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Investor Confusion Clouds ESG's Future
By Michael Shagrin March 25, 2015 

Environmental, social and governance (ESG) strategies were hit hard by outflows in 2013 and 2014, and new 
data suggests that may just be the tip of the iceberg. 

A recent survey by Commonfund suggests that institutional investors fearing a market downturn may actually 
grow more suspicious of ESG strategies if the U.S. equity market cools off.

Nearly 45% of respondents said they did not expect responsible investment criteria like ESG to become a more 
important part of their institution’s investment policy over the next three years. That’s compared to just more 
than 25% who said ESG would play a greater role in their portfolios during that time frame.

However not everyone is convinced the survey respondents will put their money where their mouths are. 
Consultants say that ESG outflows could reverse in the midst of a market correction, if institutional investors 
accept the premise broadcast by ESG managers—considering environmental, social and governance factors 
don't just help investors sleep soundly at night. They also improve returns.

That subtle, but critical difference is the theory that embracing ESG will juice returns, not just save the whales. 

The relative antagonism towards ESG came as a surprise to many, though it could be attributed to fear of a low-
return environment and the idea that limiting an investment portfolio to stay within the confines of an ESG 
framework may hinder managers’ ability to produce top flight returns. If the survey results indeed suggest a 
connection between depressed return expectations and waning interest in responsible investment criteria, then 
consultants and ESG managers will have a difficult job ahead of them—one which many thought they already 
completed.

“It could be a reflection of a dampened return expectation environment, but it could still be lack of 
understanding of ESG as something that’s different than [socially responsible investing or SRI],” says Keith 
Luke, president of Commonfund Securities.

The most acute concern among survey respondents (a diverse range of Commonfund clients and prospects) was 
a shortfall in meeting return expectations over the next three years. Roughly 50% of participating institutional 
investors said they are either concerned or extremely concerned about meeting return targets while another 34% 
said the prospects of low returns provokes modest concern.

“People’s expectations continue to come down after the large run up in the last six years and they’re wondering 
what sort of legs U.S. equity market will have under it going forward,” says Luke of Commonfund.

Still, it’s unclear whether investors have truly internalized the full-throated advocacy of ESG proponents—that 
this approach to investing isn’t charity but rather an important fixture of long term risk-adjusted returns.
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“Education around that is still a critical point of focus for many investment committees,” says Scott Perry, a 
partner at NEPC. “Those who are fairly experienced have come to the conclusion that managers who look at 
additional factors during the investment process are additive. These [considerations] bring insights regarding the 
securities within the portfolio which either drive enhanced performance or an enhanced risk profile.”

Some of these lessons may have been forgotten during the past couple years when simple exposure to the broad 
domestic equity market was usually sufficient to meet return targets. Indeed, while the U.S. stock market went 
supernova in 2013 and continued its ascent in 2014, assets in ESG strategies took a major hit. But that was not 
the case in the more modest years immediately following the financial crisis.

Between 2010 and 2012, when the S&P 500 saw an average return of 8.67%, investors showed a sustained 
interest in ESG products—they experienced inflows in seven of 12 quarters with net flows at $673 million, 
according to eVestment. But during 2013 and 2014, when the S&P generated average returns at a breakneck 
20.5%, investors abandoned ESG in droves, withdrawing almost $14.3 billion from the strategies.

Given this anti-ESG sentiment borne out during the best of times, perhaps it could take a famine in the broader 
market to produce a feast for ESG managers.

“In our experience, during market downturns, money flows to safety and we have seen evidence of faster 
recovery of the equities of companies with sustainability integrated into their strategies,” says Louis Coppola, 
an executive v.p. and partner at the Governance & Accountability Institute. “These companies are less risky 
investments … which leads to the outperformance as the market picks back up.”
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