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FOREWORD: GIZ AND SIDBI

The close relationship between the health of the financial sector and that of the econ-
omy cannot be over-emphasised. Getting India back on a high growth path remains
a major priority for the country. Efforts for a speedy recovery must, however, ensure
that fundamentals for a stable, inclusive and responsible economy are embedded in the

design of such a roadmap.

As a deployer of capital, the financial sector assumes a double role in contributing to-
wards a robust economy. Not only does it have to compete in a fast changing environ-
ment, but how it lends and invests also impacts borrowers and consumers, both directly
and indirectly. Dependence on the financial bottom-line alone to assess the health of a
bank or investor, or that of a business to whom it lends, has proven to be hazardous.
The financial crisis of 2008 exposed the short-termism of this approach. Environmental,
social and governance (ESG) factors are increasingly becoming relevant in determining

financial performance of enterprises—large and small-and of those who invest in them.

While globally there has been a forward movement on these issues becoming central to
business decision-making, the financial sector in India has not caught up or articulated the
extent of risk and opportunity arising from ESG beyond a few actors. There is a huge lack
of awareness, concerted dialogue and action, inadequate capacities, tools and skills within

financial institutions required to mainstream the ESG orientation in their core business.

GIZ and SIDBI under their bilateral cooperation project, ‘Responsible Enterprise Fi-
nance’, are working with a wide range of stakeholders to contribute towards fostering
a common understanding of what ESG should mean for the financial sector in India
not only in concept but also in practice. Generating greater awareness on international
and national developments, good practices and challenges is one of the advocacy initia-
tives the project is embarking upon. We are very happy that we have a committed and
proactive partner in the Indian Banks™ Association to launch the quarterly knowledge

series called the Journal of Responsible Finance (JRF).

The first volume of JRE titled, “The Next Generation of Finance—Taking a systemic
perspective on risk and opportunities” explains the basics, the challenges, risks and
opportunities in the field of Responsible Finance, bringing global and national perspec-
tives together from wide cross section of thought leaders and authors from develop-
ment banking, think tanks, credit rating agencies and innovative financing. We hope
you enjoy reading the Journal and find it informative and engaging. A special note of

thanks goes out to all our contributors.

Stefan Helming Ajay Kapur
Country Director, GIZ India Head, SIDBI Delhi
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FOREWORD: IBA

There is a tough task ahead of bringing India's economy back on track, after a poor,
below-five per cent growth record of recent years. The Presidential address on the new
government’s roadmap has pointed out several relevant issues that need to be addressed
in this context. These include attracting investments into agriculture, manufacturing
and infrastructure sectors; a focus on problems of urbanisation, access to housing, elec-
tricity, water; and energy security. Clearly, it is not just a matter of reviving economic

growth, but ensuring growth is sustainable and inclusive.

The financial sector has a critical role here in two fundamental dimensions. First, by
integrating environmental, social and governance (ESG) concerns into its decision mak-
ing, not only can the sector be able to mitigate associated risks, but it can also tap new
market opportunities for healthy growth. The second way is by promoting business to
be more transparent and responsible in managing its social and environmental impacts
and to be more innovative in creating solutions for climate change and poverty allevia-
tion. The potential lies in the practice of responsible finance, a term reflecting on finan-
cial systems that integrate ESG concerns into the lending and investment decisions of
financial institutions. Thereby setting appropriate incentives, the financial sector can

create a ‘multiplier’ impact, given its influence on the business sector.

While globally, this influence is being increasingly understood and leveraged, in In-
dia, the financial sector’s awareness of the business case for integrating ESG concerns
to promote sustainable investments needs improved engagement. Likewise, while the
international market for sustainable finance is growing and banks are offering innova-
tive products and services, the Indian financial sector’s capacities are still evolving on

these fronts.

GIZ, in collaboration with SIDBI and IBA, has started a knowledge series in the for-
mat of a quarterly journal to be disseminated among Indian banks and financial insti-
tutions on a regular basis. The Journal of Responsible Finance (JRF) aims to enhance
and share knowledge about trends, experiences, and best practices from Indian and
international financial institutions. JRF aims to create awareness about the business
case of integrating ESG factors into core business operations among banks, investors,
regulators, and policy and decision makers. It will seek to discuss issues such as: Is inte-
gration of non-financial aspects in risk management economically viable and how does
it improve the performance of financial institutions. It will highlight how innovation
can lead to new opportunities for growth, such as financing energy efficient solutions
and low cost housing. Besides awareness building, series will also discuss what kind of

capacities and incentives that may be required for this purpose.

This first volume titled, “The Next Generation of Finance—Taking a systemic perspec-
tive on risk and opportunities” introduces and discusses the fundamental concepts,
rationale and issues in the field of responsible finance. With topics ranging from

the global experience to the Indian reality, this volume includes authors from rele-
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vant sectors such as development banking, think tanks, credit rating agencies and
specialists in innovative financing, and sets the Indian context to ESG both as risks

and opportunities.

The Indian Banks’ Association’s (IBA) vision is to work proactively for a healthy, pro-
fessional and forward looking banking and financial industry in a manner consistent
with public good. IBA believes that Indian institutions will vastly benefit from the
knowledge that JRF will bring to its audience, both in terms of the progress that has
been made by some organisations and the challenges that need to be addressed. JRF
will provide a much-needed structured platform for market participants to share views
and lessons learned in this exciting journey towards making responsible finance an

integral part of the Indian financial system.

On behalf of all of the authors and editors at JRE we hope you find this inaugural

edition both enlightening and informative.

Mohan V. Tanksale
Chief Executive, Indian Banks' Association (IBA)
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A sustainability framework

The building blocks of ESG

Let me define sustainability in two dimensions: as an
objective and a process. As an objective, it means align-
ment between the long-term interests of all the stake-
holders involved in a particular activity. An activity is
sustainable as long as it continues to maintain such
alignment. As a process, it refers to the mechanisms
that are in place to create and monitor this alignment.
The likelihood of an activity being sustainable is en-

hanced by its having robust mechanisms.

Ata policy level, these concepts play out in what is now
understood as “sustainable development”. This means
that a development strategy needs to take into account
the perceptions of interest of the entire range of stake-
holders, present and future, while deciding on patterns
of investment and technology choices. Contemporary
global thinking on development policy and strategy
emphasises the value of sustainability both as an out-
come and in terms of the choices and administrative

processes that are required.

In this article, though, I want to focus on the applica-

bility of the concept at a corporate or business level,

eventually linking it up to finance. The idea is essen-
tially the same. Corporate sustainability comes from
the ability of a company to align the interests of its

various stakeholders.

A company has two categories of stakeholders. Internal
stakeholders are shareholders, employees, suppliers
and, most importantly, customers. External stakehold-
ers are the larger communities in which they operate
and, the future members of these communities, who
are represented mainly by the impact of business op-

erations on the environment.

This is the basis of the ESG (environmental, social and
governance) framework. The E and S components reflect
the interests of external stakeholders, while the G broad-
ly looks at how the company aligns the interests of the
internal stakeholders as well as between the internal and
external groups. There are both process and outcome di-
mensions to the framework. Companies can be assessed
on the outcomes they achieve with respect to each group
of stakeholders as well as on the processes that they
put in place to pursue these outcomes. In reality, many

outcomes are unobservable.
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The finance—global sustainability architecture

The ESG framework is the foundation for a compre-
hensive global institutional architecture that promotes
sustainable strategies by companies and gives finance a
central role in incentivising these strategies. There are
four components in it, of which three have a direct link

to the financial sector.

Pillar 1 The United Nations Global

Compact (UNGC)

Initiated in the year 2000, this is a structure that
encourages companies to build their business strat-
egies and operations in compliance with ten
core principles, covering the domains of human
rights, labour, environment and anti-corruption.
As of 2013, there were more than 8000 compa-
nies that had signed up with the Compact and
this was supplemented by about 4000 civil soci-
ety organisations, who effectively become monitors
of corporate compliance. The compact defines cor-
porate sustainability as “...a company’s delivery
of long-term value in financial, social, environmental
and ethical terms.” In effect, the signatories commit
to honour each of the ten principles in the conduct

of their business.

The UNGC publishes the Global Corporate Sus-
tainability Report (GCSR) annually, which
tracks the signatories’ compliance with the principles
over time. The tracking helps point out the princi-
ples which pose the greatest compliance challenges
and, over time, can become a useful input for regula-
tors and policymakers, who obviously have a strong
interest in corporate sustainability, since it feeds di-
rectly into sustainable development. As regards
the participation of Indian companies in the
structure, India has the 13th largest number
of signatories, above 150, a list which includes
both large companies and small and medium enter-
prises (SMEs).

Pillar 2 Global Reporting Initiative (GRI)

A critical requirement for sustainability is information.
All stakeholders need to know what the organisation is
doing with respect to their and others interests. Every
policy decision or action taken by a company can po-
tentially help or hurt the interest of one or the other
stakeholder group. GRI is a structure that facilitates
this level of transparency and disclosure by compa-

nies. It lays out guidelines for sustainability reporting,

which allows all stakeholders to compare and contrast
performance across companies, not just within a coun-
try, but across them as well. Sustainability reporting
can be used in conjunction with standard financial
reports to make a comprehensive assessment of the
company’s overall balancing of stakeholder interests.
More than 5700 institutions globally publish sustain-
ability reports, with about 80 Indian companies now

on the list.

Pillar 3 Principles for Responsible

Investment (PRI)

This structure was set up in 2003, as a partnership
between the United Nations Environmental Pro-
gramme Finance Initiative (UNEPFI) and the
UNGC. It began signing on members in 2006 and
currently has more than 1200 signatories. The mode
of operation is essentially the same as the UNGC,
in the sense that the signatories commit to carry-
ing out their business in compliance with some core
principles. The difference is in the target group. Sig-
natories to the PRI are essentially fund managers—
large, small, long-term, short-term—the whole range
of entities that manage money is included. There
are six principles in this structure, which essential-
ly require that investors put emphasis on ESG cri-
teria while making their portfolio choices. In 2013
the amount managed by signatories was about $2.2
trillion, not a very large proportion of the global

fund pool, but no small change either.

Pillar 4 The Equator Principles

This set of principles is the other financial pillar
of the sustainability institutional structure. It ap-
plies to institutions that lend for business purposes,
both banks and non-banks. The signatories to this
agreement, referred to as the Equator Principles
Financial Institutions, agree to make their lend-
ing decisions on the basis of adherence of projects
to ten core principles, which cover the now famil-
iar territory of ESG. The principles are not brought
into transactions retrospectively and are accepted as
being applicable to relatively large projects (above $10
million), which obviously have far more significant
risks relating to impacts on communities and the envi-
ronment. Currently about 76 lending institutions are

signatories, one of which is from India.

In an idealised state, the four pillars and the platform

that they create reflect a “perfect information” frame-
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work for sustainability. Under the UNGC, compa-
nies make certain commitments to executing their
business in full compliance with a set of principles.
They then report their levels of compliance with these
principles—some use the UNGC Communication
of Progress (CoP) reports while most do it in their
sustainability reports based on common templates
created by the GRI. These reports are used by in-
vestors who have signed up with the PRI to make
their portfolio allocations, putting more weight on
companies which show higher levels of compliance
with the principles. These reports are also used by
lending institutions who have signed up with the
Equator Principles to decide which companies and
what projects to lend to. The loop between finance

and sustainability is thus closed.

In reality, there are risks of failure and backtracking
that both companies and financial channels have to
deal with. From the financial perspective, significant
resources are allocated without reference to ESG
benchmarks. This reduces the incentives for companies
to comply with the principles. Investor horizons are
particularly important in this regard. A dominance of
short horizons in the market tends to penalise compa-
nies which are more committed to the sustainability
agenda, which are typically preferred by long-term
investors, for obvious reasons. So, the entire process
needs to be seen in terms of convergence to the objec-

tives that each of the pillars has set for itself.

Do companies that put a priority
on the sustainability agenda
generally do reasonably well

on narrower financial metrics?

Sustainability and financial
performance

Do companies that put a priority on the sustain-
ability agenda generally do reasonably well on nar-
rower financial metrics? A recent article’ categoriz-
es the findings of 159 research papers looking into
the correlation between sustainability and finan-
cial performance for the period 1972-2008. Keep-
ing in mind the evolving concept and definition
of sustainability over this period, the following

picture emerges.

In studies carried out by practitioners, 78 per cent of
the papers show a positive correlation between sustain-
ability and financial performance, while 13 per cent
reveal a negative one. The rest are neutral or mixed. In
studies carried out by academics, 60 per cent of them
show positive correlation, 15 per cent show a negative
one and 28 are neutral or mixed. Presumably, the aca-
demic studies control for other factors more effectively,
which explains why the positive findings are somewhat

lower even though they are still in the majority.

There is new emerging analysis of Indian companies
on this basis. A 2010 study sought to correlate the
governance scores of companies with some indicators
of financial performance for a sample of almost 400
companies over three years.> The analysis indicated a
significant positive relationship between the govern-
ance score, which, admittedly is only one aspect of
sustainability practices, and some important financial
parameters. For instance, after controlling for both
firm-specific and time-specific factors, the governance
score had a strong positive relationship with market
capitalisation. Also, there was a negative correlation
between the governance score and leverage, suggest-
ing that better governed companies were able to raise
equity capital more easily. Importantly, there were
signs of a threshold effect; companies had to score
above a certain level on the governance scale to realise

these benefits.

At this point, though, it would be reasonable to con-
clude that, while there is evidence in favour of com-
mitments to sustainability having a positive impact on
financial performance, it hardly clinches the case. So, is
the potential virtuous cycle of corporate sustainability
generated by the interaction between the four pillars

largely a matter of faith?

The answer is yes, to a certain extent. Companies that
signed up with the UNGC and the GRI, investors
that signed up with the PRI and lenders that signed
up with the Equator Principles surely didn’t do it en-
tirely on the basis of expectations or improved finan-
cial performance. They did it because they believed
that there was some higher purpose being served by
pursuing objectives beyond narrowly defined finan-
cial benchmarks. In other words, there was an inher-
ent trade-off in their decisions, particularly as far as
short-term financial returns went. The true test of

the sensibleness of their commitment would have

03
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been over a relatively long period; did firms that put
a priority on sustainability generate better financial
returns over the long haul? It is extremely difficult to
answer this, because formally defined sustainability
practices are a relatively recent phenomenon and it is
difficult to get a large enough set of companies over
long periods of time which have been practicing sus-

tainability but didn’t quite know it themselves.

What the empirical evidence cited tells us, though, is
that the anticipated trade-off may not be particularly
strong, even in the short run. The evidence of zero or
negative correlations dilutes the enthusiasm somewhat,
but the bottom line is that a combination of faith and
empirical evidence is driving the move towards sustain-
able practices. Either one follows them because they
are intrinsically good or because they have tangible
financial returns. The trick for companies, perhaps,
is to adopt sustainability as an agenda, but to do it
smartly, in terms of the goals and instruments, with an

eye always on the financial dashboard.

National Regulatory and strategic
dimensions

Is there any role for public policy in this process?
Clearly, for all companies to put a priority on sustain-
ability is entirely consistent with the larger policy
goal of sustainable development. The latter is not
going to take place at a macro level unless all individ-
ual agents—consumers and producers—go about their
daily activities in a consistent manner. Of course,
all countries, and India is certainly one of them,
have elaborate legislative and regulatory frameworks,
which impose boundaries on corporate behaviour. In
a sense, the sustainability architecture is a supplement
to formal legal structures across countries. What the
sustainability architecture aspires to is for companies
to go beyond mere compliance and actively seek ways
in which stakeholder interests can be advanced even
while improving financial performance. It is the ag-
gregation of these efforts that could have benefits
at the macro level and, here, there may be a role for

some regulatory initiative.

First, there might be value in an overall review of the
regulatory architecture to see whether in its own way
it is consistent with the sustainability principles. As

was indicated earlier, the broad principles underly-

ing all four pillars of the sustainability architecture
are quite similar. And, if we look carefully at any
legislative and regulatory framework, it is not very
hard to see that the same principles are very much
at work. A significant policy development in In-
dia reinforcing the sustainability architecture is
that of the National Voluntary Guidelines on So-
cial, Environmental and Economic Responsibili-
ties of Business (NVGs) issued by the Union Min-
istry of Corporate Affairs in 2011, which encourage
companies to manage their performance on a set
of nine sustainability principles. Taking this further,
the stock market regulator, Securities Exchange Bu-
reau of India (SEBI), mandated India’s top 100 listed
companies (by market capitalisation) to report on these
nine principles through a Business Responsibility
report as part of their annual reports. There are expec-
tations that the reporting requirement may extend to a

larger set of listed companies beyond the top 100.

Second, large companies can afford to adopt sustain-
ability agendas but smaller ones find them onerous.
Since there is a potentially significant macro outcome
from large numbers of SMEs increasing their adoption
of sustainability practices, there may be a rationale for
the government to incentivise these businesses to adopt
these practices. Tax breaks and other fiscal instruments,
for example, time-bound subsidies to implement cer-
tain changes in process could be considered, though, in
the Indian context, the overall fiscal situation needs to
be kept in mind. But, short of explicit fiscal commit-
ments, many other ways of incentivising sustainability

practices can be considered.

Enhancing training and capacity building through the
existing service infrastructure for industry could be
one of these. Organizations that are committed to the
sustainability agenda and have succeeded in imple-
menting it while preserving or enhancing financial
performance could be brought in as partners in reviv-

ing public channels of knowledge transmission.

To reinforce the value of these new capacities, public
procurement systems could give some weight to the
adoption of sustainability practices. At the very least,
they should take into account the overall compliance
record of potential vendors. Once they do this, adding

on a few points for going above and beyond shouldn’t

be too difficult.
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The recent amendments to the Companies Act in-
troduced a mandatory spending on CSR of two
per cent of net profits on companies. We have to think
about whether independent and un-coordinated ef-
forts by companies, however sincere, are going to be
the most effective way to fulfil this mandate. They will
do so in the letter, but what we should be aspiring to is
the spirit. Can we aggregate the resources from a large
number of organisations in ways that provide a power-
ful impetus to some key social priorities? This leads me
to a concept of CSR partnerships or consortia, which
brings companies with shared CSR priorities together
to create initiatives of significant scale, which in turn
justifies efforts in design and monitoring. Companies
may spontaneously come to this conclusion and initi-
ate such partnerships, but I think the government has
a role in one, signalling some priority areas in which
such scaling up could yield significant benefits and
two, bringing potential partners together.

Let me now turn to the strategic dimension of sustain-
ability. Do companies have an intrinsic incentive to
adopt a sustainability agenda and good sustainability
practices? For many businesses, reputation is a signifi-
cant asset and the loss of reputation resulting from a
governance failure or an environmental accident or
a conflict with local communities can create a huge
business setback. This is a direct bottom line impact
and any good management would be sensitive to it and
take the precautions necessary to avoid it. This means
doing many things that the sustainability architecture

would recommend.

One, even as sustainability practices are adopted by
companies in the interests of their business, the ar-
ticulation and championing of a corporate sustain-
ability agenda is very much the responsibility of the
leadership. It is only when all the little things that are
being done are given legitimacy by such an agenda
that they become institutionalised and also expanded
to other applications. Without this, they risk being
victims of personnel changes or financial pressures.
The leadership needs to elevate such practices to a

status of permanence.

Two, while we have referred to some general evidence
that sustainability practices and financial perfor-
mance are positively correlated, each business has to
be conscious of the fact that this may not hold in its

case. It is necessary for the leadership to emphasise

to the organisation that financial performance remains
as important as ever, even as a sustainability agenda is
being put into place. Cost consciousness must not be
sacrificed as an excuse for the transition. Practices that
achieve both objectives, such as conserving paper or
electricity, reinforce the message that financial perfor-
mance and sustainability are entirely compatible with

each other.

Three, from a financial perspective, the adoption of
such practices may or may not make a company more
attractive or a project more viable over relatively short
time horizons. However, over longer periods of time,
given the nature of the risks involved, there is likely to
be a convergence between finance and sustainability.
To the extent that long-term considerations are built
into financial allocations, resources should flow into
companies and projects which have better sustain-

ability atcributes.

Concluding thoughts
I conclude with four key messages.

First, sustainable development as a macro strategy re-
quires the adoption of sustainability agendas at the
micro level. The first is not going to be achieved unless
the people who actually produce, and consume, goods

and services do so in a sustainable way.

Second, there is a pragmatic framework in place,
based on some unexceptionable principles, com-
prising both principles and agreements that provide
guidelines to companies and financial entities. This
framework creates the capacity for financial resources
to be deployed in a manner which balances sustain-

ability and financial returns.

Third, both the government and corporate leaderships
have important roles to play in furthering the agenda.
From the government perspective, thought needs to be
given to how to reduce the costs of compliance with
laws and regulations promoting sustainability, incenti-
vising SMEs to adopt the agenda and, in the immedi-
ate context, effectively leveraging the CSR mandate
to obtain the maximum benefit. Corporate leadership
needs to articulate and champion sustainability agen-
das and emphasise areas in which sustainability and

financial performance are most compatible. This, in
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turn, brings about an alignment between the interests

of companies and their investors and lenders.

Finally, sustainability is best seen as a process rather

than an outcome; one which brings more and more

into alignment the interests of multiple stakeholders.
The process needs to be continuously monitored, com-
pliance rewarded and non-compliance reversed. The
financial system is an integral part of the monitoring,

reward and correction mechanism.

L
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Debates about India’s emergence as an econom-
ic superpower may continue endlessly, but there is
no denying its demonstrated performance as a
high-growth economy. At least in the context of over-
all growth, the nation’s economic model seems to
have worked. With a growth rate of 7.5-8% in re-
cent years and a GDP of more than USD 1.80 tril-
lion, India is in a position that the world cannot
ignore. Even though it keeps moving in and out of
the Trillion-dollar club, the capitalisation of Indian
companies puts our financial markets amongst the

top 15 in the world.

India’s economic reform process that was kick started
in the early 1990s has had its share of intermittent
derailments and decelerations, but the larger out-
come has been an environment that is conducive to
investment. The cumulative foreign direct investment
(FDI) inflow in the past decade alone has been USD
187 billion. Inflows picked up in latter half of the
previous decade with a ten-fold increase from USD
2.2 billion in 2004 to about USD 27.3 billion in
2012. And evidently, the present slow-down not-
withstanding, India has the potential to regain and
retain its position as one of the top five destinations

for investment.

Yet, notwithstanding the impressive spells of advance-
ment in its economy, financial markets and technology,
India continues to be a country in transition. While
policy reforms and entrepreneurial dynamism have put
the nation on this path of development, there continue
to be concerns with regard to governance standards at
multiple levels. There are serious issues of inequality
in its socio-economic track record, such as economic
opportunities, living standards, work environment and
public distribution systems. Also, in order for eco-
nomic development to continue, India needs a major
thrust on investment in infrastructure which is still in

a relatively dismal state.

The business community and policy makers would
be aware of the fact that the country and investee
companies are being tracked on the above param-
eters, more so than ever before. International inves-
tors may not seek complete integration from India
but may well still be looking at some adherence to
global standards in managing these issues. It is time
for the country to set course for “real” growth, address
the gaps in policy and implementation and take that
position of an economic power house which, many

believe, it can still become.
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Paradigm Shifts in Financial Markets

Galvanising global financial markets

The concept of responsible investment and finance,
which offers a set of approaches to integrate environ-
ment, social and governance (ESG) issues into invest-
ment analysis and decision making processes, has been
slowly and steadily gaining ground across global mar-
kets. They are sometimes interchangeably referred to
as “extra financial” information as they may combine
a wide range of issues which are likely to have a shorrt,
medium and long-term effect on corporate perfor-
mance. There has been a visible transition of inter-
est in the inclusion of ESG indicators in investment
portfolios and investment policies from the fringes to
the mainstream in several developed financial markets.
There are several ways to define responsible finance
and investments, and to evaluate how vast the disci-
pline has become. But for starters, one can consider the
subscription to the United Nations Principles for Re-
sponsible Investment (UN PRI) as a benchmark. The
number of signatories of UN PRI is now more than
1100, collectively representing assets under manage-
ment (AUM) worth USD 34 trillion or about a signifi-

cant 15% of the world’s total investable financial assets.

In a movement that started taking shape more than
two decades ago, investors began to assemble on a
common platform—Sustainable Investment Forum
(SIF)—to research, articulate and create multi- stake-
holder dialogues on related issues. According to a 2012
report from Global Sustainable Investment Alliance,
the Washington DC headquartered USSIF has a total
AUM of around USD 3.74 trillion. Similarly, Euro-
SIF members now represent assets worth USD 8.76
trillion. In other parts of the world, the Social Invest-
ment Organisation (SIO) in Canada; The Responsible
Investment Association Australasia (RIAA) and closer
home, the Hong Kong-based Association for Sustain-
able & Responsible Investment in Asia (ASrIA) are
dedicated to promoting sustainable finance and re-

sponsible business practices in these various markets.

Regardless of how the market is evaluated, it is clear
that this is a growing trend among mainstream inves-
tors. The recent inclinations also indicate maturing dis-
position towards developing models and tools for ESG
integration, for all asset classes, and not just public
equity. Investors are adopting a wide array of strategies:
Sustainability-themed, Best-in-Class (investment in
sectors, companies or projects selected for positive ESG

performance relative to industry peers), Norms-based

screening (of investments against minimum standards
of business practice), Exclusions (from a fund or port-
folio of certain sectors, companies or practices based
on specific ESG criteria), ESG Integration (systematic
and explicit inclusion of environmental, social and
governance factors into traditional financial analysis),
ESG-Themed (investment in themes or assets specifi-
cally related to sustainability such as clean energy),
Engagement/voting (this strategy leverages shareholder
power to influence corporate behaviour) and Impact
investments (targeted investments aimed at solving

social and environmental problems).

Growing demand from asset owners is the primary
driver of ESG mainstreaming. Globally, asset owners,
including pension funds and insurance companies,
are leading the way by adopting integration strategies
for their entire portfolios. For instance, CalPERS, the
USD 260 billion pension fund, has approved integra-

tion of ESG issues as a strategic priority.

On the same lines, for business lending and project fi-
nance, banks are aligning their operations to the Equa-
tor Principles (EPs). This is a credit risk management
framework for managing environmental and social
risk in project finance transactions, on principles that
are based on the International Finance Corporation
(IFC) Performance Standards. Since its establishment
in 2003, signatories to the EPs have grown from 16 to
79 at present.

Analysts at investment management firms increas-
ingly see sustainable investment as an opportunity to
grow their practices by staying ahead of the curve,
differentiating themselves from their competitors
and most importantly, better meeting the needs of

their clients.

Another reason ESG integration is gaining traction
is the growing conviction that strong ESG indicators
act as a gauge for good risk management and strategic
planning. Importantly, a number of studies are sup-
porting this understanding. A 2007 report! pooled re-
sults from 36 studies that suggest a neutral-to-positive
relationship between strong ESG indicators and long-

term financial performance.

Regulators and policy makers all over the world ac-
knowledge the significant bearing of environmental,

social and governance externalities on the health of
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their economies. Through legislation and regulation,
many governments are addressing the critical issues
that impact society and are emboldening—if not man-
dating—investors to pursue greater business responsibil-

ity and active ownership practices.

The National Voluntary Guidelines
(NVGs) issued by the Ministry of
Corporate Affairs (MCA) in 2011,
encourage companies to dem-
onstrate their adoption of a set
of nine principles of economic,
environmental and social respon-
sibilities through credible report-
ing and disclosures on an ‘apply-
or-explain’ principle,

In the same year, the Securities
Exchange Bureau of India (SEBI)
passed a board resolution which
mandates listed companies to
report on their extra-financials
through a Business Respansibil-
ity (BR) report which would form
part of a company's annual filings.

Stock Exchanges across the world are exploring how
they can work together with investors, regulators, and
companies to enhance corporate transparency and ul-
timately performance, on ESG parameters and thereby
encourage long-term approaches to investment. The
UN Sustainable Stock Exchanges initiative is one con-
centrated effort in advancing commitments on this
front. As this collaboration advances, in the medium
to long term, there may be more objective inclusion of
such extra-financial disclosures in listing requirements

on such exchanges.

Tracking ESG advancements in India

Although responsible finance practices have existed
closer home in several parts of Australasia and Asia
for more than a decade, they have not yet found
similar footing in India. However, regulatory meas-
ures taken particularly in the last 3-4 years have been
quite enabling and are possibly the better demon-
strated examples of the change taking place in India’s

financial markets. The National Voluntary Guide-

lines (NVGs) issued by the Ministry of Corporate
Affairs (MCA) in 2011, encourage companies to
demonstrate their adoption of a set of nine principles
of economic, environmental and social responsibili-
ties through credible reporting and disclosures on an

‘apply-or-explain’ principle.

In the same year, the Securities Exchange Bureau of
India (SEBI) passed a board resolution which man-
dates listed companies to report on their extra-finan-
cials through a Business Responsibility (BR) report
which would form part of a company’s annual filings.
Companies have been advised to describe measures
taken in line with the key principles of the NVGs
issued by the MCA. This SEBI directive has been
made immediately applicable to the top 100 listed
companies (by market capitalisation) and remaining
companies are expected to come under its realm in

due course of time.

A recent legislation in the new Companies Act 2013
contains provisions related to socially responsible cor-
porate behaviour and marks the attention of the policy
makers on better disclosure benchmarking for compa-
nies operating in India. This law proposes that compa-
nies conceptualise and implement a formal CSR policy

and report key activities.

Spirited implementation of the new guidelines and re-
porting mechanisms for sustainability disclosures will
contribute towards raising greater awareness among fi-
nancial institutions and companies about the potential

benefits of managing sustainability performance.

While the regulatory space has been abuzz, the response
from domestic financial organisations and investors to
take the cue from the above measures continues to re-
main relatively week. In contrast to developed or even
several developing markets, Indian institutions includ-
ing insurance companies and state pension funds, are
entirely inactive in this space. In spite of the growing
global adoption, there are only two PRI signatories
from India as of now—IDFC and Solaron Sustainability
Solutions, and also only two Indian UNEP-FI signa-
tories, Yes Bank and IL&FS. IDFC also happens to be
the only Indian signatory to the Equators Principles till
date, while Yes Bank has formulated its own Environ-
mental and Social Policy (ESP) based on these prin-
ciples. The Carbon Disclosure Project (CDP), which

works with shareholders and corporations to disclose
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greenhouse gas emissions, has been able to gain some
traction in the last two years and now has a total of
8 Indian signatories including HDFC Bank, IDFC,
IDBI Bank, IndusInd Bank, Reliance Capital, State
Bank of India, Tata Capital, and Yes Bank. Several in-
ternational banks operating in India, such as Standard
Chartered, Deutsche Bank, HSBC, Goldman Sachs
and J.P. Morgan are signatories to one international
standard or the other. While most of them may be
managing their own footprints well, there is no evi-
dence of deploying a formal ESG framework for their

investment portfolios in the country.

The central bank, RBI, did take a lead in issuing a
circular, “Corporate Social Responsibility, Sustainable
Development and Non-Financial Reporting—Role of
Banks in December, 2007, but expectations around
sustainability issues highlighted therein were not met
by most banks. RBI has so far not followed up with

guidance for these issues.

In the investment management community in India,
fundamental awareness of ESG issues exists but there
are no established illustrations of decision-making
models that integrate extra-financial factors. Due to
some publicised corporate governance mishaps in
2009, managers are looking for “management quality”
and sound governance practices but the factors around
environment and social issues are mostly overlooked.
The lack of attention from domestic investors, coupled
with short and unpredictable holding periods, limits
the application of E&S practices.

BSE launched the first live
carbon index, the BSE-GREENEX,
in collaboration with gTrade

These prevailing circumstances of low demand and
adoption of ESG issues in India is reflected in the slow
development of responsible investment products in
the country. No specifically themed ESG product was
initiated after ABN AMRO India launched its Sus-
tainable Development Fund. This fund (subsequently
managed by Fortis Asset Management and BNP Parib-
as) was eventually merged into regular equity portfolio

after listless growth for more than five years.

Recent positive trends indicate a shift
The good news is that if one does take a closer look,

it is possible to recognise the growing awareness

amongst all financial sector stakeholders about these
issues. While the participants, as mentioned earlier,
are already aligning themselves with internationally
accepted principles, there are other financial organisa-
tions that are in the process of developing their own

frameworks and sets of best practices.

In the last two years, some domestic asset manag-
ers have initiated the development of informal E&S
frameworks, primarily based on the mandate from
their international institutional investors. Many do-
mestic advisors are now working with international
investors and investment managers in directing invest-
ments into thematic E&S spaces or providing expert
advice for managing risks associated with these factors.
Even as the assets thus managed remain relatively in-
significant, these developments may well pave the way

to much needed product and standards development.

Stock Exchanges have distinctly upped their ante
as well. BSE launched the first live carbon index,
the BSE-GREENEX, in collaboration with gTrade,
a consulting firm working on innovative financial
solutions for mitigation of GHG emissions. The in-
dex takes the BSE-listed companies as a baseline and
recognises companies in line with prescribed metrics
on their carbon emissions performance. BSE has also
joined the UN SSE initiative and is working col-
laboratively with several global exchanges in driving
best practices. MCX Stock Exchange is also working
towards developing recommendations to listed com-

panies on ESG disclosures.

There is, however, a wide variance in adoption of best
practices across the financial sector. In many parts the
actors seem to be interested but have yet not been able
to develop suitable models to reflect their perspective
on ESG factors.

Next levels of engagement

One of the pre-requisites for wider adoption is ad-
equate disclosures. The voluntary and “comply or ex-
plain” basis for disclosure recommended under BRR
is a great start. Although one would like to assume
that most companies will go through the routine very
seriously, the next level of challenge will be effective-
ness. It will be important to align these disclosures to
investors' questions and other stakeholders’ interest
as well as to emerging standards. Market participants

including asset managers and analysts need to pay at-
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tention to sustainability issues across all links in the

investment value chain.

As the original drivers have shifted from brand en-
hancement and reputation management to include
strategy, innovation and cost reduction, they have to
increasingly view ESG information as relevant to risk
or return and not simply a matter of values or ethics.
The financial sector’s demand for enhanced quality
and comparability of data is the key, as it increasingly
engages with the sustainability agenda around factors
that are material to investment performance. India is
under-researched in regard to most of the above issues
and their linkages to its economic growth, as the cor-
porate and financial sectors’ understanding of growth
has not included extra-financial factors. There is also
limited documentation on the long-term priorities of
investors considering India and their experiences with

regard to pre- and post-investment phases.

The effectiveness of advancing the thought capital and
best practices will also depend on the capability of the
financial community to deploy the above data. The
sector needs to invest in developing analyst literacy
in interpretation and analysis of ESG information.
The investor relations practice in the corporate sector,
which integrates finance, communication, and compli-
ance, can play an active role here. The recommended
way forward would be to facilitate the integration of
extra-financials well inside mainstream discussions on
business strategy and into the scope of companies'

C-suite or Board level responsibilities. The regulatory

measures provide the platform for both sides—corpo-
rates as well as analysts—to improve their approach
to ESG issues. Analysts need to enhance the quality
of their research and models, and companies need to
map ESG issues against value drivers and adapt their
communication to investor requirements. The channel
of communication may still be at a nascent stage but
these efforts can contribute to the creation of a level
playing field where both economic growth and sus-
tainability through markets can be achieved. Just as in
developed markets, other stakeholders such as media,
retail investors and civil society can play an actively
supportive role in campaigning against companies that
engage in irresponsible environmental or social prac-
tices and in rewarding those who have strong ESG

performance indicators.

Going by recent experiences and evidence, it can be
concluded that this shift, even if at a relatively slower
pace, is happening in the domestic financial markets.
Although temporarily challenged, the country’s higher
economic growth potential may enable domestic firms
to invest more in ESG best practices, cushioning their
related earnings’ volatility and likely cost impact in the
long term. Most of the next level milestones will be
achieved by enhancing the capabilities of profession-
als and on fostering healthy communication around
extra financials. Investee companies, investors, stock
exchanges and other enabling agencies today have the
opportunity to transition towards a new paradigm for

creating sustainable business models.
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As we entered the first decade of the 21st Century, the
mood was one of optimism. Economies were growing,
profits appeared to be strong and consumer confidence
was high. However, below the radar, things were not
as rosy as they first appeared. The first rumblings of
the financial earthquake were starting to be felt and it
wasn't long before North America, the UK and Europe
were hit by a financial tsunami far more powerful than
anything witnessed for a very long time. Countries rap-
idly fell into recession, banks and insurance companies
were failing or being bailed out, businesses were going
into liquidation and the “man on the street” was losing

his job and house.

It didn’t take very long for the blame to be fixed
on to the banking industry. Headlines decrying
“Greedy Bankers” were everywhere. These bankers
were seen to be providing credit without due care
and then creating financial instruments that were
not understood by many, including regulators and
rating agencies, but, on the face of it, were creating

vast profits and eye-watering bonuses for many sen-

ior bankers. The media saw the banks ignoring eth-
ics and governance in pursuit of profit. It was also
seen that this headlong dash ignored the impacts on
people and the planet.

As we entered the second decade of the 21st Cen-
tury, things did not improve. Economies continued to
bounce along the bottom (and some still do) and banks
continued to create an atmosphere of animosity from
the media, the politicians and the public. The position
has not been helped by new disclosures around the
manipulation of Libor rates and other market prices

through data falsification.

So, can things improve? If so, what needs to be done
to change the public face of not only banking but the
finance sector as a whole? Many articles have been
written about the paradigm shift needed to both save
the face of banking and finance and also to “save the
planet” from the ravages of human development. The
cry is for the finance industry to embrace sustainability

and also to consider the vast array of business oppor-
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tunities available to help combat climate change, im-
prove environmental management and tackle human
rights violations. It might be appropriate at this point
to go back a bit in time to consider how the finance
community has taken sustainability into its business

decision-making.

“Today we have an unprecedented
opportunity to align economic,
social and environmental goals”

JONATHON LASH

From Financial Crisis to Sustainable Global
Economy, Jonathon Lash, January 2009
(Former President of World Resources Institute)

A history lesson

Most of the major global players will probably ad-
mit that they were starting to take an interest in the
risks facing their borrowing customers from environ-
mental legislation way back in the early 1990’. In
the United Kingdom, the British Bankers Associa-
tion formed an Environmental Risk Working Group
to consider these issues and the members openly
worked together to develop policy and procedures
to understand the associated risks. At that stage it
was not as much about ethics but more about under-
standing risks and adapting risk assessment processes
to recognise the problems. There was also increasing
recognition of these issues amongst banks in North
America and Europe. Most institutions didn’t see this
as a competitive issue but one of collaboration and
therefore it seemed only natural to work together
through organisations such as the United Nations
Environment Programme Finance Initiative (UN-

EPFI) to build knowledge and capacity.

Increasingly, however, financial institutions (FIs) were
being targeted by the NGO community for their in-
volvement in major infrastructure projects that were
seen to be damaging the environment and impacting
indigenous populations’ human rights. This resulted
in a number of major institutions working together
to develop the Equator Principles (see http://equator-
principles.com/). While aimed specifically at project
financing, this initiative became a magnet for banks
globally to adopt the Principles and for the NGO com-
munity to pay even greater attention to the Fls and the

schemes that they were financing,.

Whilst infrastructure projects, have, by their very
nature, a huge potential for environmental and social
impact, it is the day-to-day lending to businesses that
probably causes the greatest aggregate environmental
and social damage. Most of these global and large
regional Fls recognised this and developed internal
policy, procedures and staff training to ensure that
environmental and social considerations are taken

into account.

There were also moves in many countries by banks to
develop local codes of practice. These had limited suc-
cess as such codes were seen to restrict an institution’s
international business. The playing field in most coun-

tries was not, and in many cases still not, level!

The investment community was also active. Many of
the major global players were already members of UN-
EPFI and in 2006 a group of investors launched the
Principles for Responsible Investment (PRI) which
calls on signatories to actively take account of ESG is-
sues in their investment analysis and decision-making
procedures. PRI has over 1000 signatories with tril-
lions of US Dollars under management (see http://

www.unpri.org/).

Does sustainability awareness pay dividends?

If one looks at the list of banks that are members of
UNEPFI or have adopted the Equator Principles or
who are members of other initiatives and then at a
list of banks that were affected by the financial crises,
one would very quickly draw a conclusion that the
incorporation of sustainability commitments does
not appear to have curbed poor business practices.
However, it is probably only fair to recognise that in
many cases, the problems they faced did not come
from basic lending and project finance in the initial
stages at least, but rather from their involvement in
exotic banking instruments and toxic debt in sub-
prime mortgage lending. Most of the major inter-
national banks would contend that they do place a
strong emphasis on taking environmental and social
issues into account and in many cases also consider
the implications for climate change as well, as part of

their lending analysis.

So, has the PRI made a major difference? Its mem-
bers are some of the largest institutional investors
in the world who invest trillions of USD into the

world’s major corporations. These funds represent
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the savings of millions of people across the world and
are typically invested for the long term. This would
imply that the institutional investor should have the
ability to encourage companies in which it invests
to promote sustainable business practices. In reality,
however, most of these institutional investors do not
hold shares in any given company for any length of
time and therefore it is questionable how much influ-

ence they can exert.

There are however, a group of banks that do believe
that having sustainability at the heart of their DNA

does make good financial sense.

Global Alliance for Banking on Values

“The Global Alliance for Banking on Values”
(GABV) is an independent network of banks using
finance to deliver sustainable development for un-
served people, communities and the environment.
Members include: ABS Switzerland; BancoSol,
Bolivia; Cultura Bank, Norway; One Pacific Coast
Bank, California; Triodos Bank, Netherlands; and
Vancity, Canada.

In March 2012, the GABV issued a report titled
“Strong, Straightforward and Sustainable Banking”.!
The report aims to show how member institutions
recorded steady growth and profitability during the
financial crisis. The report compared the performance
of sustainable banks against 29 large banks defined by
the Financial Sustainability Board as “globally systemi-
cally important financial institutions” (GSIFI). These
included, inter alia: Barclays, Royal Bank of Scotland,
HSBC, Bank of America, JP Morgan, Citigroup and
Bank of China.

Key conclusions of the GABV 2012 report with rel-

evance for investors and public policy include:

* A clear statement of the Principles of Sustainable
Banking was needed, and has been developed, to
highlight characteristics distinguishing sustainable
banks from other financial institutions.

e The historic and prospective financial performance
and support to the real economy of sustainable
banks compares favourably with GSIFIs.

e Measuring non-financial returns of banks in a
meaningful way presents a major challenge and will
require significant multi-stakeholder efforts.

e Sustainable banks will need to raise capital exter-

nally if growth trends continue.

e There may be potential innovative approaches for
finding new sources of patient financial capital for

sustainable banks.

The research also found several key differences between

the GABVs and GSIFIs. These include:

e GABVs are more than twice as likely to invest their
assets in loans, lending on average 70% of assets;

¢ Lending increased by over 50% during the period
2007 to 2010 while lending in the GSIFIs only
increased by 20%;

e The equity to assets ratio also appeared to be strong-
er in the GABVs at close to 9% against the global
players’ position of around 5%.

* RoA (Returns on Assets) was also superior for the
GABVs at around 0.5% whilst GSIFIs averaged
0.33%.

The term sustainability has more often than not
raised questions around definition. The research un-
dertaken by the GABV has produced a set of Princi-
ples of Sustainable Banking that have been endorsed

by its members:

GABV Principles of Sustainable Banking

1 Triple bottom line approach at the heart of
the business model

2 Grounded in communities, serving the real
economy and enabling new business models
to meet the needs of both

3 Long-term relationships with clients and
a direct understanding of their economic
activities and the risks involved

4 Long-term, self-sustaining, and resilient to
outside disruption

5 Transparent and inclusive governance

6 All of these principles embedded in the
culture of the bank

This research was conducted over a period during
which many of the global players, the so called GSIFIs,
were facing very difficult market conditions with se-
vere strains on their capital. This meant that they were
in many cases reducing their lending book. It is also
interesting to note that a UK bank which prides itself

on its sustainability stance was not included in the
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research. The Co-operative bank has been recognised
as being a bank that places sustainability at the heart of
what it does. This has, however, not meant that it was
immune from the travails of banking. It faces a severe
capital crisis that has threatened its very existence and
has recently been dragged through the media over gov-

ernance and issues with its chairman.

Be that as it may, the research does appear to point
to a conclusion that sustainability and careful consid-
eration of the environment, biodiversity, human rights

and climate change lead to financial benefits.

“Doing good is beneficial for
banks and society not just in a
theoretical and ethical sense, but
also financially, when measured
against conventional benchmarks
such as the financial bottom line”

PETER BLOM

Chair of the GABV and
Chief Executive of Triodos Bank

Sustainable banking: The business case, James Niven,
the Guardian Professional Network 3 April 2012

A new world order?

The question is then, what are the finance commu-
nity, the regulators, the rating agencies, ez a/, doing
about making the changes necessary to ensure that
we see a changing world order that puts sustainability

at its heart?

All is not lost, in the banking arena at least. We are
seeing a number of initiatives, which, if successful,
could see a significant change in the way banks op-
erate and are perceived. In a number of countries,
steps are being taken to develop sustainable banking
principles either by the banks themselves or by the

regulator or both.

One such initiative is The Nigerian Sustainable Bank-
ing Principles (see Table 1).? The Principles were de-
veloped by the Nigerian banks in cooperation with
the Central Bank of Nigeria. Whilst adoption of the
Principles is voluntary, banks will be expected to report
to the Central Bank on their progress in implementing

the Principles or explaining why they are not adopt-

ing these. The latter action could be seen as putting
that bank’s lending portfolio at increased risk, as all
potential issues would not have been incorporated into
the lending analysis. In this scenario a bank could be

required to increase its capital ratios.

These Principles were developed in line with the
local environment and economic situation. The
aim was to ensure that there is financial inclusion,
women are treated fairly and that all environment
and social aspects are taken into account in financ-
ing decisions. The Principles also call for banks to
work together on community development and are
encouraged to develop global best practices. The
Principles are supported by clear guidance to ensure
that there is a uniform understanding of the under-

lying meaning.

As with all Principles, the challenge is implementa-
tion. Banks will need to develop their own internal
systems to analyse environmental and social risks in
lending, develop an internal environment and social
management system, develop products and services to
meet the challenges of financial inclusion and women’s
empowerment. All this cannot happen overnight but a
number of the local banks have begun the journey and
recently all executive and non-executive directors went
through an awareness programme to help the process.
The sustainability world will be watching their progress

with great interest.

A number of other countries such as Kenya, Mongolia
and Bangladesh are looking at developing their own
sets of principles. In some instances this is bank-led
with the regulator being invited to participate, while
in others, the regulator is taking the lead role. So, is
this the future for embedding sustainability into the

local market?

Developing a set of principles, whether for banking,
investment or the insurance industry, can help “level
the playing field” in a country. However, such pro-
grammes are only as good as the regulatory regime
built around them. Whether introduced by the regula-
tor, as with the Chinese Green Credit initiative, or by
the industry itself as a voluntary initiative, signatories
to such principles need to be seen to collectively adhere

to them or else they will fail.
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To make a meaningful difference any new principles

need to make clear commitments that are:

o Target-based

e Time-bound

e Positive in terms of committing
investment in certain areas

e Negative screens that restrict damaging practices,
say, towards biodiversity

e Are regularly reported on

Opportunities in the green space
According to the United Nations Environment Pro-

gramme, “in a green economy, growth in income and

employment is driven by public and private invest-
ments that reduce carbon emissions and pollution,
enhance energy and resource efficiency, and prevent

the loss of biodiversity and ecosystem services.”

The UNEP report, Towards a Green Economy',’ talks
about an "an era of misallocation” with capital flow-
ing into a fossil fuel economy with little flowing into
“renewable energy, energy efficiency, public transporta-
tion, sustainable agriculture, ecosystems and biodi-
versity protection, and land and water conservation.
Indeed, most economic development and growth

strategies encouraged rapid accumulation of physical,

TABLE 1: The Nigerian Sustainable Banking Principles

1 Our Business Activities:
Environment and Social Risk management
We will integrate environmental and social
considerations into decision making pro-
cesses relating to our Business Activities to
avoid, minimise or offset negative impacts.

2 Our Business Operations:
Environmental and Social footprint
We will avoid, minimise or offset the nega-
tive impacts of our Business Operations on
the environment and local communities in
which we operate and, where possible, pro-
mote positive impacts.

3 Human Rights
We will respect human rights in our Busi-
ness Operations and Business Activities.

4 Women's Economic Empowerment
We will promote women'’s economic empow-
erment through a gender inclusive work-
place culture in our Business Operations
and seek to provide products and services
designed specifically for women through
our Business Activities.

5 Financial Inclusion
We will promote financial inclusion, seeking
to provide financial services to individuals

and communities that traditionally have
had limited or no access to the formal finan-
cial sector.

6 E&S Governance
We will implement robust and transparent
E&S governance practices in our respective
institutions and assess the E&S governance
practices of out clients.

7 Capacity Building
We will develop individual institutional and
sector capacity necessary to identify, assess
and manage the environmental and social
risks and opportunities associated with our
Business Activities and Business Operations.

8 Collaborative Partnerships
We will collaborate across the sector and
leverage international partnerships to ac-
celerate our collective progress and move
the sector as ane, ensuring our approach is
consistent with international standards and
Nigerian development needs.

9 Reporting
We will regularly review and report our pro-
gress in meeting these Principles at the indi-
vidual institution and sector level.
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financial and human capital, but at the expense of
excessive depletion and degradation of natural capital,
which includes our endowment of natural resources

and ecosystems”.

The finance section of the report looks at the total sec-
toral target investments needed to move toward a green
economy and concludes that approximately 2% of
global GDP will be required each year to achieve this
goal. This equates to approximately USD1.3 trillion
per year through until 2050 mainly to the energy sup-
ply, transport, industry and buildings sectors. However
significant investment will also be needed for forestry,
tourism, waste management, water and fisheries. The
report suggests that the largest commitment of funds

will have to come from the private sector.

So financial institutions will increasingly be judged on
whether they invest in the old polluting technologies
or whether they direct their investment to the new

green economy.

The report identifies: “Estimates by the private finan-
cial sector also underline the scale of the challenge. The
World Economic Forum* and Bloomberg New Energy
Finance calculate that clean energy investment mtust
rise to US$500 billion per year by 2020 to restrict
global warming to 2°C. HSBC estimates the transi-
tion to a low carbon economy will see a total growth
in cumulative capital investments of US$10 trillion
between 2010 and 2020 (HSBC 2010)>”

Thus going forward, there is a great opportunity for
smart financial institutions to seek out these opportu-

nities and re-align their portfolios.

e This is an ideal time for banks to take a
leadership position on global sustainability
and the green economy.

o There are clear business opportunities in
building a green economy. Based on various
sectoral targets of investment needed for a
green economy as set out in UNEP report, an
annual investment of approximately 2% of
global GDP averaging around USD1.3 trillion
is required. This covers the agriculture, build-

In conclusion

It is essential that the finance community understands
the risks to their business from not addressing issues
such as climate change, deforestation, loss of biodiver-
sity, water scarcity, pollution and unsustainable agri-
culture, and develop forward-thinking risk practices to

manage them.

There is a great window of opportunity to ad-
dress these issues as the market, the regulators and
the rating agencies ponder the future of financial
regulation. We are increasingly seeing local initiatives
taking place in the emerging economies. In most cases
it is these economies that are being directly impacted
by the ravages of a changing climate, environmental
degradation, loss of natural resources and the impacts

on the population of poverty and exploitation.

Although the GABV report can be criticised for tak-
ing a fairly narrow timeline for comparison purposes,
what it does show is that there is a strong financial case
for making sustainability the heart of an organisation.
However, for this to be workable it is probably neces-
sary for most, if not all of the major organisations
within a country to embrace this view. Here the regu-
lator and/or the banking association can play a pivotal
role by acting as the catalyst. There is also a role for a
leading institution within the country, by showing the

way for others to follow.

For a country like India with a growing population and
the demands that that places on economic develop-
ment, this is possibly a crossroads moment. Choose the
right path and the Indian finance community could be
the inspiration for ensuring that People and Planet are

embedded into the financing equation.

ings, energy supply, fisheries, forestry, in-
dustry, tourism, transport, waste and water
sectors.

o Of this some USD500 billion is required in
the renewable energy sector alone.

» There are increasing business risks arising
from climate change, loss of biodiversity
and water resources, destruction of forests
and other natural asset depletion.
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The Finance Industry Dilemma

Perhaps a quote from Pavan Sukhdev,® the author of
the UNEP Green Economy report puts everything
into perspective: “So whereas Wall Street by various
calculations has to date lost within the financial sector
$1-$1.5 trillion, the reality is that at today’s rate we are
losing natural capital at least between $2-$5 trillion

every year.”

The question is whether or not will the finance indus-

try both in India and globally take up the challenge!

Further Reading: Lenses and Clocks: Financial stability
and systematic risk, June 2012, Paul Clements-Hunt,
The Blended Capital Group, International Institute for
Sustainable Development (IISD) and United Nations

Environment Programme Finance Initiative (UNEPFI).
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Introduction

This article covers the International Finance Corpora-
tion (IFC)’s approach to managing environmental and
social risks in its operations and those of its clients with
particular emphasis on its financial institution clients.
It also includes a discussion of IFC’s Sustainability
Framework and Performance Standards and approach
to environmental and social risk management for fi-

nancial markets.

IFC’s sustainability framework

The International Finance Corporation (IFC), a
member of the World Bank Group, is the largest
global development finance institution focused exclu-
sively on the private sector in emerging markets. IFC
enables sustainable economic growth by financing
private sector investment, mobilising capital in in-
ternational financial markets, and providing advisory
services to businesses and governments. In order to
achieve its purpose, IFC offers development impact
solutions through firm-level interventions, standard-

setting and business enabling environment work. Its

19



20

Journal of Responsible Finance:
A Quarterly Series on Emerging Trends

Integrating Environmental and Social Risk Management

firm-level interventions include direct investments in
companies, investments through financial interme-
diaries, advisory services, and through the IFC Asset

Management Company.

IFC is committed to ensuring that the costs of eco-
nomic development do not fall disproportion-
ately on the poor or vulnerable and endeavours to
achieve this commitment through its promotion
of sustainable development outcomes by work-
ing with business partners with a shared vision

and commitment to sustainable development.

IFC’s investment and advisory activities across the
globe consider four dimensions of sustainability—fi-
nancial, economic, environmental, and social. Finan-
cial sustainability enables IFC and its clients to work
together to make a long-term contribution to devel-
opment. Economic sustainability enables projects to
contribute meaningfully to host economies. Ensuring
environmental and social sustainability in client op-
erations and supply chains helps protect and conserve
natural resources, mitigate environmental degrada-
tion, secure a social licence to operate and address the
global challenges of climate change. Sustainability is
also viewed as an opportunity to transform markets,
drive innovation, and add value to clients by helping

improve their business performance.

In FY13, IFC’s investments, including funds mobilised
from other investors, reached an all-time high of close
to USD 25 billion and provided capital to more than
600 projects and companies across 113 countries in the
emerging world. IFC invested USD 18.3 billion from
its own account and mobilised USD 6.5 billion from
other investors. At present, IFC’s investment portfolio
stands at close to USD 50 billion in nearly 2000 com-
panies across 126 countries. Over 50 per cent of these
investments are in markets where environmental and
social issues are increasingly material. Issues may range
from climate change to resource scarcities to rising

social pressures to increasing vulnerabilities.

IFC’s approach to sustainability is based on its Sus-
tainability Framework which promotes sound envi-
ronmental and social practices, broadens IFC’s de-
velopment impact, and encourages transparency and
accountability. The Framework articulates IFC’s stra-
tegic commitment to sustainable development and is

an integral part of its approach to risk management by

enabling IFC to manage a diverse client base-many of

which are financial institutions.

IFC’s Sustainability Framework consists of:

e The Policy on Environmental and Social Sustain-
ability, which defines IFC's commitments to envi-
ronmental and social sustainability;

e The Performance Standards, which define clients'
responsibilities for managing environmental and
social risks; and

e The Access to Information Policy, which articulates
IFC's commitment to transparency
(see Box 1).

Performance Standards

Eight Performance Standards form the core of IFC’s
sustainability framework. These Standards address a
range of environmental and social issues facing the
private sector and also define areas of opportunity.
They are designed to help clients avoid, mitigate, and
manage risk as a way of doing business sustainably and
improve their environmental and social performance
through a risk and outcomes-based approach. This,
in turn, has a direct impact on the risk profile and
quality of IFC’s own investment portfolio. The Perfor-
mance Standards help companies identify opportuni-
ties to develop competitive solutions that are good
both for business and developmental outcomes, while
supporting safer working conditions, more effective
and transparent community engagement, and resource
efficiency and pollution prevention measures that can

lead to cleaner air and water.

Companies also find that they are able to generate
long-term value for stakeholders by lowering finan-
cial and reputational risks, thereby improving access
to capital; are able to better position themselves in
mature markets as leaders in sustainability; to im-
prove efficiency and reduce costs; and to generate op-
portunities for growth and innovation. IFC’s most
recent annual client survey showed that more than
90 per cent of its clients that received support from
IFC on environmental and social matters found
the assistance to be vital.! Feedback included help-
ing clients improve relationships with stakeholders,
strengthen brand value and recognition, and estab-

lish sound and long-term risk management practices.

When a project or financial institution is proposed for

financing, IFC conducts an environmental and social
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review as part of its overall due diligence. This review
takes into account the client’s assessment of their direct
and indirect business impact and the client’s capacity
and commitment. It also assesses whether the client
has a strategy to meet the IFC Performance Standards.
Together IFC and the client identify any gaps, and an
Environmental and Social Action Plan is defined to
ensure that the risks and opportunities are addressed
over time. IFC in turn, supervises projects throughout
the life of an investment including monitoring and
supporting client commitments to environmental and

social performance.

Approach to environmental and social
risk management for financial markets

Sound, inclusive, and sustainable financial markets are
vital to development as they ensure efficient resource
allocation. Banks, as financial intermediaries between
different sectors of society, are central to any solution
to address global and national environmental and so-

cial challenges. The financial sector has a crucial role to

play in the allocation of capital to environmentally and
socially sustainable uses. The sector can also influence
business behaviour towards more responsible practices

and business strategies.

IFC’s work with financial intermediaries has helped
strengthen financial institutions and overall financial
systems and it has built up a network of more than
900 financial institutions operating in more than 100
markets through its engagement with financial institu-
tions over the last 15-plus years. This allows for sup-
port to micro, small, and medium enterprises. It also
enables IFC to reach sectors that are strategic priori-
ties, for example, women-owned businesses, climate
change and underserved regions such as fragile and
conflict-affected states as well as in housing, infra-
structure, and social services. In FY13, IFC commit-
ments in financial markets totalled USD 3.6 billion,
about 20 per cent of commitments for IFC’s own ac-
count. Including IFC’s support for trade finance, the
figures are USD 10.12 billion, just over 55 per cent of
IFC commitments for FY13.

BOX 1: Access to Information Policy

As a global public institution with operations
in many regions and sectors, |IFC affects a
diverse range of stakeholders. Transparency
and accountability are fundamental to fulfill-
ing IFC's development mandate. The Access
to Information Policy, which came into effect
in 2012, improves IFC's ability to communi-
cate development impact and management
of environmental and social risks. This in-
creased transparency about operations and
investments allows for more informed dialogue
and feedback. IFC discloses information on the
environmental, social, and development per-
formance of projects during all stages of its
investment cycle.

The disclosure of development results for IFC's
investment projects is being phased in by re-
gion, with its Latin America and the Caribbean,
East Asia and the Pacific, and Europe and Cen-
tral Asia regions beginning disclosure in FY13.

All other regions will begin disclosure of de-
velopment results in 2014. Increased transpar-
ency regarding investments through financial
intermediaries includes the periodic disclosure
of the list of names, locations, and sectors of
high-risk sub-projects supported by IFC's in-
vestments in private equity funds.

IFC's project-level and annual report data sets
are now also available on the World Bank
Group's Open Finances platform. This initiative
increases the accessibility of IFC's project and
financial information.

IFC believes that greater transparency improves
business performance, promotes good govern-
ance, including better project outcomes over
time, increased awareness on the part of af-
fected communities, and ultimately stronger re-
lationships with stakeholders.
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Sustainability adds measurable value to banks’
lending portfolios

IFC has seen growing evidence of this in its own
investment portfolio and with its financial markets
clients. Over the last 10 years, IFC has achieved a
more than 23 per cent real return on overall equity
investments. Loans with better environmental and
social risk ratings also tend to have better credit risk
ratings. An internal study on the link between sus-
tainability and the performance of a sample of list-
ed equity clients provided convincing evidence of a
correlation between environmental and social and
financial performance. The better sustainability per-
formers were also generally better financial perform-
ers. Sustainability leaders also performed better by a
significant margin across a number of environmental
and social performance aspects including investing in
staff training and capacity development, reporting on
sustainability initiatives, investing in stakeholder en-
gagement, and developing initiatives to reduce green-

house gas emissions.

Capacity-building of the financial sector

Through its engagement with financial institutions,
IFC supports the capacity development of the bank-
ing and financial sector to manage environmental and
social risks. This is achieved in part through support-
ing financial institutions with the development and

implementation of an Environmental and Social Man-

agement System, and by enhancing financial institu-
tions” in-house capacity for the day-to-day manage-
ment of portfolio risks, including environmental and
social risks. Financial institutions undertake individual
transaction appraisal and monitoring as well as overall
portfolio management in accordance with the envi-
ronmental and social risk profile of the activities they
finance. Financial institutions are also instrumental in
directing finance to green banking as described in a

subsequent section.

Tangible benefits

According to IFC’s 2007 report, Banking on Sus-
tainability, which included a survey of 120 financial
institutions in 43 emerging markets, the integration
of sustainability into existing management systems
and practices brings tangible benefits. In addition to
those mentioned previously, this can also include new
clients, greater access to financing, access to cheaper
financing, greater shareholder value and improved
goodwill in the market.? 74 per cent of the surveyed
commercial banks reported a reduction in risk as a
result of their considering environmental and social
issues. Another 48 per cent noted improved access
to international capital, 39 per cent benefited from
improved brand value and reputation, 35 per cent
developed new business, and 26 per cent benefited

from improved stakeholder engagement.
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Benefits are also reflected in external acknowledge-
ment such as the Financial Times/IFC Sustainable
Finance Awards. An example is Yes Bank in India,
which has been awarded Sustainable Finance Awards
on three occasions and has also consistently been
recognised by other organisations for its sustainabil-
ity performance. (For a summary of challenges and
opportunities faced by the financial sector in India,
see Box 2).

Emerging trends for the financial
sector

Financing innovation

Support for sustainable finance presents untapped
market opportunities for financial institutions. As an
example, mounting evidence continues to demonstrate

that climate change, which is a fundamental threat to

business and the fight against poverty, can have adverse
and irreversible impacts. Investment needed to stabilise
the climate will reach at least USD 700 billion annu-
ally between now and 2030, and it is estimated that the
private sector will provide 80 per cent of the financing.
The two largest climate sectors for private sector invest-
ment traditionally have been renewable energy and en-
ergy efficiency, even while enabling policy frameworks
to support hydropower, biomass, wind and solar power

are being developed.

Renewable energy is a USD 89 billion market in the
developing world and growing steadily. According to
a study by consulting firm McKinsey & Company,’
the global energy efficiency market will be USD 170
billion by 2020, with 65 per cent located in developing
countries and 49 per cent in industries. This provides
major opportunities for private sector investments in

energy efficiency equipment and energy efficiency up-

BOX 2: IFC experience in India — Opportunities and Challenges for clients

IFC's investments in India support commercial
banks and non-banking financial companies
which in turn provide long-term finance to
corporates and project finance.

Integrating the performance standards has at
times been challenging for reasons such as
capacity constraints to undertake due-diligence
or monitoring, absence of quality and cost-
effective third party consultants to support
financial institutions with undertaking due-
diligence, and limited leverage with certain
transactions such as syndicated loans where
the financial institution is not in the lead. Ad-
ditional constraints include inconsistency in the
quality and coverage of lenders' engineer re-
ports on environmental and social aspects and
resource constraints if financial institutions do
not earmark funds for environmental and social
management system implementation to under-
take due-diligence. Finally, these challenges
are exacerbated by inconsistent regulatory en-
forcement of environmental and social regula-
tion across the country and within sectors.

These challenges, however, also lend them-
selves to opportunities. For example finan-
cial institutions, especially banks, find that
the leverage to introduce sustainability
criteria increases with borrowers when there
are multiple financing relationships (relation-
ship banking, working capital, asset finance,
overdrafts, bill financing) with the same bor-
rower. Financial institutions also stand to
benefit from developing smart products that
link the environmental and social performance
of borrowers with incentives such as interest
rate reduction or waivers on defaults or exten-
sion of grace periods.

External opportunities lie in providing capac-
ity building support by way of training pro-
grammes, developing interactive web-based
tools or next generation smartphone applica-
tions and software for use by financial institu-
tions. A further opportunity lies in developing
a cadre of consultants available to provide
independent support to financial institutions.
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grades in various industries, commercial and residen-

tial buildings, and agricultural production.

In 2013 IFC issued the
world’s largest “green” bond
raising USD 1 billion for
climate-related investments

While the potential is significant, most financial insti-
tutions have still to consider support for sustainable
finance as a strategic priority. Constraints cited by fi-
nancial institutions include weak technical capacity
to appraise sustainable finance projects; limited long-
term funding; expectations of high transaction costs
and large up-front investments to open new markets;
and uncertainties with government regulations. How-
ever, institutions that have expanded their business
offerings have added value for their clients and helped,
for example, small and medium enterprises become
more resilient in the face of energy shortages and en-
ergy price volatility. IFC has invested USD 10.5 billion
in climate-related investments since 2005, including
USD 2.5 billion in FY13 (see Box 3 for details on IFC’s
Sustainable Energy Finance programme and country

level interventions).

In 2013, IFC issued the world’s largest “green” bond
raising USD 1 billion for climate-related invest-
ments, an achievement that underscored the private
sector’s growing demand for triple-A-rated green
bonds. IFC also launched the IFC Catalyst Fund, an
innovative fund of funds, managed by the IFC Asset
Management Company, focused on climate- related
investments. In FY13, IFC made its first invest-
ments through financial institutions in new green
buildings, including mortgages for energy-efficient

homes in India.

Environmental and social risk management
frameworks

The primary and most basic way for financial insti-
tutions to initially integrate sustainability into their
operations is through development and integration
of an Environmental and Social Management Sys-
tem into any other type of existing risk management
system they implement to manage credit, liability,
market and other types of risks. Sound environmental
and social management systems protect financial in-

stitutions against reputational risks as well as financial

losses. The growing list of additional business benefits
for financial institutions includes improved brand
value, lower cost of capital, and improved quality
of loan portfolio. As a result, a growing number of
financial institutions worldwide are adopting policies,
systems and lending practices to manage impacts and

increase positive outcomes.

This is reflected in the increasing number of private
sector led approaches to managing environmental and
social risks by financial institutions. The most promi-
nent of these is the Equator Principles, a credit risk
management framework for determining, assessing
and managing environmental and social risk in project
finance transactions, now used by 78 private sector
financial institutions in 35 countries covering 70 per
cent of international project finance debt in emerging
markets. The Equator Principles use the IFC Perfor-
mance Standards as the benchmark for reviewing trans-
actions. In addition to the Principles, 15 European De-
velopment Finance Institutions and 32 Export Credit
Agencies from countries belonging to the Organisation
for Economic Co-operation and Development also use
the Performance Standards as the foundation of their

respective risk management frameworks.

IFC’s role has been that of convener and technical
advisor to the Equator Principles Steering Committee.
IFC continues to act as the key technical and strategic
resource for the Equator Principles Financial Institu-
tions and any other financial institutions with interest
in applying the environmental and social risk manage-
ment framework articulated by the IFC Performance
Standards. In support of this role, IFC routinely shares
experiences and lessons learned in applying the Stand-
ards framework with external users through the Perfor-
mance Standards Community of Learning Forum. IFC
has organised seven global ‘Community of Learning’
events and three regional events in Latin America and
Asia. Most recently, IFC co-hosted the Internation-
al Sustainable Banking Conference with Bangladesh
Bank in Bangladesh in November 2013 to continue to
share best practices with the banking sector in South

Asia and elsewhere in the region.

Rise in regulatory initiatives

A recent phenomenon has been an increase in banking
regulator-led guidance for the financial sector. This is
reflected in the findings of an internal needs assessment

commissioned by IFC which revealed that for banks
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adopting environmental and social risk management
practices, there are often complications brought on by
the absence of the enabling environment and regula-
tion to create a level playing field for all institutions.
The assessment found that banking regulators are often
well positioned to signal and provide guidance and
advice to banks and other financial institutions on
environmental and social risk management of lending
portfolios and to encourage financial innovation in
support of environmentally and socially friendly busi-

ness development and growth.

For example, IFC has worked with the China bank-
ing regulator, the China Banking Regulatory Com-
mission (CBRC) over the past six years to support
them in transitioning the financial sector towards sus-
tainable practices. CBRC launched the Green Credit
Policy in 2007 and the Green Credit Guidelines in
2011 to provide guidance on implementing sustain-
able banking at three levels: environmental and social
risk management; business opportunities and finan-

cial innovation; managing banks” own footprint.

BOX 3: Sustainable Energy Finance

One of the ways IFC works at the nexus of climate
change mitigation and finance is through its
Sustainable Energy Finance (SEF) programme,
which conducts market and sector studies to
identify segments with potential for commer-
cial lending at scale. Intensive support is pro-
vided to partner banks, leasing companies, and
microfinance institutions to help with develop-
ment of SEF strategies, business models, prod-
ucts, and the internal capacity for marketing and
business development. IFC also advises finan-
cial intermediaries on building partnerships with
equipment suppliers, energy service companies,
and vendors so they may increase their market
share and provide better service to clients.

The Russian Federation is the largest green-
house gas emitter in Europe and Central Asia
and the world’s third-largest energy-consum-
ing country. Yet its market for investments
in improving energy efficiency had been de-
veloping slowly. IFC's Russia Sustainable En-
ergy FinanceProgramme, launched in 20053,
has worked with local banks to help them
develop specialised products for energy ef-
ficiency finance. This also included guid-
ance on identifying, assessing and pricing
products, and advising banks on market-
ing campaigns. At the end of the seven-year
programme, 14 partner banks had financed
342 projects valued at USD 283 million, with

an expected reduction in greenhouse gas emis-
sions of 559,000 tons of CO2 a year.

Since 2006, IFC's China Energy Efficiency Fi-
nance (CHUEE) Programme has helped key
players in China's economy-banks, utility com-
panies, government agencies, and suppliers of
energy efficiency equipment and services—col-
laborate for the first time in creating a sus-
tainable financing model. IFC covers a portion
of financial risk through guarantees for loans
made by partner banks to climate-friendly en-
ergy projects.

CHUEE also helps banks develop pipelines,
portfolios and expertise in the sustainable en-
ergy finance market and assists in assessing
the risks and opportunities of renewable energy
and energy efficiency projects. At the end of
six years, the three participating banks had
provided loans totaling $783 million, exceed-
ing the project target of $533 million. This also
led to the finance of 178 projects, leading to
an estimated 19.3 million metric tonnes of an-
nual greenhouse gas emissions avoided. More
significantly in support of the business case,
the three banks have gone on to develop sus-
tainable energy finance portfolios outside of the
CHUEE programme.

Source: Extract from Annual Review 2103, Access to Finance

Advisory Services, International Finance Corporation
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Examples of other markets where regulators have tak-
en the lead to develop environmental and social risk
management guidance for the financial sector include
Bangladesh, Brazil, and Nigeria. In addition, initia-
tives are underway in Indonesia, Peru, Philippines and
Vietnam. In some markets, banking associations have
assumed the lead to support the development of en-
vironmental and social risk management guidance.
A leading example of this is the Colombian national
banking association, Asobancaria, which together with
Colombian financial institutions and national develop-
ment banks oversaw development of the Green Proto-
col for the banking sector in Colombia. The Protocol
outlines the signatories’ commitments to promote sus-
tainability in the financial sector along with a series
of actions and goals. Similar industry association-led

initiatives are underway in Kenya and Mongolia.

In response to requests made at the First International
Green Credit Forum in Beijing in May 2012, IFC
launched the Sustainable Banking Network for regula-
tors and associate partners in September 2012. The
Network is an informal and free association of bank-
ing regulators globally for the purpose of knowledge
exchange and learning on sustainable banking and sup-
ports the collective learning, networking, and knowl-
edge sharing efforts of banking regulators in this space.
As the host of the Network, IFC plays the role of facili-
tator, organising meetings, supporting the knowledge
management platform, facilitating bilateral exchange,
and providing technical advice to Network members

on policy development.
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Introduction

Responsible investment (RI) is a term used for a bou-
quet of strategies employed by financial institutions
seeking to generate both financial and sustainable
value by incorporating extra-financial factors—defined
by environmental, social and governance (ESG) crite-

ria—into investment decision making.

RI is a booming market globally and an increasing
number of investors are moving beyond exclusively
measuring financial performance of their investments
and factoring extra-financial metrics into their in-
vestment considerations. At least USD 13.6 trillion
worth of assets under management incorporate ESG
concerns into their investment selection and man-
agement, according to a report issued by the Global
Sustainable Investment Alliance.! Assets under man-
agement by UN-backed Principles for Responsible
Investment (PRI) signatories now stands at more than
USD 34 trillion, up from USD 4 trillion at the PRI’s
launch in 2006.

Indian context

The trend of financial institutions integrating ESG
into investment decision making does not extend to
India in a major way. Barring a handful of institutions
that are signatories to the PRI and UNEP-FI, the

total amount of sustainable assets under management
in India is small compared to other emerging markets
such as Brazil and South Africa.

TERI-Europe estimates that the total stock of invest-
ment in Indian equities where the investment strategy
includes a strong focus on ESG considerations is ap-
proximately USD 1 billion, which is almost entirely
composed of foreign institutional investors. There
is a clear lack of interest among key domestic play-
ers such as mutual funds and life insurance firms in
the Indian market. India’s first sustainability-themed
mutual fund, Sustainable Development Fund, was
launched in 2007 based on the methodology of the
S&P ESG India Index but its size today is only USD
2.6 million, due to redemptions and a sharp fall in

the stock market.

However, the ESG landscape is gradually growing
and an emerging group of investors in India are look-
ing beyond traditional financial returns and integrat-
ing ESG into their investment processes. Driving this
change are Indian policy makers with the launch of
the National Voluntary Guidelines for Social, Envi-
ronmental and Economic Responsibilities of Busi-
nesses (NVG-SEE) and the mandate by Securities
and Exchange Board of India (SEBI) to file an annual
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Business Responsibility Report (BRR) for the 100
largest publicly-traded firms.

In addition, there are encouraging signs from the
private equity sector in terms of ESG integration and
banking sector in terms of financial inclusion and

responsible lending.

An opportunity for domestic investors

There are several opportunities for investors to gener-

ate value through ESG investing.

Enhanced financial performance

An increasing number of investors with long-term
perspectives, including global pension funds and in-
surance companies, see ESG integration as an op-
portunity to enhance their financial performance.
A number of research studies suggest a neutral-to-
positive relationship between strong ESG indicators
and long-term financial performance. Pooling results
from 36 studies, Mercer? showed that 30 studies evi-
denced a neutral to positive relationship between
ESG factors and financial performance. Similarly,
a study led by RCM? showed that investors could
have added 1.6 per cent a year to their investment
returns over slightly less than five years by allocating
funds to portfolios that invest in companies with
above-average ESG ratings. A 2012 Harvard Business
School study* found that USD 1 invested in a port-
folio comprised of “high sustainability” companies in
1993 would have been worth USD 22.60 by 2010.

Assess company’s true performance

ESG integration is gaining traction due to its grow-
ing importance in assessing a company’s true perfor-
mance. According to the International Integrated
Reporting Council (IIRC),” an increasing percentage
of an entity’s market value can be attributed to in-
tangible assets and ESG indicators provide ways to
measure the performance of these intangible assets.
Considering ESG criteria enables investors to gauge
good risk management and strategic planning at the
company level. Research shows that companies with
strong ESG performance have a higher capacity to
adapt to change, lower their capital constraints and

lower their cost of capital.

Take advantage of market inefficiencies

The investment case in emerging markets, particular-
ly in India, rests most heavily on the concept of inefhi-
cient markets, where not all the available information
is incorporated in the current stock price. There is a
lack of comprehensive research coverage in emerging
markets in general and a dearth of ESG-related analy-
sis in particular. Given the higher levels of both risk
and return in emerging markets, investors who make
an effort to understand the impact of ESG have a bet-
ter chance of reducing risk and boosting returns. Due
to this scarcity of information, fund managers see sus-
tainability criteria as a way to make superior invest-
ment decisions. For example, in emerging markets,
knowledge of qualitative factors such as the strength
of a company’s management and its management of
human rights in the supply chain can be a particularly

useful way to identify undervalued companies.

Effective portfolio risk management

Applying an investment strategy that considers ESG
factors when investing in companies will enable in-
vestors to identify ESG risks and determine which
companies have more effective risk management and
are therefore likely to be more profitable in the long
run. Indeed, there is evidence that proper considera-
tion of ESG factors can significantly reduce a portfo-
lio’s risk exposure and enhance portfolio diversifica-
tion. A study by Allianz and Risklab (2011)° suggests
that 'tail risks," the risk of unlikely events causing
catastrophic damage, can be reduced by nearly 40 per
cent by optimising ESG risk exposure in an emerg-
ing markets equity portfolio, compared to an ESG-
risk-neutral strategy. The study, using various ESG
metrics provided by several ESG research providers,’
concludes that while all portfolios gain from ESG
risk management, this benefit is greatest for emerging

markets investments.

Ability to provide capital at lower costs as
compared with mainstream investors
Responsible investors are able to provide capital at
lower costs compared with mainstream investors. This
is because they face lower risk in their portfolio ow-
ing to appropriate factoring of E&S related risks and

therefore have the ability to raise capital at lower costs.

Lower reputational risk
Investors can reduce reputational risks by avoiding

investments in companies that do not adopt sustain-
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ability practices or are not committed to good corpo-
rate governance. Responsible investors who are not
cautious of the reputation of their investee companies
are well aware of the costs associated with attacks on

their own brand image.

Gaining alpha through encouraging good
corporate governance

In India, it is generally assumed that regulations are
weak, corruption is high, and corporate account-
ability is unreliable—these concerns may threaten
to limit potential growth of such emerging market
economies. Good corporate governance is linked with
higher company valuation, reduced risk of corporate
scandals and corruption, increase in external invest-
ments, lower cost of capital, improved competitive
performance and stronger stakeholder relationships.
Country-level studies have provided evidence of the
positive effect of corporate governance practices in
emerging markets. In Korea, well-governed compa-
nies traded at 160 per cent premium to poorly-gov-
erned firms. Brazil-based companies with the best
corporate governance ratings had 2004 P/E ratios
that were 20 per cent higher than those with the
worst governance ratings and companies with above-
average governance had 45 per cent higher return
on equity (RoE) and 76 per cent higher net margins
than those with below-average governance practices.
In addition, firms included in the Brazilian Corpo-
rate Sustainability Index® have been shown to trade
at a premium relative to other publicly-traded firms.
Gompers, Ishii, and Metrick (2003)? find a substan-
tial outperformance of more than eight per cent per
annum for firms with the best corporate governance
ratings against those with the worst corporate govern-

ance ratings.

The importance of corporate governance cannot be
ignored. Investors can take the opportunity to en-
courage good corporate governance in investee com-
panies and observe enhanced returns with fair and

transparent management at the company level.

Identify opportunities for growth

In India, population growth and economic develop-
ment are creating both challenges and large-scale op-
portunities related to environmental and social equi-
ty. Companies providing innovative solutions to these
challenges present partictularly attractive investment

opportunities. Some of these ESG solutions-relat-

ed investment themes include: Social equity (credit
and banking, services for the ‘base of the pyramid’),
health and wellbeing (medicine and health care, food
and agriculture), sustainable infrastructure and devel-
opment (green building, sustainable transportation),
environmental protection (pollution prevention, wa-
ter treatment and waste management) and clean and

efficient energy.

Means to sustainable development and
responsible business practices

Responsible financial systems can contribute to the
goal of sustainable economic development by pro-
moting business innovation and strengthening re-
sponsible economic, environmental and social behav-
iour of businesses. companies' access to debt or equity
in their twin functions as financial service providers
and investors. By setting the right incentives through
extra-financial lending and investment criteria, the
financial sector acts as a ‘multiplier’ of responsible
business practices and sustainable economic develop-
ment. Responsible finance is a means to the end goal

of responsible business.

With recent regulatory meas-
ures, investors will have more
opportunity to obtain ESG data,
include extra-financial factors
In their evaluation processes
and stay ahead of the curve by
differentiating themselves from
their competitors.

Regulatory push

The Securities and Exchange Board of India, SEBI,
is addressing some extra-financial disclosure issues
among Indian corporations. It has mandated ESG
disclosures from the top 100 listed companies, in
the form of annual Business Responsibility Reports
based on the Ministry of Corporate Affairs’ (MCA)
voluntary guidelines on social, environment and eco-
nomic responsibilities of businesses (NVGs). Simi-
larly, the Department of Public Enterprise (DPE) has
issued guidelines on corporate social responsibility
(CSR) and sustainability for central public sector
enterprises, which sets the requirements for CSR
reporting to assess the overall performance of central
public sector enterprises. The Companies Act, 2013

includes CSR as a mandatory agenda item at the
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Board level and requires companies to report on their
CSR policy, governance and initiatives along with
the CSR budget spent. Consequently, investors will
have more opportunity to obtain ESG data, include
extra-financial factors in their evaluation processes
and stay ahead of the curve by differentiating them-

selves from their competitors.

Challenges to RI/ESG investing for
domestic investors

Given the nascent stage of the ESG integration trend
in India, there are several barriers that impede the
integration of ESG considerations into investment

processes in the country.

Lack of (quality) information

Although relevant information and data sets have
become more mainstream in the developed markets
driven by regulation that requires companies to dis-
close their ESG performance and also thanks to the
role played by mainstream data providers (Bloomb-
erg, Thomson Reuters), this is not yet the case for

emerging markets, particularly India.

Companies’ disclosure of material ESG factors is rela-
tively poor here and companies largely do not address
material ESG-related financial risks to their core busi-
ness—an aspect that concerns the majority of investors.
Without this information, investors and other stake-
holders are unable to make informed decisions and
implement RI strategies. This is further exacerbated as
controversial issues are underreported in the public do-
main due to lower levels of scrutiny from government,
civil society organisations and media, which leaves
investors unaware of and exposed to associated risks.
Furthermore, there is a perception that even the data

that does get disclosed is not too reliable.

In an effort to address this lack of quality informa-
tion, the CII-ITC Centre of Excellence for Sustain-
able Development is collaborating with Solaron to
assess, analyse and rate the sustainability performance
of the top 100 companies in India. Other organisa-
tions such as the Indian Institute of Corporate Af-

fairs are also seeking to undertake similar studies.

Lack of understanding and capacity

There is a general lack of capacity to assess sustain-

ability risks that prevents mainstream investors from
integrating ESG into their decision making. Com-
panies that do want to provide relevant information
to sustainable investment funds and analysts may lack
the necessary resources, tools or experience in engaging
with such stakeholders. In addition, finance special-
ists don’t seem to fully understand the language of
environmental and social impacts. There is a perceived
need to increase the capacity of mainstream investment
organisations in order to fully integrate ESG criteria
and help finance specialists to understand the language
of environmental and social impacts and their relation-

ship with longer term economic forces.

Responsible investment awareness, concepts and
practices have also not yet penetrated into the main
body of India’s buy-side and sell-side analyst com-
munity. It must also be acknowledged, however, that
many international investors and analysts also lag be-
hind in this regard and may rarely, if ever, raise ESG

issues when assessing companies.

Direct engagement hindered by existing
corporate governance structures

Direct engagement between investors and companies
can be very useful for overcoming information gaps,
developing mutual understanding, aligning inter-
ests, and prompting company action on urgent ESG
risks. However, governance models in India greatly
differ from common practice in developed markets
as companies in India are still largely private fam-
ily- or state-owned. This poses the risk that minority
shareholder interests may not be adequately repre-
sented. In this regard, research providers, including
Solaron, have been engaging with both corporations
and other stakeholders in order to highlight material

issues to investors.

The behaviour of investors-both
asset owners and investment
managers-is frequently short-
term in nature. Pressures to
report short-term performance
to boards, beneficiaries and
clients can be strong.

Lack of commitment and innovation
There is a lack of awareness among domestic insti-

tutional investors such as mutual fund and life in-
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surance industries about the need to integrate ESG
factors. Even though there are multiple studies that
provide evidence that there are better risk-adjusted
returns from investing in companies with improved
sustainability performance, there is a need to further
demonstrate the materiality of extra-financial issues
to financial performance, especially to top manage-
ment. The level of understanding of the relationship
between extra-financial and financial performance
is abysmally low. This awareness needs to be built
before Indian institutional investors can take active
ownership in questioning managements on ESG
performance, and domestic asset owners need to be
encouraged to subscribe to the PRI. Further, even
when there is awareness on the business case of extra-
financial reporting and risk management, there is a
lack of will and commitment. The perception of asso-
ciated high costs makes banks and investors reluctant

to follow these practices.

Little evidence on consumer opinion
Another gap area is that of surveys/information on
public opinion related to environmental awareness and

sustainable investment appetites of Indian consumers.

Quarterly capitalism culture

The behaviour of investors—both asset owners and
investment managers—is frequently short-term in na-
ture. Pressures to report short-term performance to
boards, beneficiaries and clients can be strong. Asset
owners now also face pressures from regulators that
may result in more short-term investment strategies.
These include performance requirements imposed as
a result of under-funding (shortfalls against liabili-
ties) and liquidity rules introduced in response to the
financial crisis (which provide disincentives for long-
term illiquid investments, including those in areas

such as renewable energy infrastructure).

The average holding period of stocks by institutional
investment managers has tended to decline, especially
due to short-term performance pressures on inves-
tors. One of the results of this higher level of turno-
ver in portfolios is that it reduces investment manag-
ers’ ability and incentive to engage with company
management as active shareholders. End investors
play a crucial role in this regard by communicating to
investment managers their long-term view. However,
it is often seen that they themselves take a very short-

term view on stocks.

Presently, most compensation structures dispropor-
tionately emphasise short-term performance and fail
to hold investment managers accountable for the
long-term impacts of their actions (given that most
sustainability risks and opportunities will be realised
over the long term). Investment mandates put in
place by asset owners are in many cases structured on
the basis of short-term performance targets and mon-
itoring periods which only incentivise asset managers
to demand short-term performance from companies.
Although short-termism drives high turnovers relative
to standard market benchmarks, research has shown
that it contributes to asset mispricing and bubbles,
and the unintended consequences of destroying long-
term value, decreasing market efficiency, reducing in-
vestment returns and impeding efforts to strengthen

corporate governance.

Global investors who are signatories to responsible
investing principles require their fund managers to
follow those principles while making investments.
However, because the uptake amongst Indian asset
owners is shallow, investment managers are not given

the mandate to consider ESG into their decisions.

One of the results of this higher
level of turnover in portfolios
Is that it reduces investment
managers’ ability and incentive
to engage with company
management as active share-
holders. End investors play a
crucial role in this regard by
communicating to investment
managers their long-term view.

Misconception of ‘fiduciary duty’ definition

Fiduciary duty is a widely contested term with dif-
ferent definitions and legal interpretations in differ-
ent countries. In many jurisdictions, fiduciary duty is
largely considered as imposing obligations on trustees
or other fiduciaries to maximise investment returns.
This has resulted in ESG risks being neglected in in-
vestment practice and a greater emphasis on short-
term returns. The policy framework and public debate
around reform of the Indian investment system does
not appear to address ESG issues or the implications
of ESG-related financial risks to fiduciary duties. As fi-
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duciary duty interpretation only mandates investment
managers to maximise investment returns, most inves-
tors believe that incorporating ESG criteria into invest-

ment decisions may violate their fiduciary obligations.

Conclusion and recommendations

The financial sector is increasingly recognised as play-
ing a pivotal role in driving responsible business and
investments as it moves away from using financial
performance as the only criteria to assess business risk
and opportunities and incorporates extra-financial
indicators such as ESG. While there have been some
welcome policy developments in India with the SEBI
mandate, MCA’s National Voluntary Guidelines and
the changes outlined in the Companies Act emphasis-
ing corporate disclosure on a report or explain basis,
there is still a long way to go to achieve the levels of
ESG integration and engagement noted on an inter-

national scale.

In light of the challenges and conclusions of this pa-
per, a number of recommendations to promote RI
and overcome the barriers towards RI in India have
been identified. These are:

¢ Companies should be encouraged to report on
short and long-term ESG issues that are material,
which will help investors assess business prospects
and value. Companies can do this by building the
report around the company’s business model, the
context in which it operates and its strategy to
address these challenges, all of which should ulti-
mately feed into the business strategy and perfor-

mance reporting.

e A central platform that effectively collects com-
pany sustainability data that is verified and com-
parable should be established. This platform can

leverage on existing databases of service providers.

¢ Institutions such as Responsible Investment Re-
search Association (RIRA), CII, service providers
such as Solaron Sustainability services, cKinet-
ics, relevant management consulting firms, and
the handful of high ESG performing financial
institutions such as IDFC and SIDBI should
play a key role in overcoming the challenges and

presenting the business case to investors on how

a company’s ESG considerations can affect its

financial performance.

¢ Awareness needs to be raised amongst investors
(including among the mutual fund and life insur-
ance industries) through communication channels
and training programmes. This can be done by
facilitating dialogue with FlIIs who are investing
in India and have more advanced ESG practices.
Market research can also be commissioned to un-
derstandinvestors’ and public awareness and at-

titudes to RI.

e Investors can sign up to the UN-supported Prin-
ciples for Responsible Investment (PRI)-an initia-
tive that supports its signatories in incorporating
ESG issues into their investment decision making,.
This will also give them access to peer practices for

RI investing.

e 'There is a need for the investment industry to in-
novate in order to overcome the barriers to RI and
contribute to a sustainable society. Financial insti-
tutions such as Yes Bank in India have engaged in
innovative sustainability solutions through their
banking services and could share their lessons and
experiences with other Indian peers. Internation-
ally, Deutsche Bank offers various sustainable
credit products with a focus on projects in energy
efficiency, renewable energies and clean technolo-
gies, where they see increasing interest from the

overall market.

Another example of a product that will strengthen
this process and help investors identify and track ESG
leaders is the latest innovative product launched by
Solaron. The ‘Global ESG Performance Tracker’ was
developed based on international demand and pro-
vides investors with ESG performance trends of their
portfolio, an informed assessment of a company’s
ESG risks and their impact on portfolio performance.
This kind of innovative product development will

support and encourage the uptake of RI in India.

There are promising signs of change in the field of
responsible investing in India. With increasing in-
ternational investor demand and a regulatory push,
domestic investors will be encouraged to implement
ESG practices and policies. An interesting area of

development is the impact investing market in India



Volume 1, Issue 1 September 2014

which is gaining increasing momentum. Looking
ahead, there is a general consensus that there is a
market for banking and investment products in India
that addresses the country’s pressing social and envi-
ronmental challenges such as the need for water and

renewable energy supplies. Given the new business

possibilities, domestic Indian investors should look
at ESG as an opportunity to build new business op-
portunities, create new markets and enhance financial
returns while at the same time contributing to equi-

table development.
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After the announcement of Principles of Responsible
Investment (PRI) on April 27, 2006 by the then Sec-
retary General of UN, Kofi Anan, international funds
worth USD 34 trillion have now endorsed the same.
The backing of such a large fund to the Principles con-
firms that the integration of environmental, social and
corporate governance considerations is now becoming

an essential part of global investment business.

ESG investing, responsible investing, socially respon-
sible investing, socially aware investing, ethical invest-
ing, values-based investing, mission-based investing...
all describe the same concept. These terms tend to be
used interchangeably within the investment industry
to describe an approach to investing, which combines
the intentions to maximise both financial return and
social good. In general, ESG investing favours corpo-
rate practices which are environmentally responsible,
community-friendly, support workplace diversity and

increase product safety and quality.

The origin of ESG investing cannot be traced to any
single specific defining moment, as it has shaped
over a period of time and drew momentum from a

variety of historic developments. The first instance

of ESG investing perhaps can be traced back to 1920s
when churches divested the so called 'sin stocks'-al-
cohol, tobacco and gambling from their portfolio.
However, the catalytic factors for ESG investing, in
the more recent past, have been the environmental
movements of the 1970s and 1980s. As the ability
to conduct substantive social and environmental re-
search on companies improved, 'negative' or 'avoid-
ance' screening was supplemented by 'positive' or
'inclusionary’ screening—the practice of looking for
companies with ESG policies and practices. In this
way, more recent ESG investing approaches differ
considerably from the old ethics-based approach that
by their very nature need to exclude certain types of

investment areas.

The real evolution in ESG methodology has come

about by:

e The creation of research bodies focusing on
the companies that meet ESG and sustainable cri-
teria; and

e The realisation by companies that adoption of
ESG policies can be beneficial. Increased transpar-
ency by companies and the willingness to have a

dialogue with research groups, meant that it be-
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came easier to compose research-based rankings
together with quantifiable assessments of corpo-

rate behaviour and suitability.

This has been a key factor in the development of several

ESG indices across the globe.

ESG and credit rating agencies

ESG as a concept and tool is now fairly well devel-
oped and established. However, investors interested
in ESG integration, among the various asset classes,
have largely focussed on equity. Investors in the debt
market have shown very little appetite for ESG issues
despite the fact that the size and importance of debt
market is huge.! As credit ratings agencies (CRAs)
primarily focus on the debt market, this may be one of
the reasons why their involvement in the ESG space is
limited. Moreover, in the current form, credit analysis
is fairly quantitative and the focus is on the profit-
ability, liquidity and solvency of the entity and its
ability to service the debt. ESG issues are difficult to
quantify over the short term and are hard to convert
into common financial ratios used for credit analysis.
Further, unless ESG issues undermine the company’s
ability to service its debt obligations either now or in
the future, it will not alter the credit rating. Since
ESG issues have such a pronounced impact only oc-
casionally, they are therefore mostly overlooked and at
best picked up in the credit analysis while assessing the

'quality of management'.

Investors are beginning to in-
tegrate ESG issues into fixed
income and portfolio investment
because integrating ESG risks
fits well with the risk-focused
behaviour of a bond investor.

Despite these challenges, the focus is gradually shifting
and investors are beginning to integrate ESG issues
into fixed income and portfolio investment because
integrating ESG risks fits well with the risk-focused
behaviour of a bond investor. While returns for the
equity investors mainly come from the growth, bond
investors focus primarily on protecting their capital
and avoiding losses. Therefore, if ESG issues pose a
material risk to the entity’s ability to service the debt,
then credit analysis should consider them. Yet, this has

not acquired any definite shape in the credit rating

process of the CRAs. Investors extensively use credit
ratings provided by CRAs while deciding their in-
vestment. However, an investor interested in ESG-
screened investment strategies has to currently look
beyond CRAs and rely on specialist research providers/
agencies to operationalise such a strategy. If the goal is
to mainstream ESG issues into the investment decision
making process then CRAs will have to play a critical
and bigger role in this regard.

However, unlike the financial parameters there is still
a lot of disconnect between companies and investors
about the financial materiality of various ESG factors.
Moreover, as the length and breadth of ESG factors
that are financially material is still evolving while in-
vestors need to understand that ESG integration into
investment analysis is a tool to evaluate risk and return
and is not an ethical criteria, companies need to under-
stand that their corporate communication and disclo-
sure for the investment community should be focused

on financially material ESG issues.

As the disclosure and communication from companies
to the investment community currently lack clear links
between ESG, financial performance and how this
links to business strategy, there is a long way to go be-
fore CRAs can incorporate ESG issues into their credit
rating process and investors can feel confident about
integrating ESG issues consistently in their investment

strategies in the debt market.

However, some trends that are likely to favour ESG

investing both in equity and debt market in the fu-

ture are:

¢ Globalisation of industry where social and environ-
mental performance becomes a source of differen-
tiation and competitive advantage

e Tightening global, regional, and domestic regula-
tory pressure such as the Kyoto protocol

¢ Changing consumer and investor demographics with
many younger “greener’ consumers and investors

¢ Growing institutional shareholder activism

e Global population pressure consumption pressure; and

e Pressure from NGOs armed with better informa-

tion and growing credibility.

ESG and emerging markets
Although the above discussion is largely representa-
tive of what is happening in the advanced economies—

mainly the US and Europe, emerging markets, includ-
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ing India, are also gaining traction in the ESG space
as foreign investment flows into emerging markets rise
in significance. Currently, the investment penetration
of ESG funds in emerging markets is minuscule com-
pared with the developed economies. However, since
ESG-based retail and institutional investors command
a substantial size of global investment flows and they
often want to align investment strategies with their in-
vestment needs, ESG investing is likely to expand even

in emerging economies such as India in times to come.

ESG and market return

There is very little disagreement between companies
and investors that ESG issues can have consequences
for a company’s financial performance, either for bet-
ter or for the worse in the long term. However, one
criticism that has often been levelled at ESG investing
is that they entail systematic deterioration of the risk-

return trade-off for the investor.

The origin of this criticism can be traced back to Mil-
ton Friedman’s view during early seventies whereby
he stated that there is a fundamental and irreducible
contradiction between the concepts of corporate so-
cial responsibility and free market-driven shareholder
value approach, as internalisation of social costs inevi-
tably leads to a reduction of enterprise value. However,
30 years later, not only the thinking has undergone a
fundamental change, a number of studies have dem-
onstrated that focus on ESG issues and shareholder
engagement does not harm financial return, and in
some cases have improved corporate performance. For
example, Orlitzky, Schmidt, and Rynes (2003)? found
a statistically significant positive association between
corporate social performance and corporate financial
performance. Bauer, Kees, and Otten (2002)> found
no significant differences between ESG screened re-

turns and those of unscreened funds. Similarly, Russo

and Fouts (1997)% found that companies with better
environmental records appear to have better-than-av-

€rage returns on assets.

In case of India, Banerjee, Gokarn, Pattanayak and
Sinha (2010)° attempted to answer the question—does
the market reward firms that practise good corporate
governance (CG)? To examine the relationship between
corporate governance and firm level performance, they
used the CG score obtained from the S&P ESG India
Index® as proxy for firm level governance quality, and
select financial indicators and Tobin’s Q as measures of

firm-level performance.

They found a positive and significant relationship be-
tween CG score and firm-level performance after con-
trolling for a number of firm-specific and time-specific
factors. Better governed firms besides commanding a
higher market valuation were found to be less lever-
aged and had higher interest coverage ratios. They also
provided a higher return on net worth and capital em-
ployed, and their profit margins were relatively more
stable. Their Price-Earnings Ratio (P/E) and yield—the
return earned by the shareholders by way of dividend-
were also higher in comparison to the firms whose CG

score was lower.

Besides these studies, it may also be worthwhile to point
out that the MSCI KLD 400 Social Index,” based on an
ESG Best-in-Class methodology of US stocks, has out-
performed the MSCI USA stock index on a total return
basis since it went live on April 30, 1990.

All this evidence suggests that for individual and institu-
tional investors addressing financial goals while also en-
couraging companies to improve their ESG actions is a

fiscally prudent and strategically advantageous objective.

=—
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