
Viewpoint: 
Returns to ESG investing - 
looking for the light

T
here is an old joke that goes 
roughly like this: A good samaritan 
sees a man searching for his house 
keys under a streetlight. She offers 
to help and asks whether the man is 
sure that he lost his keys in this 

particular spot.
The man replies, no, that he lost them in 

the dark alley across the street. Why then is 
he looking here, under this particular 
streetlight, she asks. He replies: This is 
where the light is.

Sometimes it can be hard to find evidence 
to precisely answer the most fundamental 
questions. It’s not quite as stark as in the old 
joke, but there is a choice whether to make 
rough and direct guesses about an important 
debate, or instead find precise but indirect 
evidence.

When it comes to understanding the 
impact of environmental, social, and govern-
ance (ESG) considerations on capital 
markets, it is hard to answer the fundamen-
tal questions: What impact they have had so 
far on market prices? And, what sort of 
returns might these mandates deliver in the 
future?

Common rationales for ESG  
investing
There are three common rationales for ESG 
investing. The first is a double bottom line. 
Yes, investors seek to maximize their 
financial returns, but, for some, returns are 
just one part of their objective.

As important is the impact of these ꢀ
dollars on broader societal issues such ꢀ
as the environment. Investors who hold 
such values might accept a lower return ꢀ
in exchange for better environmental 
outcomes [1].

A second rationale is doing well by doing 
good. This rationale sees no tradeoff 
between financial and societal objectives. 
Patagonia can sell more clothes to its 
customers by emphasizing the ecological 
benefits of their manufacturing processes, 
for example

Or, more directly, a focus on environmen-
tal or social objectives ultimately leads to 

lower costs, for example as technology 
improves or costly litigation, oil spills, and 
mining disasters are avoided.

A third rationale is that change is coming. 
Through regulation and taxation, policy 
makers around the world will step in to 
charge producers for their negative impact 
on the local environment and their contri-
bution to global climate change – perhaps to 
the point that they become wholly uneco-
nomic, stranding legacy corporate assets [2].

These last two rationales require a certain 
degree of market inefficiency – in other 
words, that investors as a group are missing 
something now that they will see later.

There is a subtle difference. For the 
second rationale, the evidence is already 
accumulating. While, for both to have full 
effect, the rest of the investment world must 
eventually wake up to the potential of ESG, 
its direct benefits to corporate profits, and 
its avoidance of a wide range of downside 
risks.

The massive shifting of investment dollars 
away from polluting technologies that 
ensues would deliver returns for those 
ESG-minded investors who are in front of 
the wave.

A fundamental question for investors is 
whether ESG investment involves a tradeoff, 
a combination of environmental philan-
thropy – akin to a donation to the Sierra 
Club or Greenpeace – and reduced financial 
returns.

Or whether ESG investment will simply 
deliver the best returns to investors, 
whether they are environmentally minded 
or not, leaving aside any ancillary, non-
financial benefits.

What we know so far from 
municipal bonds
So, which is it? Equity markets are like the 
dark alley where the man lost his keys. It is 
tempting to point to the recent returns of 
ESG funds as proof that there is no tradeoff, 
that a focus on ESG investing leads both to a 
better environment and higher returns.

The Wall Street Journal reported on May 
12 that “more than 70% of ESG funds across 

all asset classes performed better than their 
counterparts during the first four months of 
the year” as investors funneled more than 
$12bn into these funds.

But, this is simply a rough guess. It is 
conceivable that the returns, stemming from 
overweights to large technology firms and 
underweights to energy stocks, are simple 
good luck, with these companies positioned 

REPRINTED FROM IPE.COM 21 JULY 2020

 
The logic of ESG investing 

is about weathering  
regulatory and  

environmental change

A fundamental question for investors is whether ESG investment involves a tradeoff, a 
combination of environmental philanthropy and reduced financial returns, or whether ESG 
investment will simply deliver the best returns to investors.

well to weather the global pandemic.
The logic of ESG investing is about 

weathering regulatory and environmental 
change, not the spread of coronaviruses.

And yet, although the chain of causality is 
murky at best, the recent economic fallout 
does point to the vulnerability of energy 
companies to a demand disruption that a 
substantial carbon tax would bring.

Moreover, it is hard to say whether 
ESG-oriented investments are now trading 
at prices that suggest lower future returns 
or whether we are still early in the market’s 
understanding of their opportunities and 
risks.

One place where the streetlight shines 
much brighter is in the municipal bond 
market. There, we can see a vast array of 
“green” and ordinary bonds issued by 
municipalities in pursuit of the “E” in ESG 
that allow for a more precise control for 
maturity, risk, and other attributes of these 
fixed income investments [3].

The recent paper Financing the Response 
to Climate Change: The Pricing and Owner-
ship of U.S. Green Bonds examines data on 
over $27bn in municipal bonds issued 
during the period from 2013 through 2018 
by 195 issuers (see Figure 1).
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However, there are perhaps even more 
reasons to suggest that equity markets are 
different [5].

Equity investors are only slowly waking up 
to the idea that green firms can do well by 
doing good.

There is no way of saying, as we can in the 
municipal bond market, whether investors 
have overreacted, pushing up prices, or 
underreacted, with a much greater realign-
ment to come, because we do not know the 
expected future fundamentals of stocks with 
anywhere near the same certainty as we do 
for the contractual coupon payments, backed 
by the tax revenues of U.S. municipalities.

Equity investors still underappreciate the 
risks and benefits of an ESG mindset and the 
prospect that regulatory and tax and social 
change is coming.

Moreover, the exposure of stocks versus 
bonds to the benefits and risk mitigation of 
ESG practices is different. The fundamental 
value of a bond depends only on the ability 
to repay fixed principal and interest, while 
an equity claim reaps the full upside of 
improving fundamentals and the full down-
side of the realization of unanticipated risks.

This remains a small drop in the bucket of 
more than two trillion in issuance of ordi-
nary bonds over the same period. We find 
that these green bonds are issued at a 
premium in Figure 2.

quently trade towards a premium relative to 
the ordinary bonds in the secondary market.

Perhaps this pattern reflects a desire to 
give ESG bond investors the impression that 
there is no tradeoff between investing to 

Although yields to maturity on green 
bonds are slightly higher at a median pre-tax 
yield of 2.48% versus 2.34% for ordinary 
bonds, these yields shift to a discount – and 
a price premium – with a large battery of 
controls for credit ratings, maturity, and a 
variety of other contractual features.

But, the premium is slight, ranging from 
4.8 to 9.4 basis points per annum.

We also find that ownership of green 
bonds is more concentrated, suggesting that, 
so far, a smaller number of investors, 
perhaps those willing to make a small 
tradeoff between financial and environmen-
tal payoffs, specialize in holding green 
securities.

An interesting side effect is that this yield 
benefit spills over to simultaneously issued 
ordinary bonds, suggesting that, rather than 
capturing the full benefit in a green price 
premium, municipal treasurers and their 
bankers spread the impact of green demand 
across simultaneous issuance.

In so doing, they obscure the price pre-
mium (and hence lower future return) 
associated with green securities [4].

Once green and ordinary bonds are issued 
at similar yields, the green bonds subse-

maximize environmental benefits and 
investing to maximize returns.

Our conversations with practitioners 
revealed this concern – that even a small 
headline difference in yields might scare 
investors from green bonds. This suggests 
that the willingness of investors to trade 
environmental considerations for return is 
small.

The broader lessons for equity 
markets
What about in the darker alley of equities? 
There are some reasons that equity markets 
might be the same.

Equity investors, like municipal bond 
investors, have a double bottom line. Money 
is flowing into ESG equity funds, as investors 
take into account not only financial but also 
environmental concerns, pushing the stock 
prices of green stocks up relative to their 
future fundamentals.

If equity markets are otherwise informa-
tionally efficient, the evidence from the 
municipal bond market would suggest that 
this demand is likely to have at least a small 
amount of upward pressure on prices and 
thus downward pressure on future returns.

Malcolm Baker has been a research consultant 
with Acadian Asset Management since 2006 and 
plays a key role in formulating the firm’s invest-
ment research agenda. 

[1] One strand of the academic literature takes this point of view. For 

example, Renneboog, Ter Horst, and Zhang (2008) find that investors are 

willing to accept lower returns in exchange for social objectives. This is 

consistent with the findings of Hong and Kacperczyk (2009) that so-called 

sin stocks earn above average returns. Recent papers by Oehmke and Opp 

(2019), Pastor, Stambaugh, and Taylor (2019) and Pedersen, Fitzgibbons, 

and Pomorski (2019) also take this view.

[2] Another strand of the academic literature takes the second and third 

points of view. For example, in a survey of investors, Amel-Zadeh and 

Serafaim (2018) report that relevance to investment performance is the 

most frequent driver of the use of ESG data.

[3] The category of “green bond” is not as well-defined as “S&P 500 stocks” 

but not as fuzzy as “junk bonds” or “growth stocks.” We (Baker et al. 2020) 

use the CUSIP-level Bloomberg green bond tag as the first step for our 

sample of U.S. corporate and municipal bonds as an objective, replicable 

identification method that meets institutional standards. We also add 

municipal green bonds identified by Mergent.

[4] Larcker and Watts (2019) go so far as to say that this means that there 

is no green bond premium, because green and ordinary bonds issued by 

the same issuer on the same day have comparable yields. Our analysis 

suggests that there is a premium but one that spills over on the date of 

issuance, where issuers are reluctant to extract a premium price on their 

green bonds.

[5] The jury is out in the academic literature. For example, Hong and 

Kacperzyk (2009) suggest that “sin stocks” trade at a discount and display 

higher average returns, whereas Blitz and Fabozzi (2017) attribute these 

findings to other characteristics.

 


