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ESG: AN 
EXPANDING 
SPHERE

Environmental, Social and Governance (ESG) 
considerations have moved from the fringe 
to become increasingly embedded in asset 
managers’ investment processes. The role asset 
managers can play in this sphere is considerable, 
influencing both returns for investors and wider 
corporate behaviour. Indeed, we believe ESG 
represents a structural reform that is likely to 
shape and define the asset management industry 
for years to come. In this guide, we examine the 
evolution of the ESG market, and explore the 
opportunities it presents to investors. 

ILIM is a global asset manager, serving clients around the world for over 75 years.  Our award-winning business is recognised 
by clients and peers as leading in the development of long-term partnerships. 

Our clients rely on us to build solutions, working with them to respond to their needs. Our core in-house capabilities include 
indexation, quantitative and portfolio solutions which are complemented by our niche expertise in alternatives, fixed income 
and property.

We manage assets in excess of €64bn for a wide range of clients including insurance companies, wealth managers, pension 
schemes, fiduciary schemes and sovereign wealth funds.

Our people are our greatest asset, drawing expertise from a breadth of background and a diversity of skills and experiences. 
We have a unique methodology for developing ideas – evidence-based and innovating through insights driven from extensive 
proprietary research and depth of market knowledge. As a client-focused asset manager, we embrace discipline and rigour in 
all we do.

We are part of the AA-rated global GWL group, leveraging their international reach as well as contributing our expertise to 
GWL solutions.
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ESG investing is a catch-all term, including strategies or methodologies that aim to incorporate 
environmental, social or governance factors into investment decision-making. Its goal is to 
manage risk more efficiently and generate sustainable longer-term returns as well as having a 
positive impact on society. While ESG investing comes in many varied forms, the industry is 
dominated by a few key approaches. These include:

WHAT IS ESG INVESTING?

1. ACTIVE OWNERSHIP
Active ownership is a process whereby an investor actively 
uses their voting power and shareholding status to change the 
company’s future direction. Such investors can actively pursue a 
strategy of engagement/share voting pressure with companies 
with a faltering ESG record, encouraging them to improve their 
ESG business planning.

2. EXCLUSIONARY SCREENING
Under this approach, the asset manager avoids investing in 
companies and industries that fail to meet pre-defined criteria. 
Examples of such exclusions include (among others) companies 
involved in the manufacture and sale of controversial weapons, 
gambling, and companies that rely on carbon-intensive fossil fuels. 

3. NORMS-BASED SCREENING
This approach judges companies based on their adherence to 
international norms and agreements. These could include the 
UN Global Compact, which encompasses human rights, labour 
rights, the environment and anti-corruption. Companies in breach 
of such norms will be deemed less desirable when choosing 
portfolio constituents.

4. POSITIVE/BEST-IN-CLASS 
     SCREENING 
Positive screening targets investment in companies that 
demonstrate positive ESG behaviour – i.e. those that actively 
contribute to society or the environment. Companies displaying 
positive ESG attributes are given larger weights in the portfolio, 
while underweight positions are taken in companies performing 
poorly relative to their peers on ESG metrics. 
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Close to $60 trillion in assets under management – or 50% of 
the total global institutional assets base – are currently managed 
by Principles for Responsible Investment (PRI) signatories (PRI, 
2015). 

The global ESG market now accounts for over 30% of professionally 
managed assets in Europe, the United States, Canada, Asia, 
Japan, Australasia and Africa (Source: Eurosif 2016). Indeed, 
the growth of the ESG market outpaces growth in the broader 
investment market.

EXAMINING MARKET TRENDS
Traditionally, ESG has been the remit of niche active managers. But 
now index providers are launching new and innovative options 
for investors, while both quantitative and active managers are 
striving to embed ESG factors into their investment processes, 
with the aim of generating superior outcomes for investors.

KEY FACTS
 The ESG market is more mature in the developed world. Europe, 

the United States and Canada account for almost 99% of the 
worldwide ESG market, with circa 64% and 35% of ESG assets, 
respectively (USIF, 2016).

 Global sustainable investing assets grew 61% from 2012 to 
2014 to reach $21.4 trillion (USIF, 2016). 

 In 2015, there was a 19 % increase in PRI signatories, suggesting 
that ESG integration by traditional asset managers is on the rise 
(UNPRI, 2016). 

 US-domiciled assets under management using SRI/ESG 
strategies grew to $8.72 trillion in 2016, a 33% increase from 
2014 levels (USSIF, 2016). 

 In Canada, responsible investing assets under management 
increased from CAD 600 billion to over CAD 1 trillion, 
representing a 68% increase between 2011 and 2013 (RIA, 
2016).

 ESG integration in Europe also grew by 39% (Eurosif 2016). 

The concept of investing in line with ESG principles has gained plenty of traction worldwide, 
to become firmly embedded into public consciousness. 

THE EVOLUTION OF 
INVESTORS’ INTEREST IN ESG
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IS THE ESG TREND SET TO CONTINUE?

Not only has the expansion of the ESG industry been rapid, it looks set to continue. The 
myriad reasons behind this trend include social changes, regulatory environment, international 
agreements and increased fiduciary responsibility. We discuss each of these considerations 
in turn.  

   SOCIAL CHANGE
An ever-increasing number of investors demand ESG options. 
A recent Wealthmanagement.com survey of 780 investment 
advisors stated that 66% had offered an ESG option to their clients 
in response to individual client requests (Wealthmanagement.
com, 2016).  The same survey also alluded to the future growth 
potential of the ESG market, with circa 60% of respondents 
believing that ESG investments will become a bigger part of 
their offering to clients in the next five years. 

Additionally, younger people are exhibiting more social 
consciousness than previous generations. This is a noted trend 
among millennials – i.e. those born between 1980 and 2000. A 
recent study of high-net-worth individuals conducted by Bank of 
America stated that 85% of millennials believe that “environmental 
impact is important in investment decisions”, compared with 49% 
of the ‘baby boomers’ generation  (U.S. Trust, 2015) , i.e. those 
born between 1946 and 1964.

Importantly, millennials are putting their beliefs into action and 
voting with their wallets. A survey conducted by US research 
house Nielsen showed nearly three in four millennials were 
willing to pay more for sustainable offerings compared to 50% 
of baby boomers (Nielson, 2015). Although the research related 
to consumer products, we believe the same principal can be 
applied to financial products such as ESG investing. 

Another study, conducted by the asset management arm of the 
US-based Teachers Insurance and Annuity Association, found 
evidence supporting this trend. It found that over 75% of those 
under 35 were interested or very interested in ESG options 
(TIAA CREF, 2014). There are numerous other studies that 
suggest ESG options will be a key consideration for the next 
generation of investors. 
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Social change
An ever-increasing number of investors is demanding ESG options

International agreements
The trend of worldwide initiatives has accelerated in recent years

An evolving regulatory environment
A number of recent developments in the regulatory environment and 
legal space have aided the rise of ESG investments

Fiduciary responsibility
A recent UN-commissioned report on fiduciary duty highlighted the 
importance of considering ESG factors in the decision-making process
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The investment case
Increasing number of options for ESG investors
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AN EVOLVING 

  REGULATORY ENVIRONMENT

A number of recent developments in the regulatory environment 
and legal space have aided the rise of ESG investments. 
Governments and regulatory bodies around the world have 
enacted legislation that has curtailed or prohibited investments 
deemed immoral or unethical. One such example undertaken 
in Ireland is the “Cluster Munitions and Anti-Personnel Mines 
Act 2008”, which prohibits the investment of public monies in 
munitions companies involved in the manufacture of cluster 
munitions and anti-personnel mines (Cluster Munitions And 
Anti-Personnel Mines Act, 2008).The governments of Switzerland, 
Belgium, New Zealand, the Netherlands and Luxembourg have 
also enacted similar legislation relating to cluster munitions. 

The trend toward more robust and binding legislation is expected 
to continue. Recent findings from MSCI ESG Research estimate 
that up to 57% of total global assets under management could be 
influenced by ESG regulations, investor initiatives or regulators 
in the next five years. 

  INTERNATIONAL AGREEMENTS
The trend of worldwide initiatives has accelerated in recent 
years. The UN Principles of Responsible Investment (UNPRI), 
of which we are a signatory, details six principles ranging from 
the incorporation of ESG issues into investment analysis and 
decision making, to the promotion of the principles within the 
investment industry (PRI). This initiative, which aims to promote 
ESG strategies in the investment industry, has proven extremely 
popular. It has garnered over 1400 signatories worldwide, 
representing collective assets under management of over $60 
trillion. 

Another similar initiative was launched in June 2016, called the 
“Global Statement on Investor Obligations and Duties”. It was 
undertaken by the UNPRI in collaboration with the UN Environment 
Programme and the Generation Foundation. Signatories of the 
document agree to “take account of environmental, social and 
governance (ESG) issues, in their investment processes” and to 

“encourage high standards of ESG performance in companies 
and other entities” in which they are invested. This initiative will 
further bring ESG strategies into the mainstream and is likely to 
increase their popularity further.

Additionally, the Paris COP21 climate change agreement was 
signed by 195 countries in December 2015. This is likely to 
be a catalyst for change within the industry, and strives for an 
increased focus on reducing carbon emissions.

  FIDUCIARY RESPONSIBILITY
Until recently, fiduciary duty was understood to mean the goal 
of maximising returns (subject to risk) for beneficiaries. There 
was also a prevalent belief that socially responsible investment 
would lead to lower returns, and therefore be at odds with the 
principle duty. However, that view has changed.

A recent UN-commissioned report on fiduciary duty highlighted 
the importance of considering ESG factors in the decision-making 
process. In addition, regulators are becoming much more explicit 
about considering ESG as part of fiduciary duty. A recent example 
is the Department of Labor in the US, which allowed managers to 
incorporate ESG into decision-making. Overall, greater research 
has underlined the benefits to longer-term returns of considering 
ESG factors.

http://www.fiduciaryduty21.org/uploads/8/0/3/0/80301594/pri_fiduciary-duty-21st-century-statement.pdf
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  THE INVESTMENT CASE 

While the above aspects all point to a directional “push” from 
regulation and societal change, it is important to review and 
consider the investment case for considering ESG factors in the 
investment process.

Although research is still underway, there is mounting evidence 
suggesting that companies  with good ESG policies tend to 

PHYSICAL 
CAPITAL

I.E. ENVIRONMENTAL ISSUES
Climate change, hazardous 
waste, nuclear energy and 
sustainability of resources.

HUMAN 
CAPITAL

I.E. SOCIAL ISSUES
Human rights, diversity, 
consumer protection, health 
and well-being.

FINANCIAL 
CAPITAL

I.E. GOVERNANCE ISSUES
Management compensation, 
management structure, 
employee relations.

 

outperform in the long run. However, there is some debate as 
to whether this outperformance against peers is derived from 
better risk management, enhanced performance, or both.

Successful investment requires an accurate analysis of risk 
and reward. It has long been established that good corporate 
governance supports management of risk and longer-term 
sustainable returns within companies. ESG is simply an extension 
of this and considers the management of three key areas of capital: 

Increasing academic and industry evidence indicates that 
integrating ESG factors and active ownership into the investment 
process can improve risk-adjusted returns. For example, a 2015 
extensive study conducted by Deutsche Asset Management 
and the University of Hamburg (Deutsche Asset & Wealth 
Management, 2015), investigated whether integrating ESG 
into the investment process had an impact on corporate financial 
performance. 

The study found an identifiable positive correlation between 
ESG factors and corporate financial performance:

1. across the sample: over 48% of the sample demonstrated 
positive  correlation of returns

2. across all regions: the correlation ranged from 26.1% in 
Developed Europe to 65.4% in emerging markets

3. across all categories i.e. E, S and G: the findings ranged from 
55.1% on social factors to 62.3% on governance factors

4. across all asset classes: the findings ranged from 52.2% in 
equities to 71.4% in real estate.

While research is still underway (and indeed still lags research 
into other factors driving risk and performance of individual 
stocks and asset classes), it is clear that there is a consistency of 
results. This points towards the positive impact of considering ESG 
factors alongside investment risk and returns in the longer term. 

Source: ILIM
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OPTIONS FOR INVESTORS

For investors seeking to incorporate ESG factors into their decision-making process, there are 
three areas of consideration. These include whether to:

1. Drive change through active ownership

2. Divest from or exclude companies that demonstrate poor ESG policies and/or high exposure 
to ESG risks

3. Tilt portfolios towards higher-ranking companies under different ESG metrics

1. DRIVING CHANGE THROUGH 
ACTIVE OWNERSHIP
Investors holding companies that fall short of industry standards 
for their ESG practices can have an important role to play. Their 
active ownership gives them a meaningful ability to effect change. 
Active ownership is a process whereby an investor actively 
uses their voting power and shareholding status to change the 
company’s future direction. Such investors can actively pursue a 
strategy of engagement/share voting pressure with companies 
with a faltering ESG record, encouraging them to improve their 
ESG business planning.

  Considerations for investors
Most asset owners rely on their investment manager to implement 
voting and engagement activity on their behalf. Consequently, 
it’s important to understand and review the manager’s approach 
to voting, ensuring its alignment to desired ESG objectives.

2. DIVESTMENT/EXCLUSIONS
This is the process of actively reducing and ultimately eradicating 
any portfolio holdings in companies that lag industry norms in their 
approach to ESG and/or which are involved in certain sectors or 
controversial activities, e.g. the manufacture of cluster bombs. 

Several countries have introduced regulation to mandate an 
exclusionary approach. For example, the Netherlands have 
imposed restrictions on investing in anything related to the 
proliferation of cluster munitions. In addition, many high-profile 
investors are excluding companies based on their own criteria – a 
practice that has generated significant debate within the industry 
over whether this is the most effective way to achieve their ESG 
objectives. Clearly, as such companies are reliant on investors 
holding their company shares, the views of investors will impact 
a company’s decision-making. It can also have a greater societal 
good, by encouraging them to improve their policies so they 
become eligible for investment. 

A contrarian viewpoint also exists. It suggests that selling shares 
in such companies makes little sense, because the shares will 
be bought by different investors who may not share the same 
views on ESG factors, with potentially little or no adverse impact 
on the company. As a consequence, limited change is wrought.

  Considerations for investors
This is one of the easiest options to implement, with no change 
to investment strategy.Overall, the divestment/exclusionary 
approach is useful because it’s relatively straightforward to 
implement in both active and passive strategies. In addition, it 
allows explicit avoidance of certain specified companies/sectors.

However, there’s a requirement to define and review the exclusion 
list based on predetermined criteria. It’s also necessary to secure 
an asset manager willing to accommodate an exclusion list. 

Given the exclusion of certain companies, it is important to note 
the potential impact on portfolio performance as a consequence. 
This can be either positive or negative when compared with the 
unadjusted original portfolio of stocks. The impact will depend 
on the extent and nature of the exclusions, i.e. the percentage of 
overall portfolio excluded, or the extent to which entire sectors 
are excluded. The extent to which this is a concern for investors 
depends heavily on the reasons for the exclusionary policy in 
the first instance. For example, regulatory exclusions should not 
be a concern for investors as there is no need for discretionary 
decision-making.

3. INTEGRATING ESG THEMES INTO 
PORTFOLIO BENCHMARKS 
An integrated approach to ESG investing involves tilting the 
portfolio to capture positive ESG factors while minimising 
exposure to negative factors. When other financial considerations 
are equal, this results in a portfolio that is typically overweight in 
companies that score well for ESG factors, while exposures to 
poorly scored companies are lower. An investor can also choose 
to apply negative screening to the portfolio, thereby precluding 
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investment in companies engaged in business activities that are 
incompatible with their values.

  Considerations for investors
Firstly, it’s important to consider which ESG factors are most 
relevant for the investor in question, before deciding how these 
should be embedded into the investment process. As with any 
asset-allocation decision, investors can choose to implement 
their investment strategy passively or actively, either through 
traditional active management or systematic investment strategies. 
There is a wide array of ESG-themed strategies offered by both 
index providers and active managers. 

In considering these options, investors need to be aware of the 
impact on performance and the degree of active risk taken against 
the benchmark. This is, in essence, an investment decision and 
should be given the same level of due diligence and consideration 
as any other asset-allocation decision within the portfolio. This 
is particularly significant for passive investors. When companies 
are excluded or additional factors are considered, the resultant 
portfolio of stocks that form the ESG index can differ (sometimes 
significantly) from the core market-capitalisation-weighted 
benchmark. Its geographic mix and sector allocations can vary 
notably, and can ultimately affect performance. Cost is also an 
important consideration – passive investors could see higher 
costs than market-capitalisation-based portfolios. 

INDEXATION OPTIONS ON THE RISE
Although the indexation market has been around for almost 
two decades, it accounts for a smaller proportion of the overall 
ESG market. Moreover, it is dominated by niche active players. 
In light of the continued growth of indexation in the asset 
management industry, we expect indexed strategies to play an 
equally significant role in the ESG market.

KEY QUESTIONS FOR INVESTORS TO 
ASK THEMSELVES
For clients assessing the various options available, we believe 
several key directional questions need to be answered. These are:

Do you have a mandatory obligation to avoid certain 
stocks? 
If so, then you should review strategies that meet your minimum 
exclusionary requirements, or work with your investment manager 
to exclude these stocks from your chosen strategy.

Is this the first time you have considered ESG investing?
If so, you might prefer to move gradually into this area, to 
minimise the divergence from your starting point in terms of 
market exposure and performance expectations. In this scenario, 
appropriate options might include minimum exclusionary criteria 
designed to be closely correlated with the underlying market-
capitalisation-weighted benchmark. Or, ESG strategies that are 
designed with constraints against deviation from the underlying 
market capitalisation benchmark.

Do you desire a certain thematic exposure within your 
portfolio?
If so, thematic strategies might be more appropriate. This is 
because strategies that incorporate ESG at a general level might 
not fully enable you to precisely target your desired exposure. For 
example,  low carbon-themed strategies would target concerns 
relating to fossil fuel use and the environment, but not necessarily 
have as great a focus on societal or governance issues.

Do you believe that incorporating EGS factors will lead 
to better returns?
If so, an ESG solution that undertakes a positive screen (targeting 
companies that demonstrate desired ESG characteristics) might 
be appropriate, even if the resultant portfolio carries a higher 
level of divergence from the core market-capitalisation-weighted 
benchmark.

Do you desire to remain invested in your current 
strategies but still want to implement some form of 
ESG into your portfolio?
If so, applying an active ownership overlay to your portfolio might 
be appropriate. This will provide you with the ability to vote in 
an active and sustainable way, in line with certain ethical and 
social principals e.g. UNPRI. Or, actively engage with industry 
laggards in which you invest to improve some companies ESG 
impacts in a meaningful way.

INCORPORATING ESG INTO CLIENT PORTFOLIOS
We agree with the prevailing industry view that ESG will play an increasing role in clients’ 
investment decision-making and portfolio design. A combination of client demand and regulatory 
necessity should drive assets towards sustainable investment practices, which look set to be 
more popular than traditional investment markets.



HOW WE CAN HELP

As well as our team of in-house investment specialists, we have partnered with leading ESG 
research agency Vigeo Eiris and ISS. By drawing on both sources of knowledge, we can provide 
valuable insights into ESG investing and provide support as you review the role these strategies 
might play in your portfolio. We can also partner with you to create a bespoke strategy based on 
your preferences. As you would expect, our own approach to ESG and shareholder engagement 
is active and robust. Contact us or visit our website to obtain a copy of our ESG policy. 

We can provide the following services:

 implement ESG-focused voting strategies

 facilitate the development and implementation of engagement strategies

 manage exclusions against any chosen index

 offer access to any ESG index option of your choosing or integrate ESG factors into our active 
strategies

 provide full support and analytics in relation to ESG options available in the market and their 
suitability for your needs.
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CONTACT US
To find out more about any aspect of our approach to ESG investing, including bespoke services, please speak to 
your  Relationship Manager. 
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