance with the twin aim of ESG 
integration actually depends on a firm’s ability to 
identify the ESG issues most relevant to enhanc-
ing shareholder value and consistently gener-
ate innovative products, processes and business 
models in line with its sustainability priorities.11 
This means that despite efforts to standard-
ize ESG practices, there will be nuances spe-
cific to the core businesses and platforms that 
firms must continually evaluate and leverage. 
We believe changes in company reporting and 
accounting standards, as discussed in Section 3, 
can help steer these efforts. Future investment 
returns will be driven by the innovative, forward-
looking and flexible firms that are able to disrup-
tively innovate to address societal challenges.12

From performance to making an impact
For some investors, the main objective may be 
the medium- to long-term social impact of com-
panies in a portfolio, with the expectation that, 
in well-run companies, financial performance 
will follow from skillful execution. It may, at the 
extreme, be impossible to prove in someone’s 
lifetime that their investment approach was best 
in class. On the other hand, major “black swan” 
events, such as the credit crunch, have served 
as a demonstration of the importance of taking 
apparently nonfinancial issues (such as sustain-
able lending practices) into account in invest-
ment choices. As recent events have shown, the 
long run has an interesting habit of turning into 
the short run with astonishing speed.

Impact investing, although still a niche market, 
offers investors a hands-on approach to solving 
social and environmental problems while generat-
ing a nominal financial return (see Fig. 7). Unlike 
other sustainable investing approaches where 
progress on social and environmental issues may 
be a beneficial side effect, making a measurable 
beneficial impact is an intentional part of impact 
investing strategies. The Rockefeller Philanthropy 
Advisors, early pioneers of impact investing, 
describes it as “investments made into compa-
nies, organizations, and funds with the intention 
to generate measurable social and environmental 
impact alongside a financial return.”13 

For years, governments have invested in develop-
ment projects through a range of vehicles, includ-
ing private equity, debt and structured investments. 
At a time when developed country governments 
have more limited resources, private investors are 
looking to fill the void with the aim of injecting 
capital into businesses and funds they think will 
leverage “the positive power of enterprise.”14

Microfinance is the most popular vehicle, offer-
ing financial services to startup enterprises and 
low-income family businesses. The aim is to 
improve living standards by providing financial 

Fig. 6: Creating corporate value from sustainability
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companies has its trade-offs for investors seek-
ing to make an impact. Investors who liquidate 
positions in objectionable companies are no 
longer able to vote their proxy to more directly 
influence boards of directors and company man-
agement. Therefore, given the many different 
approaches and philosophies available in the 
impact investing arena, investors should carefully 
define the approach that best suits their objec-
tives, mission and values. 

The values in sustainability
One final point on the benefits of sustainability: 
“In the long run we are all dead.” This well-
known dictum is a good description of traditional 
economics and may be read to suggest that sus-
tainability is a matter of sacrificing return to future 
generations. However, it ignores issues such as 
intergenerational equity, which suggest that we 
should leave the environment (the planet) as we 
would like to find it. In short, it ignores values, 
and the fact is that values matter to investors 
from many perspectives – whether that means 
thinking in terms of the big picture and social jus-
tice or of their immediate situation; the desire to 
look after the interests of grandchildren; or family 
business founders looking to leave a sustainable 
legacy for the next generation.

resources and insurance to people with limited 
access to lending. Impact investing also sup-
ports small- and medium-sized enterprises in less 
developed countries to create jobs and access to 
basic needs, such as food, shelter and energy. 
In this way, impact investors generate a positive 
social impact by facilitating sustainable economic 
development at the local level.15 

Examples of impact investing range from large-
scale community lending platforms like Grameen 
Bank to citywide housing funds to online micro-
lending social enterprises like Kiva, where an 
investment of as little as $25 can help support 
small-scale business in the developing world. 
Along with investing in new businesses, impact 
investing is available as a fixed income vehicle 
through initiatives like World Bank green bonds 
and social impact bonds (SIBs). First introduced 
in the UK in 2009 to support prisoner rehabilita-
tion, SIBs aim to connect funding for social proj-
ects with private investors who will earn a return 
if certain goals are met. Although “pay for suc-
cess” programs like this are still in their infancy, 
Australia and some US municipalities have intro-
duced similar incentive programs to lower the 
recidivism rate.

In the broadest sense, investors make an impact 
with the capital they deploy whether intentional 
or not. Taking sustainability considerations into 
account already begins the process of redirecting 
capital to reward certain companies and penal-
ize others. However, complete divestment of 

Section 2

Note: If an investor reports using two strategies for certain assets, the assets are counted twice 
(once in each strategy).
Source: Global Sustainable Investment Alliance (GSIA), UBS, as of 30 June 2013
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material sustainability issues for the benefit of 
investors and the public. Another nongovern-
mental organization (NGO), the International 
Integrated Reporting Council (IIRC) is undertak-
ing an important initiative, a reporting frame-
work rooted in the general accounting principle 
that company reports should provide a “true and 
fair” account of company activity.

Discovering a company’s intrinsic value
Information forms the basis of all invest-
ment decisions. Benjamin Graham and David 
Dodd’s 1934 guide to valuing securities enti-
tled Security Analysis provides investors with 
a logical, fact-based framework for making 
investment decisions driven by fundamental 
information.1 The book was at least partly a 
reaction to the market collapse of the 1930s 
and the subsequent discovery that many stocks 
had been priced based on emotional consid-
erations, rumors or other forces that were not 
tied to business fundamentals. At the heart of 
this approach was “intrinsic value,” an esti-
mated value based on financial statements and 
other available information that could be com-
pared to market prices. 

It is important to note that the determination of 
intrinsic value, according to Graham and Dodd, 
not only required statistical data from financial 
statements, but also “… qualitative factors … 
(such as) … the nature of the business; the rela-
tive position of the company in the industry; 
physical, geographical and operating characteris-
tics; the character of the management; [and] the 
[longer-term outlook] for the unit, industry and 
business in general.”2 Clearly, Graham and Dodd 
meant that financial projections or measures of 
valuation would be influenced by these factors 
and that the investor would place a premium or 

How can sustainability  
be evaluated?
 
bruno bertocci, Julie Hudson, Maryam Khan, Kurt E. Reiman, Eva Zlotnicka

The next evolution in reporting
In addition to greater awareness of and atten-
tion to environmental, social and governance 
(ESG) factors, the steady growth in sustainable 
investing strategies is also the result of more 
widely available information and greater trans-
parency on these issues. Never have companies 
reported or analysts tracked as much data and 
information as they do today. Yet as we said ear-
lier, traditional company reports are incomplete 
in that they do not account for the myriad of 
intangibles that constitute a company’s valua-
tion. Investors can try to close the information 
gap by seeking relevant facts about ESG issues 
and directing their assets in a way that makes an 
impact and reflects their values.

Company reporting is constantly evolving. US 
companies were forced to standardize report-
ing following the Great Crash of 1929 and 
the Great Depression. The Securities Exchange 
Act of 1934, which created the SEC, called for 
companies to periodically report their financial 
statements, as well as immediately announce 
any material changes that could affect the 
stock price – all with the aim of helping to pro-
tect investors and provide greater transparency 
around the health of publicly listed companies. 
Information that most investors take for granted 
today was actually quite novel in the 1930s and 
1940s. We expect sustainability accounting stan-
dards and integrated reporting to form the next 
phase in this evolution.

Sustainability data are steadily becoming more 
comprehensive, despite the many different 
ways to account for it (see box on page 16). 
The Sustainability Accounting Standards Board 
(SASB) provides standards for use by pub-
licly listed corporations in the US in disclosing 

S E C T i o n  3

“ A MATTER iS MATERiAl iF THERE iS A SubSTAnTiAl liKEliHooD THAT A REASonAblE PERSon…RElying uPon  
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ASSESSing An iTEM’S MATERiAliTy.” 

  Securities and Exchange Commission
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Accounting for sustainability

Around the world, accounting regimes fall into two categories: principles-based and rules-based. 
Principles-based accounting (such as International Financial Reporting Standards) is a concep-
tual framework of objectives, whereas rules-based accounting (such as US Generally Accepted 
Accounting Principles) has a strict set of detailed rules. The two are gradually converging to 
accommodate globalization, but both are valid and valuable for measuring, reporting and evalu-
ating sustainability. 

In the US, sustainability accounting is currently more rules-based, which does not lend itself to 
nuanced decision making as readily as the principles-based standards that are more common out-
side the US. As accounting standards for sustainability information are developed and standard-
ized, however, we believe that the data will increasingly move toward a more principles-based 
methodology and will be integrated into corporate financial statements.

At UBS, our mostly principles-driven approach to ESG analysis recognizes the challenges inherent 
in measuring, reporting and evaluating sustainability – an indicator or metric may say something 
about a company’s exposure to an issue, but does not necessarily indicate whether any given 
company will respond successfully to it in the context of competitive industry conditions. As this 
suggests, there is room for both approaches, and, at times, they may be complementary.

discount on the business based on the relative 
merits of these factors.  

uncovering the material information
In modern, knowledge-based businesses with 
fewer physical and more intangible assets, fun-
damental sustainability factors are especially 
helpful. Today’s financial statements shed less 
light on the business model that created them 
than those of an industrial manufacturing busi-
ness in 1934 when financial reporting was first 
mandated. 

We believe ESG factors are no different from the 
many other pieces of information considered in 
investment analysis and regarded as “financial.” 
One way to identify these factors is simply to 
list the possible issues or values one might care 
about and identify data points that give infor-
mation about those issues. There are numerous 
data and index providers who handle the enu-
meration and collection of such data by sifting 
through public reports and by issuing surveys for 
companies to complete. 

Another approach, and one we apply through 
our research products and investment decisions 
at UBS, is to begin by framing the competitive 
and strategic forces that have a material effect 
on an industry’s future dynamics and equip 
investors and analysts with the know-how to 
evaluate a company’s exposure to and handling 
of those forces. If competitive conditions are fully 
described, by definition relevant ESG drivers will 
be present in the analysis. The key in the latter 
approach is to be sector- and context-specific 
in order to address the all-important materiality 
question facing investors. 

At UBS, the “Global ESG Analyser” – a report 
that compiles this evaluation from across UBS 
Investment Bank equity research – can be a 
valuable addition for investors that want an all-
around perspective on sectors and companies 
that takes sustainability into account. It is differ-
entiated from traditional ESG indices3 because 
UBS analysts identify and frame the risks and 
substantive issues affecting companies in their 
coverage universe.

Section 3
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can lead to product obsolescence; excessive debt 
can cause a credit problem. On the other hand, 
desirable products sell at a premium to the com-
petition and generate high margins.  

Fundamental sustainability metrics can help 
reveal these diff erences and allow investors to 
make better, more informed investment deci-
sions. The fuel effi ciency of an auto manufac-
turer’s fl eet, the defect rate, JD Power crash test 
scores, labor accident statistics and other data 
all help describe the diff erence between one 
automotive business model and another because 
they ultimately help explain brand equity, mar-
ket positioning, pricing and customer demand. 
In the extractive industries, we would see safety 
as absolutely core to the business, not just an 
ESG issue. In view of this, we would expect fully 
transparent reporting to include numbers such 
as “near misses,” which are recognized as hav-
ing predictive power.

Information is material if it aff ects company valu-
ation through future earnings prospects, assets 
and liabilities, and risks, as well as the long-run 
competitive landscape and strategic drivers of an 
industry (see Fig. 1). If ESG factors can aff ect the 
items that need to be assessed in order to reach 
an estimation of intrinsic value, then the data 
are material. By overlooking or excluding ESG 
factors, investors could create an incomplete or 
possibly erroneous assessment of intrinsic value. 
Errors in this assessment can lead to mistakes, 
such as overlooking a valuable asset or excluding 
an asset impairment or potential “tail” risk. 

Material sustainability data lend rigor to the anal-
ysis of companies. For example, a company can 
generate a high return on equity (ROE) in many 
ways, including constraining capital investment, 
levering the balance sheet or generating high 
margins. While the reported ROE might be the 
same in all three cases, there are profound impli-
cations for future outcomes. Underinvestment 

How can sustainability be evaluated?

Fig. 1:  identifying when a sustainability issue is material to a sector

Source: “From Transparency to Performance,” Initiative for Responsible Investment, S. Lydenberg, J. Rogers, D. Wood, June 2010
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the interplay of sustainability issues material or 
potentially material to the core business are as 
important as how companies communicate this 
information to investors. We also stress that inte-
grated reporting is not equivalent to sustainabil-
ity; a good-quality integrated report would bring 
together all the information that is core to the 
company strategy, including sustainability issues. 

Thus, the current integrated reporting discussion 
envisages a multi-stakeholder report in which the 
company strategy is the focal point, and technol-
ogy allows the users to fi nd the information rel-
evant to them, with a full understanding of how 
it relates to the business. This suggests that while 
the specifi c information needed by individual 
stakeholders may vary, the result is essentially still 
the same image of the company no matter the 
angle of approach. Integrated reporting is still 
in its infancy and until it becomes more main-
stream, investors are going to have to rely on 
their own know-how and the resources available 
to make their own decisions.

From shareholder to stakeholder
As we mentioned in Sections 1 and 2 of this 
report, traditional capital market models that pri-
marily focus on the shareholder are being ques-
tioned in the aft ermath of the 2008-09 global 
fi nancial crisis. The search for a more robust 

quality communication
Investors are clearly well-served by using the 
broadest material data they can obtain, but sus-
tainability reporting will only improve investment 
outcomes if it is done the right way. 

In essence, high-quality company reports enable 
insightful connections among key pieces of 
information in the context of the investment 
decision-making process. Such reports give a 
clear view of the relevant elements of the fi rm’s 
strategy and progress, not forgetting risks and 
challenges, and how the company is dealing 
with them. Good disclosure allows long-term 
“unquantifi able” risks or opportunities to be 
taken into account, and also makes it clear how 
relevant material ESG issues link to the core 
strategy. However, most companies treat fi nan-
cial reporting separately from their corporate 
sustainability and responsibility reports. The lat-
est push is to integrate fi nancial and sustainabil-
ity information within the context of the overall 
business strategy – an eff ort known as “inte-
grated reporting” (see Fig. 2).

Integrated reporting is much more than an 
eff ort to staple together a company’s fi nancial 
statement, and its sustainability report into a 
“one-size-fi ts-all” report. The ways companies 
are looking at their own core strategies and at 

Section 3

Fig. 2: integrated reporting fuses fi nancial, strategic and sustainability factors

Source: Q-Series®: What is “Integrated Reporting”?, UBS Investment Research, J. Hudson, H. Jeaneau, E. Zlotnicka, 20 June 2012
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investment approach has enhanced the value 
and importance of ESG integration and has 
drawn attention to a broader array of stakehold-
ers rather than just shareholders. The integrated 
investment model rests on integrated analysis 
which in turn relies on an integrated reporting 
model, only possible if it is underpinned by the 
fully integrated business model in which good 
governance delivers the right balance among 
stakeholders – short- to medium- and long-term 
investors, sustainability specialists, regulators, 
nongovernmental organizations, customers, 
suppliers, and the community and its environ-
ment. For stakeholder models to do their job in 

How can sustainability be evaluated?

delivering a sustainable approach to investment 
(from all perspectives), ESG integration in eco-
nomics, investment decision making and invest-
ment analysis, corporate strategy and reporting 
is required.



Reengergized

assets more holistically. Currently, too much of 
this work is done in silos. There are CFOs who 
use their models and have a certain understand-
ing of risk. Then there are chief sustainability 
officers trying to demonstrate the company is 
doing “less bad,” or the human resource man-
agers who are trying to cultivate a productive 
and innovative culture. Integrated reporting, 
as envisioned by the International Integrated 
Reporting Council, is designed to help remove 
the walls among these groups and have them 
apply integrated thinking.

But is this all just downside?
For those companies who look at environmen-
tal and social risks as an opportunity to improve 
business processes, strengthen the social license 
to operate, and gain a competitive advantage, 
we should be able to see a financial impact. To 
date, there have been few attempts at quantify-
ing the upside of proactive management of envi-
ronmental and social issues. 

Can you give us an example of  
value creation?
Scholars at Wharton analyzed the financial 
impact of stakeholder relations in the gold min-
ing industry and found evidence of value cre-
ation.2 Mines with better stakeholder relations 
achieved higher financial valuation, because 
it reduced the risk of costly delays and other 
disruptions at the mine. For riskier mines, it is 
a different story: reduced likelihood of extract-
ing the gold on schedule, higher discount rate, 
lower valuation and riskier investment. The 
scholars concluded that the quality of stake-
holder engagement explains the difference 
between a high value company and a low value 
company, all else being equal. It’s a significant 
value-add – estimated at twice the value of the 
gold in the ground. We may see similar effects in 
water extraction, extractive industries in general 

Why might a focus on sustainability be so 
important to investors?
The challenge of sustainability is that it is pri-
marily a matter of environmental and social 
externalities, which are typically not fully priced 
in the goods and services that are bought and 
sold. Consequently, something that has inher-
ent value is treated as if it were free in our mar-
ket economy, such as a healthy and productive 
ecosystem or stable climate. That said, over the 
past 40 years, scientists have been getting better 
at evaluating the impact of industrial activity on 
human health and the environment – ranging 
from industrial accidents to unsafe labor policies 
– and it is possible to provide a dollar estimate of 
the impact. As it increases, so does the risk that 
society will no longer accept the rising cost to 
human health and well-being.

For investors, the challenge is anticipating when 
society is no longer willing to bear the costs. 
There can be protests, boycotts, public shaming 
or media reports, which individually or combined 
can put a company in the hot seat when a social 
or environmental issue arises anywhere in its 
value chain. The longer a company ignores the 
issue, the greater the potential for financial and 
reputational damage. For investors, this is down-
side risk and drives down stock price.1 Estimating 
when something might go wrong and how big 
the impact might be on a company will become 
increasingly important. 

Can you measure the value of these envi-
ronmental and social externalities?
You have to be creative and willing to think 
outside the box. Much of the knowledge will 
not come from traditional business analytics or 
what is taught in the standard business school 
curriculum. This is an interdisciplinary challenge 
and people are needed from a variety of back-
grounds to evaluate environmental and social 

Interview with Dinah A. Koehler, ScD

Dinah Koehler, ScD conducts research on sustainability at Deloitte 
Research – the research division of the Deloitte US firm. She 
holds a Doctor of Science in Environmental Science and Risk 
Management from Harvard’s School of Public Health and has 
worked in the public and private sectors and academia.
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linked, an integrated report has the potential to 
increase investors’ understanding of a company’s 
value-creation potential.  

How does a company prepare an  
integrated report?
It is challenging for most managers to think 
more broadly, across multiple financial and non-
financial dimensions and in terms of systems. 
The integrated report should aim to inform how 
an organization’s strategy, governance, perfor-
mance and prospects lead to the creation of 
value over the short, medium and long term. 
This will require an efficient and comprehen-
sive process of evaluating what is important to 
a company in various time frames and across 
the capitals. The real challenge may be navigat-
ing the inter-dependencies and uncertainties. 
Humans in general are not very good at making 
complex decisions under uncertainty. The good 
news is that techniques have been developed in 
“decision sciences” – a multidisciplinary treat-
ment of the relevant issues in making a decision 
– to address these kinds of problems and they 
need to be deployed more effectively in the cor-
porate context.5 

in five years, can we look back and say 
that the way a company reported was so 
antiquated?
Perhaps, although the debate on what com-
panies ought to disclose will likely continue. 
Investors play a role here by asking those tough 
questions about how corporate leadership is pre-
paring for the future. Generally speaking, stake-
holders will continue to become increasingly 
aware of and concerned with the impact on 
environmental and human well-being associated 
with how we produce and consume goods, and 
may become less willing to pay the price. 
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and with those companies who have long-lived 
assets whose successful deployment depends on 
a strong license to operate and grow. 

What can investors gain from greater 
transparency?
Reporting on environmental and social issues is 
an evolving area, voluntary and not standard-
ized. The result is a general lack of consistency 
in what companies share with their investors 
about what they monitor, and why. As already 
mentioned, the full cost of social and environ-
mental externalities is not priced in the market-
place, although the risks and costs to society 
and companies are ever-present. It’s important 
to consider the risks and whether management 
has established a track record of managing them 
effectively. If they don’t effectively manage the 
risk, the likelihood that something goes wrong 
can increase. 

This is akin to insurance: The investment pays off 
when something bad happens and the company 
does not have to pay the full cost. Indeed, “the 
best return on an insurance policy is no return 
at all.”3 Because environmental and social issues 
tend to pose a downside risk for companies, 
managing the risk really means reducing the loss. 

It’s very hard for companies to hide informa-
tion on their environmental and social impact 
in today’s social media world. As the public 
becomes more aware of the impact and tra-
ditional and social media broadcast the infor-
mation, opinions are formed. This dynamic 
strengthens the business case for investors to 
pay closer attention to environmental and social 
issues as they evolve. No matter how big or small 
the impact on near-term cash flows, a compa-
ny’s reputation and brand can be at risk, along 
with future cash flows.

What could integrated reporting tell inves-
tors about companies?
Integrated reporting is a process that is guided 
by integrated thinking. An integrated report, 
which is only one output of the process, could 
help a company better communicate to its inves-
tors about the company’s ability to create value 
in the short, medium and long term. The idea 
is to make clear what a company is doing in 
terms of value creation across six capitals: finan-
cial, manufactured, intellectual, human, social 
and relationship, and natural.4 Value would be 
assessed by investors based on information in 
the integrated report about the various “capi-
tals” that the company uses and affects. By mak-
ing more explicit how these various capitals are 
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Fixed income
Despite being overlooked for years, sustainability 
considerations are just as important in the world 
of fixed income as they are for equities, perhaps 
even more so given the size of the global bond 
market compared to other financial assets (see 
Fig. 1). While there is less research about the link 
between sustainability factors and the perfor-
mance of fixed income investments than there is 
for stocks, the message is similar: Protect down-
side without sacrificing performance. 

That said, the link may also be harder to prove. 
Bonds are less volatile than stocks and more 
of the total return comes from income pay-
ments than price fluctuations. Moreover, while 
ESG risks can pose a substantial threat to a 
company’s earnings outlook and valuation, 
these same risks are unlikely to materially com-
promise a company’s ability to make interest 
payments on its debt. But while performance 

looking beyond stocks
For many years, sustainable investing was pri-
marily geared toward investments in stocks – 
perhaps because equities are lower in the capital 
structure (and therefore potentially more suscep-
tible to losses if environmental, social and gov-
ernance, or ESG, risks emerge), or because stock 
investors are technically owners of companies 
(and therefore accountable for its business prac-
tices). As a result, sustainable investing strate-
gies were typically directed toward only a slice of 
the overall portfolio or just treated as a satellite 
divorced from the core. 

A more comprehensive approach to sustainable 
investing would evaluate ESG risks within each 
asset class, not just stocks, to ensure consistency 
across the entire portfolio. Why evaluate metals 
and mining equities according to human rights 
considerations only to have offending companies 
from this same sector appear within the fixed 
income allocation, not to mention exposure 
to physical commodities, such as gold, where 
human rights issues are a serious concern for 
many investors? 

getting the pieces to fit together
With relevant ESG information becoming 
increasingly available across different assets, 
today’s sustainable investing mandates are bet-
ter equipped to deliver comprehensive solutions 
across entire portfolios. That said, applying sus-
tainability factors to asset classes beyond the 
equity market is still fertile ground and open 
to considerable evolution in coming years. 
Moreover, portfolio construction is a deeply per-
sonal endeavor and investors will have different 
incentives for incorporating sustainability factors 
into their decision-making process, as well as the 
share of various assets in the overall portfolio.

Considerations in building 
sustainable portfolios
Agathe bolli, Maryam Khan, Kurt E. Reiman
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Fig. 1: Bond market overshadows equities 

Note: Data are as of the end of the period and held constant at 2011 exchange rates.
Source: McKinsey Global Institute Financial Assets Database, UBS, as of 30 June 2013

Global stock of debt and equity outstanding, in trillions of US dollars

200

150

100

50

0

250

200520001990 1995 2007 2008 2009 20112010 2Q122006

Government bonds
Equity

Financial bonds
Corporate bonds

Non-securitized loans
Securitized loans

“ WE ougHT To gAin All WE CAn gAin…buT THiS iT iS CERTAin WE ougHT noT To Do; WE ougHT noT To 

gAin MonEy AT THE ExPEnSE oF liFE, noR…AT THE ExPEnSE oF ouR HEAlTH.”

  John Wesley, The Use of Money



Sustainable investing    July 2013    23

Considerations in building sustainable portfolios

Sustainable competitiveness

The World Economic Forum introduced a sustainable competitiveness index in 2012 that 
blends a wide range of environmental and social factors into their standard international 
competitiveness rankings.1 Unsurprisingly, weaker social and environmental scores tend to go 
hand in hand with lower competitiveness rankings and vice versa, effectively widening the 
competitiveness gap between countries. In other words, nations are not penalized in terms 
of competitiveness for pursuing sustainable economic growth. Investors in emerging market 
sovereign bonds who wish to express their values, make an impact or simply make a better 
investment can leverage information like this to screen out countries with sustainability scores 
that worsen their competitiveness ranking. Meanwhile, performance-oriented investors may 
also look to countries with sustainability attributes that boost their overall competitiveness 
standing as a way of minimizing risk.

considerations may not necessarily warrant a 
sustainability focus in fixed income, there are 
viable approaches that investors can employ to 
either express their values through their bond 
portfolio or make an impact.

Unlike equities, fixed income markets involve 
investments in both sovereign and corporate 
bonds. Perhaps unsurprisingly, sustainability 
considerations differ markedly between gov-
ernments and companies. For companies, the 
same sustainability criteria that are relevant 
for a company’s stock are true for its debt. 
Investors seeking to express their values and 
make an impact can apply positive and negative 
screening approaches to corporate bonds just 
as they do for equities. In addition, the United 
Nations’ Principles for Responsible Investment 
is working to achieve greater transparency and 
guidance on how to evaluate corporate bonds 
according to ESG risks and to promote greater 
company disclosure. 

Meanwhile, how one judges the sustainability 
of governments and their debt securities is less 
clear. There are some straightforward examples 
of exclusion criteria that could help screen out 
certain governments, such as: military conflict; 
human rights track records; access to health-
care, clean water, education and other basic 
needs; the trajectory of a nation’s debt-to-GDP 
ratio; income inequality; and the health of the 
environment. MSCI ESG Sovereign Ratings 

service offers comprehensive coverage of ESG 
risks in 90 countries, providing fixed income 
investors with additional information to evalu-
ate the sustainability profile of government 
bonds in their portfolios. This information could 
be particularly useful to investors in emerging 
market sovereign bonds where governance is 
a critical factor in estimating expected returns 
(see box below).

Commodities
Sustainability-minded investors have a lot to 
consider when investing in commodities, and 
yet the social and environmental risks asso-
ciated with this asset class are often poorly 
understood (see Fig. 2). Production of physical 
commodities is associated with environmental 
degradation, resulting from mining, drilling, land 
clearing, water use and generally higher levels 
of pollution. Another notable concern in min-
eral production and distribution is the violation 
of human rights in conflict areas, such as the 
Democratic Republic of the Congo. Additionally, 
investors in commodity derivatives, as distinct 
from physical commodities, have been accused 
of raising the price volatility of basic necessities, 
such as food and energy. 

Efforts to promote sustainable practices in com-
modities production and investing have broad-
ened in recent years, but compliance with ESG 
criteria is by no means uniform or widespread. 
Natural resources extraction will always have 
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environmental consequences no matter how 
much effort goes into cleaning up business 
practices and raising awareness. With respect 
to human rights, the World Gold Council 
introduced the Conflict-Free Gold Standard to 
encourage better sourcing and greater transpar-
ency throughout the gold supply chain.2 The 
Organisation for Economic Co-operation and 
Development (OECD) published a study that 
seeks to ensure that companies operating in 
conflict zones and high-risk areas avoid human 
rights violations and encourage sustainable eco-
nomic development.3 

How investors react to these realities within 
the commodities market will vary from one 
individual to the next. If commodities investing 
conflicts with an individual’s values because of 
perceived links to social concerns, environmen-
tal degradation or human rights violations, they 
may wish to not invest in the asset class alto-
gether. Alternatively, investors may opt to direct 
capital to companies that are enabling substitu-
tion away from high-risk commodities (switch-
ing from thermal coal to natural gas), improving 
harvesting technology (artisanal gold, sustain-
able palm oil, farming and forestry) or reduc-
ing demand for natural resources altogether 
(increased recyclable content, energy efficiency 
upgrades, reduced water use).

Nontraditional assets
Nontraditional assets, which include hedge 
funds, private equity and private real estate, 
offer certain opportunities for investors to direct 
their investments in a specific direction to impact 
sustainability objectives. A thematic sustainability 
focus could take the form of a renewable energy 
private equity fund, energy efficient commer-
cial real estate, or a sustainability-minded hedge 
fund, for example. 

These assets are not without their drawbacks: 
research linking the hedge fund and private 
equity industries to higher rates of income 
inequality, as well as disputes over the tax 
treatment of carried interest in the US, may irk 
some sustainability-minded investors. A limited 
product shelf and high minimum investment 
amounts also restrict the degree to which inves-
tors can build sustainability into their portfolio 
through nontraditional assets. However, what 
may be a small product offering today has 
the potential to grow as sustainable investing 
becomes more mainstream.

Considerations to keep in mind when thinking 
about how nontraditional investments can play a 
role in a sustainable portfolio include:

Section 4

Source: PRI Association, as of 30 June 2013

Real productive assets such as forests or 
agricultural land

Direct exposure to issues such as environmental sustainability, labor 
and human rights, existing land and resource rights

Debt or equity investments in companies that 
own commodity producing assets or related 
businesses in the commodity value chain

Direct exposure to ESG issues such as tailings waste produced by 
mines, labor standards in the supply chain, water scarcity, pollution 
levels

Physical commodities Indirect exposure to the potential impacts of investment in physical 
commodities. Additionally, significant ESG issues can be associated 
with the production of physical commodities, including externalized 
costs

Commodity derivatives which can be traded 
on exchanges or over-the-counter

Certain investments in commodity derivatives have been accused 
of impacting price volatility and greater stability of financial 
markets

Fig. 2: Sustainability considerations in commodities

Type of investment ESG issues to consider
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Private real estate. Sustainable real estate 
development will likely become the norm over 
time, as new technologies and innovation are 
adopted. Interestingly, the newest buildings 
and the oldest buildings are the ones that tend 
to rate better on sustainability criteria. In the 
future, we may see a discount for “non-sustain-
able” buildings, as opposed to a rent premium 
for “sustainable” buildings. Mitigating policy 
risk is very real. Tighter regulations and greater 
disclosure of building sustainability levels will 
likely continue.4 

Private equity. Private equity managers have 
been criticized for their sometimes brutal pursuit 
of efficiency gains at the expense of job losses 
and community decay. However, keep in mind 
that private equity firms have also focused on 
boosting financial performance through eco-
efficiency goals, such as reduced consumption of 
scarce natural resources like water and energy, 
and less waste. 

Private equity typically has a long-term focus, 
with capital committed for roughly 10-15 years. 
This becomes useful when investing in early-
stage technologies that can yield material envi-
ronmental benefits and become viable new 
businesses, which then yields positive social ben-
efits. This means that private equity is particu-
larly well suited to pursue specialized investment 
opportunities, ranging from renewable energies 
to new protein sources to underfunded business 
opportunities in disadvantaged communities. 
Impact investing, an up-and-coming investment 
strategy with roots in traditional private equity, 
pursues both positive social and financial returns 
(see more detailed discussion in Section 2).

Hedge funds. Very few sustainability-oriented 
hedge funds have emerged, despite being well- 
suited to take ESG factors into account. After 
all, “better risk-adjusted returns” is the value 
proposition of both hedge funds and sustain-
able investing. Growth in hedge fund strategies 
that incorporate ESG factors into their invest-
ment process could become more common-
place if managers become more convinced of 
the benefits of taking sustainability consider-
ations into account. 

A personalized approach
Each client’s motivation for pursuing sustain-
able investing strategies – performance, values, 
impact or some combination of these – will 
determine whether and how they should 
make changes to their asset allocation. For 
example, performance-oriented investors may 
seek a higher allocation to private equity to 
take advantage of specific ESG opportunities 
not available in public markets. Values-based 
investors may not want to invest in commodi-
ties and hedge funds. Even institutional inves-
tors, because of benchmark and fiduciary 
constraints, will take a different approach from 
individuals who may wish to implement more 
extreme positions to reflect their sustainability 
preferences (see box on page 26). Ultimately, 
the decision to alter an asset allocation based 
on sustainable investing strategies is not about 
generating better portfolio efficiency; it’s about 
generating better risk-adjusted returns in all 
asset classes while also reflecting investors’ val-
ues and making an impact.



26    July 2013   UBS Research Focus

Section 4

Sustainability the Norwegian way

The Norwegian government operates two sovereign wealth funds to invest proceeds from 
its petroleum wealth. Norway’s Government Pension Fund Global is one of the largest public 
investment funds in the world and invests internationally with two distinct aims: to preserve 
petroleum wealth and ensure stability in the Norwegian economy. Given its size and consider-
able position in a number of multinational companies, the fund has sought ways to incorporate 
ethical considerations into its investment strategy over the years. The sustainable focus of the 
fund was institutionalized in 2004 and is currently implemented by the Norwegian Ministry of 
Finance and Norges Bank Investment Management (NBIM) – administrative arms overseen by 
the Norwegian Parliament. The Ministry of Finance establishes the responsible investment guide-
lines and, together with the Council on Ethics, determines which companies should be excluded. 
Meanwhile NBIM exercises the fund’s ownership rights through sponsoring and supporting 
shareholder resolutions, proxy voting and corporate engagement (see Fig. 3). An evaluation of 
the fund’s responsible investment guidelines in 2009 concluded that more emphasis should be 
given to infl uencing positive change in companies,5 presumably through active ownership and 
greater engagement with boards of directors. 

Source: Government of Norway Ministry of Finance, as of 30 June 2013

Fig. 3: Division of roles to achieve a sustainability focus

Norges Bank

•  Exercises ownership 
rights in individual cases. 

•  Reports on active ownership 
activities on a quarterly basis.

Council on Ethics

•  Gives advice on exclusion of 
companies from the Fund’s 
investment universe.

The Ministry of Finance

•  Establishes underlying principles for the 
exercise of ownership rights.

•  Establishes criteria for exclusion of companies.
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A thematic approach
In addition to weaving sustainability consider-
ations throughout a portfolio, investors may 
also wish to build exposure to specific invest-
ment themes that aim to address a range of 
environmental, social and governance concerns. 
By directing assets to identifiable themes, inves-
tors can pursue potential growth opportunities, 
express their values in their financial portfolio 
and make an impact on the world around them. 
While there are many trends that could conceiv-
ably fall under a sustainable investing umbrella, 
we focus on some of the more readily investible 
and compelling long-term themes, such as:
 
• Food availability and access to nutrition
• Obesity and related medical conditions
• Renewable energy and energy efficiency
• Water management

Growing economies and populations are increas-
ing global demand for life’s basics: food, medi-
cine, energy and water. We are confronted daily, 
both in the news and at the pump, with high 
energy prices. In many parts of the world, higher 
prices for basic foodstuffs are threatening social 
stability. Poor diets and lifestyle choices are low-
ering life expectancies and forcing a resource- 
constrained healthcare industry to find solutions. 
And the lack of clean water has enormous 
health (and cost) implications globally, today and 
tomorrow. In this section, we consider the ques-
tion of impending food, healthcare, energy and 
water scarcities, and we take a look at some of 
the innovative ideas to redress these deficits.

Food supply  
Making nutrition available
Population and income growth in emerg-
ing market countries points to an increasingly 
stretched human food system. Steadily higher 
demand and constrained supply inevitably lead 
to collisions. Releasing more land for crops by 
changing land use is no longer a viable strategy 
from an environmental perspective. Historically, 
new technology has made it possible to stave 
off a global nutritional crisis of Malthusian pro-
portions. (Economist Thomas Malthus found 
that population, which tends to increase faster 
than its means of subsistence, will—if left 
unchecked—have disastrous results.) However, 
human beings now dominate the ecosystem, 
and economies continue to operate on the basis 
of a cost-externalizing growth model in which 
resource constraints tend to be neglected until 

Fig. 1: Agriculture prices declined despite population growth

Note: Series deflated using US consumer price index.
Source: Bureau of Labor Statistics, World Bank, UBS, as of 30 June 2013
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they bite. Without another technological revolu-
tion, cheap agricultural commodities may soon 
become a thing of the past (see Fig. 1).

The consequences of any collision between 
demand and supply in food are never equally 
distributed. Malnutrition results from inequality 
(a social issue), and it also undermines econo-
mies (an economic and financial issue in the 
bigger picture). Food is a socioeconomic hybrid 
and therefore cannot be left to markets to sort 
out demand-supply collisions. However, impact 
investing may be particularly well suited for the 

necessary mix of social and financial insights to 
facilitate a sustainable investment approach in 
food and nutrition.

Moreover, the low-hanging fruit in food is 
waste,1 also not always readily handled through 
markets. A study by the Swedish Institute for 
Food and Biotechnology for the Food and 
Agriculture Organization of the United Nations 
(FAO) in 2011 found that roughly one-third 
of food produced for human consumption 
is lost or wasted globally.2 Raw materials, 
such as water and agrochemicals, are used 

Access to Nutrition Index

The Access to Nutrition Index (ATNI), launched in 2013, highlights the strategic and reputational importance of nutrition 
for food and beverage companies (see Fig. 2).3 The ATNI helps point the way toward better transparency and traceability 
in food sectors, and toward greater accountability in agriculture, commodities, processing, retailing and waste.

Fig. 2: 2013 Access to Nutrition Index

* Company did not provide information to ATNI's research partner during the research phase.
Source: Access to Nutrition Index, UBS, as of 30 June 2013
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wastefully. Meat-heavy diets are wasteful of 
water, energy and land. A shocking proportion 
of food is thrown away uneaten because of an 
inadequate storage and transport infrastruc-
ture, which is often a problem in developing 
countries and because of the “pile it high, sell 
it cheap” marketing practices in some devel-
oped countries. Eating habits are also wasteful 
through the overconsumption of unnecessary 
calories (see Obesity theme this page).

Solutions to the collision between food demand 
and supply can thus include a curbing of 
demand, by curbing waste. Supply-side solutions 
could include systems-based ideas, such as the 
creation of a worldwide network of “bread bas-
kets” alongside global trade of agricultural com-
modities. Also, fostering regional, self-maintained 
agricultural systems can leverage provisioning 
advantages as well as cushion shocks. Further 
solutions likely exist in utilizing biotechnology 
and other technologies underpinned by strong 
research and development, and even in chang-
ing wholesale and retailing practices to empower 
consumers to make sustainable food choices.

To invest in improved access to food and nutri-
tion, we advise actively managed, well-diversified 
investment vehicles that offer global exposure to 
increased productivity along the entire food sup-
ply chain, from field to fork. In our view, the fol-
lowing business areas are relevant: 

• Agricultural land (soil quality, land use, land 
stewardship, fertilizers, seeds and crop 
protection) 

• Irrigation and aquaculture 
• Animal health 
• Commodities (proper functioning of markets) 
•  Food processing (nutritional content, labeling, 

food safety, supply chain) 
•  Food distribution and retailing (nutritional mix, 

supply chain) 
•  Food waste (which prevents food getting to 

where it is needed) 

Health  
Managing an  
obesity epidemic
The trend of eating more energy-dense food 
combined with increasingly sedate lifestyles has 
pushed obesity rates higher at a steady rate 
throughout the world (see Fig. 3). Obesity has 
spread across both developed and develop-
ing nations and affects both the young and the 
elderly. In the US where the obesity epidemic is 
already highly advanced, over 35% of American 
adults and approximately 17% of children and 
adolescents aged 2–19 years are obese.4 If the 
overweight population is added, these numbers 
approach 70% for adults and 34% for children. 

Healthcare companies are on the frontlines of 
the obesity epidemic trying to address unmet 
medical needs. With no cure or fix in sight for 
the foreseeable future, the number of patients 
will likely continue to rise. And longer life expec-
tancies and younger onset pretty much ensures 
extended medical treatment of chronic diseases. 

Weight problems and obesity are associated with 
many comorbidities, some of which are serious 
or chronic, such as diabetes. Diabetes is char-
acterized by a malfunction within the glucose 
(sugar) regulatory pathway, as marked by an 
abnormally high level of glucose in the blood-
stream. This malfunction occurs when the pan-
creas produces insufficient amounts of insulin 
(type 1), a hormone that regulates blood sugar; 
or alternatively, when the body cannot effectively 
use the insulin it produces (type 2). 

Diabetes is a chronic, potentially life-threatening 
disease for which there is no cure. It leads to long-
term complications and can even be fatal. In 2012, 
4.8 million people died from diabetes; it was the 
fourth or fifth leading cause of death in most 
developed countries and has reached epidemic 
proportions in many emerging market countries. 

According to the International Diabetes 
Federation (IDF), in 2012 the number of diabet-
ics climbed to 371 million from 366 million the 
year before. In addition, the IDF estimates that 
187 million people are still undiagnosed world-
wide. As a comorbidity of the rapidly growing 
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obesity epidemic, diabetes surprises no one by 
its prevalence or rate of increase. The IDF’s pro-
jections for 2030 currently stand at 552 million 
diabetics (see Fig. 4).5

As such, antidiabetics remain a fast-growing 
market for drug makers and an interesting 
investment opportunity. The IMS Institute for 
Healthcare Informatics expects global sales of 
antidiabetics to reach $48-$53 billion by 2016 
(up from $39.2 billion in 2011), posting the 
second-highest level of spending on medicines 
after oncology.6 

Energy 
The quest for renewables  
and efficiency
Efforts to generate a sustainable and abundant 
source of energy have shaped the whole of 
human history. This includes the more mod-
ern quest for renewables, such as wind, solar, 
hydro, biomass, wave and geothermal energy 
to replace carbon-intensive fossil fuels, such 
as oil, natural gas and coal, as well as nuclear, 
which is plagued by security and disposal 
issues. In addition to harnessing renewable 
energy sources in a way that is both cost-
effective and scalable, there is also considerable 
room to boost efficiencies in the way energy is 
produced and processed, converted into usable 
electricity and ultimately consumed. 

Wind energy
Wind is the leading form of renewable energy 
in terms of capacity, with more than 200,000 
turbines installed worldwide spinning off 
roughly 300 gigawatts of power. The reason 
for wind energy’s success despite its volatile 
production profile is its scalability: large wind 
parks operate on a similar capacity to fos-
sil fuel power stations and are therefore an 
attractive source of energy for utilities. While 
the costs of producing wind energy at the 
best onshore and offshore locations, such as 
in Scotland, compare favorably to fossil fuels, 
the broader market still depends on subsidies. 
Low natural gas prices in the US have created 
something of a drag on wind energy in the US 
in the form of weaker demand, declining sales 

Fig. 3: Steadily inflated waistlines

Source: Organisation for Economic Co-operation and Development, UBS, as of 30 June 2013
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and margin pressure. The dominant market is 
China, with new installations of roughly 17–18 
gigawatts per year during the past few years 
(see Fig. 5).

Solar energy
The solar photovoltaic (conversion of solar 
power to electricity) industry is going through 
a period of consolidation after years of rapid 
volume growth and price declines. Chinese 
production is highly automated and products 
can easily be shipped worldwide at low cost. 
Meanwhile, after several quarterly losses, many 
European and US solar companies have filed for 
bankruptcy (see Fig. 6). 

Not only is supply shifting away from Europe, 
demand is too. After several years of European 
dominance, there has been a sharp drop-off in 
European demand on weaker investment yields 
(e.g., feed-in tariffs to encourage renewable 
energy use were cut). Markets like Germany 
and Italy are suffering volume shrinkage. The 
next key growth markets are China, Japan and 
the US.

We still believe that renewable energies will see 
sustainable growth because the varying tech-
nologies all have one thing in common: They 
can be produced in a relatively environmentally 
friendly way in an “industrial process” and 
do not come from exploiting a resource built 
up over centuries. Theoretically, sunlight can 
produce sufficient power to cover the energy 
needs of the human race several times over (see 
Fig. 7). 

The list of variables for corporate success is 
long, though, and the investment risk remains 
high. The company landscape may look radi-
cally different a few years from now, and the 
solar champion of 2030 might not even exist 
yet. At the same time, established builders of 
power plants are positioning themselves and 
squeezing out small firms. The prospects are 
favorable, but even so, investors face high risks 
and an uncertain outcome. We see only a few 
good investment opportunities in renewables 
just now, but the industry will definitely grow at 
a rapid rate.

Fig. 6: Asian companies dominate the solar cell market

Source: UBS, as of 30 June 2013

Solar cell production share (includes thin film), in %

80

60

40

20

0

100

2009 2010 2011 2012

Rest of world
US

Europe
Japan China

Fig. 7: Renewable energy can provide five times current 
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awareness and strict regulations regarding water 
quality are driving demand for more advanced 
technologies. We believe two primary investible 
themes arise out of the intersections of energy 
and water and of food and water.

Energy-water nexus
We see energy and water as fundamentally 
linked: energy is required to source, treat and 
distribute water, while water is required in 
order to make use of energy. Energy produc-
tion accounts for 39% of all water withdraw-
als in the US and 31% in the European Union. 
Similarly, water supply systems require signifi-
cant energy input – some 4% of power genera-
tion in the US is used to process and distribute 
fresh and waste water.7 

The recent US shale gas boom has led to an 
increase in the use of hydraulic fracturing 
(“fracking”) methods, and thus shale water 
management has spurred growth across the 
water industry value chain, particularly among 
treatment providers. Transportation of waste-
water and the availability of freshwater or 
groundwater used in fracking also pose chal-
lenges that need to be addressed. As a result, 
the markets for technologies and services provid-
ing alternative solutions for the energy industry 
(such as quality analysis equipment, water treat-
ment equipment and chemicals, water storage 
solutions) have grown sharply. 

Energy efficiency
Energy efficiency improvements yield both 
energy savings and reduced carbon dioxide 
emissions. In recent years, higher crude oil prices 
have boosted the appeal of efficiency invest-
ments in transportation. However, stricter regula-
tion with a view to protecting the environment 
and securing the supply of energy is an even 
more powerful driver, boosting efficiencies in 
buildings, autos and power generation.

Energy efficiency addresses a whole range of 
issues, such as the sought-after reduction in the 
use of fossil energy sources and the lack of stor-
age technologies for renewable energies. Saving 
energy directly at the source lowers costs, con-
serves resources and cuts back on emissions. 
The growing pace of urbanization in developing 
countries in particular is creating an increased 
demand for energy efficient buildings and equip-
ment. In 2010, half of the world’s population 
lived in cities and accounted for a disproportion-
ate 75% of energy consumption and 80% of 
greenhouse gas emissions.

Water  
A thirst for investment
Clean water supply is constrained by both the 
lack of infrastructure in emerging markets and 
aging water infrastructure in developed regions 
(see Fig. 8). Climate change, urbanization and 
industrial activities in emerging markets are also 
creating a negative impact on water supply. 

Water can be considered its own industry, but 
access to water has impacts across many sectors, 
such as commodities, food and beverages, semi-
conductors and mining. Water risk can poten-
tially affect business operations in any of the 
following ways: plant shutdowns due to lack of 
water supply; higher agricultural or basic mate-
rial input costs if the supply chain is disrupted; 
costs incurred for non-compliance with regula-
tory standards for water discharge; and ulti-
mately, loss of license to operate in a particular 
region if a company is perceived to be misusing 
or appropriating limited shared water supplies. 

As such, water scarcity can significantly disturb 
global resources and trade and thus economic 
growth; in extreme cases, it can give rise to 
social conflicts. Furthermore, increased public 

Fig. 9: Water quantities used in food production

Source: Unesco, UBS, as of 30 June 2013
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Sustainability investment themes

low-pressure sprinkler, micro and drip irrigation – 
each having its own optimal application setting. 

Mind over matter
We believe that companies offering efficiency 
gains in supplying the basic necessities of food, 
healthcare, energy and water present a strong 
basis for investing. The beauty of enhanced effi-
ciency is that using fewer resources is both more 
sustainable and less expensive. The technology 
to improve efficiency across a wide number of 
activities is already available today, and the infor-
mation barriers blocking adoption are coming 
down. The incentives to change – in the form 
of higher prices and government policies – are 
growing, and the political will to achieve addi-
tional gains is also increasing. Under these cir-
cumstances, we believe that “mind” will triumph 
over “matter,” and that investments in human 
ingenuity to efficiently employ scarce resources 
make sound financial sense.

Food-water nexus
Agriculture is the largest user of water, 
accounting for 70% of withdrawals and more 
than 90% of consumptive use globally, and 
water needs for agriculture continue to grow 
faster than the world’s population, according 
to the Food and Agriculture Organization. One 
important factor limiting water availability is the 
growing global appetite for meat, as incomes 
and cities expand in emerging market countries 
(see Fig. 9). In the face of resource competition 
and high input costs, companies proactively 
working with their agricultural suppliers, pro-
moting more efficient farming methods and 
managing local watersheds will be better able 
to secure access to high-quality raw materials.

Solutions to limit water demand for food pro-
duction exist both downstream (food waste 
reduction) and upstream (water productivity). 
Most irrigated crops still use flood irrigation 
which operates at low levels of efficiency, and so 
we believe there is a large untapped market for 
those companies providing more efficient irriga-
tion systems, such as high-pressure sprinkler, 
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Conclusion
Once a niche segment, sustainable investing has entered the mainstream, 
offering investors competitive investment results, the ability to make a ben-
eficial impact on the world in which they live and an avenue for expressing 
their values through their investments. Companies are steadily integrating 
the environmental, social and governance considerations that are most rele-
vant to their industry into their overall business strategy and financial report-
ing activities. This approach not only helps companies preserve and create 
shareholder value, it also provides investors with better information on which 
to base an investment decision. 

Better information has facilitated another important evolution in the field 
of sustainable investing: the ability to weave environmental, social and gov-
ernance considerations throughout an investment portfolio. Whereas most 
early forms of sustainable investing simply excluded companies involved in 
certain objectionable business activities, today’s approach evaluates sustain-
ability criteria across a wide range of assets – stocks, bonds, commodities 
and nontraditional assets – and selects the investments that align best with 
an investor’s values, goals and financial objectives. As a consequence of tak-
ing sustainability criteria into account, investors are making an impact by 
redirecting capital to reward certain companies while penalizing others.

Sustainable investing lends itself to specific investment approaches and 
themes. We highlighted impact investing as an innovative approach investors 
can employ to bridge their philanthropic mission to their portfolio, earning 
them a social return on their investment and ideally a financial return, too. 
We also identified four themes that we think represent long-term investment 
opportunities, ranging from food to health and from energy to water. Keep 
in mind, however, that the opportunities and risks associated with each sus-
tainable investing theme should not be viewed in isolation but, rather, con-
sidered as part of a broader fundamental assessment. 

Ultimately, we believe sustainable investing is a theme that will endure even 
as it continues to evolve, and, importantly, will provide your portfolio with 
more endurance over the long term than traditional investment approaches.
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Activist investing: an investment strategy 
where investors, acting singly or as a group, buy 
shares of a company to gain enough control to 
influence or even radically change its operations.

Best in class: a sustainable investing approach 
that uses environmental, social and governance 
criteria, as well as financial performance, to 
select the best companies within an industry 
or sector for inclusion in a portfolio (see also 
Positive screening).

Corporate Social Responsibility (CSR): com-
pany-directed efforts to assess the impact of 
business activities on the wider systems in which 
they operate, as well as initiatives to support 
and invest in society, the community, the envi-
ronment and other valued stakeholders. CSR 
includes both self-initiated responsibility and phi-
lanthropy activities, as well as compliance with 
external standards and regulations.

Divestment: the practice of reducing or sell-
ing investments in a company or country, which 
does not meet specific ESG or financial perfor-
mance criteria, to pressure a company to change 
operations or, in extreme cases, to force them 
out of business.

Engagement: a constructive dialogue between 
company management and key stakeholders; 
also consistent with a framework within which 
the shareholder acts like an owner, closely moni-
toring the company.

ESG: an acronym for “environmental, social and 
governance” which is the broad term used for 
sustainable investing factors considered along-
side traditional financial criteria in security selec-
tion and portfolio management.

Ethical investing: a style of investing that 
incorporates an investor’s ethical principles or 
widely accepted social norms to determine secu-
rity selection.

Exclusionary screens: standards that exclude 
companies or stocks that conflict with an inves-
tor’s values. Applying exclusionary screens often 

entails full avoidance of specific industries or 
companies on the basis of qualitative criteria, 
which most often exclude products, such as 
pornography, alcohol, gambling, weapons and 
tobacco (see also Negative screening).

Externality: the cost or benefit of an economic 
activity to uninvolved third parties, such as soci-
ety at large. 

Governance: the structure of control and reg-
ulatory objectives within an organization that 
specifies the distribution of rights and responsi-
bilities of various stakeholders and defines rules 
and procedures to guide decision making in 
corporate affairs.

Integrated reporting (IR): a style of reporting, 
currently in development, which broadens the 
scope of traditional financial accounting, and 
entails reporting any information, including sus-
tainability issues, considered important to com-
pany strategy and investors.

Impact investing: targeted investments aimed 
at solving social and environmental problems, 
such as community investing, sometimes with 
the secondary aim of recovering the financial 
investment at face value or with a financial 
return.

Intrinsic value: the actual or “real” value of a 
company or an asset separate from the market 
value, which includes both tangible and intan-
gible values.

Materiality: a term taken from financial 
accounting practices, which refers to the uni-
verse of qualitative and quantitative informa-
tion that can influence investor decisions, and 
correctly captures the true value of a company.

Microfinance: the provision of financial ser-
vices, such as loans and insurance, for low-
income individuals or populations that do not 
typically have access to traditional banking 
services.

Glossary
brief definitions of terms used in this report



negative screening: one of the earliest meth-
odologies under “socially responsible investing,” 
which involves excluding companies that do not 
meet personal or societal ethical standards.

nongovernmental organization: a nonprofit, 
voluntary civic society group, usually unaffiliated 
with the government, organized on a grassroots, 
national or international level.

Pay for Success: a performance-based payment 
model between the government and public 
service providers, where government financing 
depends on outcomes (unlike traditional “grant-
based” nonprofit activities where payment is 
made upfront). Instead, impact is measured on 
various metrics, and the government pays pro-
viders after they demonstrate results (see also 
Social Impact Bonds).

Positive screening: a strategy to identity busi-
nesses or products and services that have for-
ward-looking, responsible business practices and 
offer ethical investing opportunities.

Principles-based accounting: a conceptual 
accounting guideline where a broad set of objec-
tives is used as a blueprint for “good” reporting. 
Examples may be provided as guidance but, oth-
erwise, a more subjective, case-by-case analysis 
is often utilized. 

Rules-based accounting: a “one-size-fits-all” 
approach to preparing financial statements using 
comprehensive rules and offering little leeway 
for subjective judgments. Such reporting has the 
aim of increasing accuracy, reducing ambiguity 
and promoting standardization in sustainability 
reporting.

Social Impact Bond (SIB): a term for a new 
style of “bonds,” initiated in the UK and now 
gaining traction under different names glob-
ally, that bring together governments, non-
profits and private investors to support social 
programs. Investors contribute capital upfront 

and if programs achieve their objectives – such 
as reducing recidivism – investors are repaid. If 
they fail, investors lose money and taxpayers are 
unaffected.

Social return: the impact of actions or opera-
tions on social, economic and environmental fac-
tors, the value of which is not wholly accounted 
for by regular cost-benefit analysis. 

Socially Responsible Investing (SRI): a generic 
term used to describe a style of investing driven 
by the value system of investors that reflects 
their social and ethical considerations, along 
with the factors traditionally considered in invest-
ing strategies, such as risk appetite. SRI entails 
taking ESG factors into account in the construc-
tion of portfolios or securities selection more 
generally.

Stakeholder: those individuals or groups 
impacted by a firm’s business and operations, 
such as investors, the community, employ-
ees, suppliers, governments and academic 
institutions.

Sustainability: literally means “to endure,” and 
refers to the conditions under which corpora-
tions and society can coexist. It requires fulfill-
ing today’s social, environmental and economic 
needs while also meeting the needs of future 
generations and ensuring the longevity of the 
planet’s ecosystem.

values-based investing (vbi): an investment 
philosophy that incorporates investors’ personal 
values or social and environmental consider-
ations into financial decision making and perfor-
mance goals.

Glossary
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