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ABSTRACT

In this address, I discuss differences across investor and manager motivations for
considering sustainable finance—value versus values motivations—and how these
differences contribute to misunderstandings about environmental, social, and gover-
nance investment approaches. The finance research community has the ability and
responsibility to help clear up these misunderstandings through additional research,
which I suggest.

WHILE SUSTAINABLE FINANCE HAS BEEN drawing increased attention from
institutional and retail investors, regulators, politicians, corporate leaders, and
employees, alike, there is no clear consensus on the meaning of sustainable fi-
nance or the acronyms associated with it—ESG (environmental, social, and
governance), SRI (socially or sustainably responsible investing), and CSR (cor-
porate social responsibility). The lack of clarity on the meaning of these terms
leads to misunderstandings about how they affect investors, corporations, and
asset markets, which can make it difficult to interpret evidence on investment
behavior and to design related regulations. In this address, I argue that the
misunderstandings arise from differences in investors’ and managers’ moti-
vations. In particular, I argue much of the confusion is due to differences in
whether motivation arises from value or values, that is, from regarding the
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ESG qualities of an investment as important to its financial value or, as con-
sistent with one’s values.!

Because of the misunderstandings about investors’ and managers’ motiva-
tions, people often talk at cross purposes about ESG. Therefore, it is incum-
bent upon the finance research community to provide clearer analyses and
interpretations of these issues from a financial economics perspective.? In par-
ticular, finance researchers have an opportunity to make important contribu-
tions to the literature and society by conducting research that considers both
pecuniary and nonpecuniary aspects of ESG, taking an objective stance with
regard to the incentives, costs, and benefits related to sustainable finance,
and that provides evidence on the associated economic implications. In this
address, I highlight areas of ambiguity where more research could provide
clarity.

As I note above, the terminology related to sustainable finance is a cen-
tral issue—what terms should be used to describe these types of approaches
to manager or investor decision making? Some people prefer sustainability,
while others prefer responsible investing, ESG, or CSR, yet, there is no clear
understanding of how these terms differ or even what a given term means. For
example, the term “sustainability” has a variety of meanings depending on the
context. To some, the term’s principal focus corresponds to the environment. To
others, the term refers to the broader idea of sustainability for people, planet,
and profit. To still others, the term’s meaning encompasses not only people and
planet, but also prosperity, peace, and partnerships.

Until we see more agreement on what the various sustainability terms
mean, existing research needs to be considered in light of how authors frame
the research question. Moreover, while a large body of outstanding research
has improved our understanding of ESG and related topics, many questions
remain open. My aim here is to focus on moving this field forward, by draw-
ing attention to the misunderstandings that have arisen so future financial
economics research can clear up these misunderstandings and provide deeper
theoretical and empirical analyses of ESG. Note that I spend relatively little
time on the “G” or governance aspect of ESG because our field has a long tradi-
tion of investigating corporate governance issues. I do briefly discuss, however,
important unanswered questions related to the governance areas of ESG.

For some investors and managers, ESG decision making is driven by val-
ues, that is by preferences—in particular, nonpecuniary preferences. A vari-
ety of motivations can lead to a values approach, for example, a desire not
to support businesses associated with objectionable products or conduct or
a desire to support businesses that reflect their own religious values. Dif-
ferentiating these motivations is challenging because nonpecuniary prefer-
ences vary across investors and managers, leading to differences in priorities

1 Because “ESG” has become the dominant shorthand used to refer to these concepts, for brevity
I rely largely on this shorthand throughout.

2 As I was writing this address over the 2022 calendar year, others were developing and publish-
ing ideas some of which are similar to those that I propose in this address. In particular, Edmans
(2022) and Pollman (2022) have written thoughtful pieces on ESG.
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across areas of concern such as carbon footprints, harm to animals, and child
labor.?

For other investors and managers, ESG decision making is driven by fi-
nancial value, that is, by a firm’s risk and return opportunities. The value
approach differs conceptually from the values approach in both intent and
operationalization. For example, ESG considerations can shed light on finan-
cially significant risks including environmental, reputation, human capital, lit-
igation, regulatory, corruption, and climate risk, among others.

As academic researchers, we need to better account for the distinction be-
tween ESG values and value. Clear identification may be complicated by the
fact that ESG investing can also be motivated by a combination of values and
value. One can think of the range of ESG investment approaches as captured
by a linear Venn diagram. As Figure 1, Panel A, shows, ESG investing can be
important to both investors focused on socially responsible investments and
traditional (i.e., financially oriented) investors. On the one hand, SRI investors
may consider ESG investment primarily from a values perspective. On the
other hand, financially oriented investors who employ an ESG approach do so
from an exclusively value perspective.

In Figure 1, Panel B, I add impact investing to the Venn diagram. This figure
illustrates the full spectrum of investment approaches and the relation of each
to investors’ preferences and financial value considerations.* Impact investors
have an intentional focus on the environmental and social outcomes of an in-
vestment.® Closely related is SRI, where investors’ main intent is to avoid sup-
porting companies that do not reflect their values. Removing such companies
from their portfolios, that is, negative screening, therefore serves as the pri-
mary investment focus of SRI strategies. The next strategy along the spec-
trum, ESG investing, is what could be arguably referred to as the “classic”
form of sustainability investing. This strategy can include both nonpecuniary
and pecuniary motivations, depending on the investor’s values versus value
orientation. For some investors, ESG investment primarily represents a way
to express their nonpecuniary preferences, similar to SRI investors, but often
using positive screening, that is, including companies in their portfolios that
reflect their values. In contrast, for other investors, ESG investment means
considering the ESG aspects of the firm to mitigate risks and enhance returns.
A variety of strategies can be employed under this approach such as ESG inte-
gration, positive ESG tilt, negative ESG screening, and ESG risk management,

3 For discussions on the history of investing based on values, see, for example, Renneboog, ter
Horst, and Zhang (2008) and Starks (2021).

4 Consistent with the terminology confusion discussed above, ESG investing could also be shown
as encompassing both SRI and impact investing. I have displayed them as distinct in order to
highlight the differences.

5 Impact investing usually involves expectation of receiving both financial and social returns,
where the social returns are based on both intentionality and additionality.
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Figure 1. Values versus value in investment approaches. This figure illustrates a Venn
diagram for the spectrum of investment approaches. Panel A shows the interlap between SRI,
ESG, and traditional investing; Panel B shows the typical investor preferences related to the ap-
proaches; and Panel C shows the typical expected returns across the approaches. (Color figure can
be viewed at wileyonlinelibrary.com)
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among others.® The final investment strategy along the spectrum is traditional
investing, where interest is on risk and return alone.

Figure 1, Panel C, adds to the Venn diagram the expected return expec-
tations of the different investment approaches. For impact investors, these
expectations can span from being willing to give up returns in exchange
for meeting nonpecuniary goals to an expectation of earning risk-adjusted
market returns, see Barber, Morse, and Yasuda (2021) for estimates of the im-
pact investors’ willingness-to-pay (WTP). Expected return requirements can
also vary within and across the other investment approaches, with some ESG
investors, particularly those in the SRI spectrum, again showing measurable
WTP (e.g., Baker, Egan, and Sarkar (2022)). In sum, as the figure illustrates,
there exists a large degree of heterogeneity within each of these investment
approaches.

The remainder of the address is organized as follows. In Section I, I first
discuss the growth in interest in, and the evidence we have regarding, in-
vestors’ and managers’ value or values motivations for ESG investing, includ-
ing what can be inferred from country differences. In Section II, I summarize
some of the research regarding ESG investment performance and make the
point that before we can draw definitive conclusions on such performance, we
need to separate the influences of value versus values investors more cleanly.
In this section, I also discuss the difference between investors’ concerns about
ESG risks in firms’ business processes (of most importance to value investors)
and the effects of those processes on the environment and the communities in
which the firms operate (often the primary focus of values investors). Much
of the work on ESG has focused on equities, but we should consider these is-
sues in other asset classes, which I briefly discuss. Also relevant to this dis-
cussion is the framing of ESG issues and why the three aspects should or
should not be aggregated into one overarching concept. In Section III, I fo-
cus on the relation between value and values investing, and a topic of particu-
lar importance today, namely, environmental issues, including climate risk. In
Section IV, I turn to the role of owners, that is, the use of voice and exit, and
the consequences of these choices. In Section V, I provide a brief discussion
of social and governance issues. Finally in Section VI, I give some concluding
remarks.

I. Growth in Interest in and Motivations for ESG Investing

Over the last decade, there has been substantial growth in interest in the
concept of ESG. Figure 2 provides a worldwide Google Trends plot for the
Google-set topic of “Environmental, Social and Corporate Governance.” The
figure demonstrates that interest in ESG, as reflected by individual Google

6 Since negative ESG screening is a primary investment technique of values investors, one may
argue that it can be interpreted as evidence of values investors. However, it can also be employed
by value investors. I discuss this more thoroughly in Section IV.B, where I discuss divestment
issues.
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Figure 2. Increasing interest in ESG according to Google Trends. This figure illustrates
the time-series trends for worldwide searches for the Google search topics: “environmental, social
and corporate governance,” “corporate social responsibility,” and “socially responsible investing”
from January 2013 to January 2023. (Color figure can be viewed at wileyonlinelibrary.com)

searches, has been growing rapidly, particularly in the last five or so years. This
result can be compared to the Google-set topic “Corporate Social Responsibil-
ity,” which has remained a relatively important topic over the past decade. In
contrast, while the Google-set topic “Socially Responsible Investing” has been
of sufficient interest to also warrant designation as a Google Trends topic, it
has remained a relatively minor focus of Google searches as compared to the
other two topics.

The increasingly broad interest in ESG investing can also be illustrated by
examining time-series differences in U.S. active mutual funds’ percentage own-
ership for high- and low-ESG firms. To conduct this analysis, each year, I sort
S&P 500 Index firms into ESG quartiles according to their S&P Global ESG
scores and then calculate the fraction of their shares held by actively managed
domestic equity mutual funds that are not identified as ESG funds according
to the Morningstar designations. In Figure 3, Panels A to E show the increas-
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Figure 3. Active mutual fund management and portfolio company ESG scores. This
figure shows differences over time between active mutual fund ownership in the highest S&P
Global ESG score quartile of S&P 500 firms and that in the lowest quartile, where scores are an-
nually updated. Panel A plots results for total ESG scores, Panel B for E scores, Panel C for S
scores, Panel D for G scores, and Panel E for ESG scores with DGTW characteristic adjustments.
(Color figure can be viewed at wileyonlinelibrary.com)

ing interest in ESG qualities by conventional mutual fund portfolio managers.
Panel A shows the differences in each quarter between the active mutual fund
ownership of firms in the highest ESG quartile versus the firms in the low-
est ESG quartile. Although conventional mutual funds hold a larger fraction
of shares in low-ESG companies throughout the period, there is a clear trend
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of increasing ownership in the high-ESG firms relative to the low-ESG firms.
Moreover, this increasing pattern continues to hold in Panels B to D, which
show the differences for the E, S, and G scores separately. Since the relation
between mutual fund ownership and firm characteristics changes over time
(Bennett, Sias, and Starks (2003)), in Panel E, the ownership percentages for
the ESG scores are adjusted each year for the Daniel et al. (1997) (Daniel, Grin-
blatt, Titman, and Wermers [DGTW]) characteristics.” The increasing pattern
remains generally the same as in Panel A. The increasing ownership patterns
do not appear explainable by industry rotations or other factors. To differen-
tiate the motivations between value and values investors, we need to better
understand the determinants of this secular shift.

A. Investor Motivations for ESG Investing

To understand the growth of interest in ESG investing as well as the effects
of this investment approach, we first need to distinguish investors’ motiva-
tions. As discussed above, the motivations of value investors center on how
considering ESG issues can help drive firm value, that is, improve the firm’s
risk-return prospects. These investors not only use information on a firm’s ESG
qualities in their investment decisions, but also often engage firm management
on these issues to help obtain lower risk or enhanced returns. In contrast, the
motivations of values investors arise from their nonpecuniary preferences. In
general, values investors do not want to hold a firm’s shares if the company is
associated with objectionable products or behaviors, that is, they do not want
to supply capital to or profit from such firms. These investors also tend to be
particularly interested in the effects of the corporation on society and the en-
vironment, and hence they too sometimes try to achieve their goals by engag-
ing firm management, either directly or by voting their proxies. Of course, as
noted above, some investors are simultaneously a values and a value investor
and hence employ multiple strategies simultaneously.

The increasing practitioner interest in ESG risks has been accompanied by
a growing body of academic research, including theoretical work. Many ESG
theory papers can be sorted into two groups. One features values investors
with nonpecuniary preferences who buy ESG stocks versus their counterparts
who are solely financial investors.® Typically the weightings on the proportion
of investors with nonpecuniary preferences are important in the equilibrium
considerations. The other group of common theoretical studies feature at least
some value investors who have primarily financial motivations for ESG invest-

7The DGTW adjustments were made as follows. First, assign the DGTW groups (portfolios)
to each stock according to DGTW (1997). Next calculate the ownership for each stock-quarter
from the non-ESG actively managed domestic equity mutual funds in the sample. For each DGTW
portfolio-quarter, calculate average ownership across stocks by the mutual funds and then for each
stock-quarter, subtract the mean corresponding DGTW portfolio-quarter mutual fund ownership.

8 The theories employ different terminology, for example, ESG, CSR, and green and brown in-
vestors.
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ments.” We need more theory here. For instance, we need additional theoret-
ical frameworks that consider the range of differences in motivations within
the value and values ESG investor groups. For example, are the two types of
investors complementary to each other or do they compete with each other, and
how does the distribution of values versus value ESG investors impact asset
prices? Although some of these questions have been explored in the context of
so-called green versus brown investors, they have not been explored in depth
with regard to value versus values ESG investors from multiple theoretical
frameworks.1°

Recent research examines the question of ESG motivation through surveys,
experiments, and archival data. For example, recent studies provide impor-
tant insights by focusing on Dutch investors and pension fund participants.
Based on a survey and experimental data, Riedl and Smeets (2017) conclude
that the primary motivation for investors to hold SRI funds arises from so-
cial preferences and social signaling, and that financial motivations, while a
factor, are of more limited importance to these investors. In an experiment on
pension fund participants, Bauer, Ruof, and Smeets (2021) find that a major-
ity of the participants think that their pension fund should engage in more
responsible investing activities based on the participants’ social preferences
rather than their financial motivations. In another experimental study, Brod-
back et al. (2022) conclude that investors’ WTP for SRI increases in investors’
altruism. These three studies focus on why individuals would choose to invest
in SRI. Humphrey et al. (2022) also employ an experimental setting, but take
a different perspective and examine how investor preferences enter into indi-
viduals’ return beliefs and asset allocation decisions. The results point to an
asymmetry in the relationship between investor preferences and investment
decisions, with negative externalities in social outcomes having greater weight
than positive externalities in the asset allocation decision. Hoepner, Majoch,
and Zhou (2021) contribute to our understanding of investor motivation by em-
pirically showing that one of the factors affecting the decision to sign on to the
Principles of Responsible Investment (PRI) relates to home-country cultural
norms.*!

A recent survey of Vanguard retail investors relates ESG preferences to in-
vestors’ portfolio holdings (Giglio et al. (2023)). For the Vanguard sample, the
authors find a mix of motivations, with 45% not seeing any specific reason to
invest in ESG stocks, while 25% are primarily motivated by ethical consider-

9 See, for example, Baron (2007, 2008), Fama and French (2007), Benabou and Tirole (2010),
Heinkel, Kraus, and Zechner (2001), Albuquerque, Koskinen, and Zhang (2019), Chowdhry,
Davies, and Waters (2019), Pastor, Stambaugh, and Taylor (2021), Pedersen, Fitzgibbons, and
Pomorski (2021), Baker, Hollifield, and Osambela (2022), Goldstein et al. (2022), Berk and van
Binsbergen (2022), Edmans, Levit, and Schneemeier (2022), Oehmke and Opp (2022), and Zerbib
(2022).

10 Pedersen, Fitzgibbons, and Pomorski (2021) is one example of a theory with both value and
values ESG investors.

11 For additional work on ESG investor motivations, see Bonelli, Briere, and Derrien (2022),
Bonnefon et al. (2022), Brodback, Guenster, and Mezger (2019), and Heeb et al. (2023).
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ations, which under my interpretation implies that these investors are values
investors. About 7% of investors in the Vanguard sample believe that ESG
investments will outperform the market. In my framework these are value in-
vestors. The 25% who believe that ESG investments hedge climate risk could
be value or values ESG investors. Giving substance to the credibility of the
survey responses, the authors find that the investors’ portfolio allocations line
up with their beliefs.

Baker, Egan, and Sarkar (2022) examine ESG investor motivations by
measuring investors’ WTP for ESG mutual funds and ETFs. Their evidence
suggests that investors are willing to give up some return for sustainable
investments. If one considers the authors’ WTP measure an average across
both values and value investors, then the estimated WTP of the values
investors should be even higher.

However, not all investors are willing to give up returns to make sustainable
investments. For example, as Giglio et al. (2023) find, some of their sample in-
vestors believe that they will earn higher returns from ESG investments. Fur-
ther evidence is provided by Barber, Morse, and Yasuda (2021). Using random
utility/WTP models and private equity fund data, they find that, on average,
investors are willing to accept expected returns on impact investments that
are 2.5 to 3.7 percentage points lower than market returns, depending on the
investor. However, while some institutional investor categories such as public
pension plans are willing to give up return for impact investing purposes, other
institutional investors in their sample such as private pension plans are not.
Thus, some investors want to invest in impact activities while earning closer
to a market-adjusted rate of return.

Empirical evidence suggests that both value and values motivations con-
tribute to the choices of retail and institutional investors. Several studies
find that ESG mutual funds exhibit less flow-performance sensitivity than
other types of mutual funds, which suggests that systematic differences ex-
ist across ESG and non-ESG investors.!?> Based on evidence from the intro-
duction of Morningstar Globe Ratings as well as survey evidence, Hartzmark
and Sussman (2019) conclude that either investors have expectations of fu-
ture performance from sustainability or investors’ nonpecuniary motives in-
fluence their investment decisions.'®> However, Gantchev, Giannetti, and Li
(2022b) provide evidence inconsistent with the Globe Ratings having an im-
pact due to investors’ nonpecuniary motives. They find that less than a year
after Morningstar introduced its sustainability rankings, fund flows stopped
being affected by changes in the ratings. They conclude that investors in funds

12 See, for example, Bollen (2007), Benson and Humphrey (2008), Renneboog, ter Horst, and
Zhang (2011), Bialkowski and Starks (2018), and El Ghoul and Karoui (2017).

13 Ammann et al. (2018) also find a change in flows after the introduction of the Morningstar
sustainability rankings. Similarly, Ceccarelli, Ramelli, and Wagner (2022) find that when Morn-
ingstar introduced their carbon risk metrics, the low-carbon funds experienced a significant in-
crease in flows, and they find this reaction to be stronger when combined with funds’ high risk-
adjusted returns.
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without an explicit sustainability objective consider return performance to be
more important.

As discussed earlier, value investors consider ESG factors because of the
perspective they provide on risks and return opportunities. These investors
have a general expectation that incorporating ESG issues in their invest-
ment decisions will result in lower risk or higher returns, whether through
portfolio selection or firm engagement (e.g., Dimson, Karakas, and Li (2015,
2021), Krueger, Sautner, and Starks (2020), Barber, Morse, and Yasuda (2021),
Hoepner et al. (2022)). Starks, Venkat, and Zhu (2022) find that longer term in-
vestors have stronger preferences for the higher rated ESG stocks as compared
to other investors and they provide evidence suggesting these preferences are
due to firm value considerations. However, whether such investments actually
fulfill these expectations is a matter of some debate, which I discuss further
below.

Surveys of institutional investors also provide insights with regard to the
values versus value motivations. For example, Krueger, Sautner, and Starks
(2020) find no single overarching motivation for institutional investors to in-
corporate climate risk into their portfolio decisions. Rather, they find a mix of
pecuniary and nonpecuniary motivations. Of the seven highest ranked reasons
for incorporating climate risk (measured in terms of the percentage of respon-
dents viewing the issue as important), three are primarily financial (improves
investment returns, reduces portfolio risks, and reduces tail risks), two are
primarily nonpecuniary (moral/ethical considerations and reflect asset owners’
preferences), and two have a blend of financial and nonfinancial implications
(protection of investors’ reputations and legal/fiduciary duties).

B. Manager Motivations for ESG Investing

Beyond a better understanding of investors’ ESG motivations, we also need
more in-depth analysis of corporate boards’ and managers’ motivations. This
analysis is particularly important given frequent claims of corporate green-
washing. Reviewing previous corporate finance research on ESG or CSR re-
veals that many of the studies in this area have conflicting hypotheses and
results (Gillan, Koch, and Starks (2021)). In particular, the empirical evidence
on the relationship between a firm’s ESG/CSR profile and activities and its
markets, leadership, ownership characteristics, risk, performance, and value is
quite mixed.'® In addition, there exists some evidence that managers respond
to investor demand for ESG. For example, with a focus on investor demand
for beneficial environmental actions Gillan, Sekerci, and Starks (2022) find
that firm ownership plays an important role in managers’ response to investor

14 Additional studies on ESG ratings and stock returns include Brandon Gibson, Krueger, and
Schmidt (2021) and Berg et al. (2021).

15 Whether a business should pay particular attention to environmental and social issues (or
whether they should practice social responsibility) has been a subject of debate among finance
academics and practitioners for many years. For examples of earlier contributions, see Starks
(2021).
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Figure 4. Geographic differences in ESG fund assets under management (AUM). These
figures show the changes in AUM from January 2019 to December 2022 for ESG and non-ESG
mutual funds (Panels A and B) and ETFs (Panels C and D) as designated by Morningstar for the
United States, Europe, and other regions. Note that these figures are on different scales. (Color
figure can be viewed at wileyonlinelibrary.com)

demand for higher environmental profiles—firms with more powerful owners
respond more to the investor demand.

An important implication of these analyses is that if managers become more
environmentally friendly to lower their cost of capital to satisfy values in-
vestors, then securities may be affected by a “greenium.” However, if sufficient
investors in corporate securities are driven by value considerations, then firms’
stocks and bonds should be priced fairly.

C. Motivations and Country Cultural Differences

Examining assets under management (AUM) and flows into ESG funds ver-
sus non-ESG funds across geographies can provide further insights into not
only the increasing interest in ESG but also differences in investor motiva-
tions. In Figure 4, Panels A and B show the AUM for an international sample
of mutual funds designated by Morningstar as ESG and non-ESG. Panels C
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and D show the AUM for the international exchange-traded fund (ETF) mar-
ket similarly divided into ESG and non-ESG funds. In Panel A, the blue area
shows the AUM in U.S. non-ESG-designated funds, the orange area shows the
amount for European funds, and the grey area shows the amount for other
regions. As can be seen, the U.S. mutual fund market is the largest mutual
fund market overall in terms of AUM. This contrasts sharply with the relative
AUMs in Panel B, which shows that the European market is by far the largest
market for ESG mutual funds. Panels C and D demonstrate the same patterns
for the ETF market. While the ESG funds’ AUMs in both the U.S. and Euro-
pean markets have been generally growing over time, due to both increased
flows and increased returns, the differences in the geographic locations of the
relative amount of ESG versus non-ESG investment are striking. The implica-
tion is that on a relative basis, the European mutual fund and ETF markets
have many more investors interested in ESG funds than do the U.S. or other
markets. The question that then arises is why this difference occurs. I argue
that the explanation most likely comes back to the differences between the
ESG investing motivations of values and value investors.

The geographic differences shown in the growth patterns of the ESG fund
markets also extend to differences in company policies and actions with regard
to ESG issues. In Figure 5, Panels A to C show raw and industry-adjusted S&P
E, S, and G scores averaged across companies in each country. The panels point
to strong cross-country and regional differences in these scores.

Figure 6 provides a color-coded map of the average E score across coun-
tries, where dark green indicates the highest average scores. The figure clearly
demonstrates strong regional differences in the average E scores, with Eu-
ropean firms often performing better along the dimensions of E scores. This
finding is consistent with evidence from John Graham’s (2022) presidential
address in which he surveys executives and finds that European executives
are almost twice as likely as their North American counterparts to consider
the environment to be an important stakeholder.

These country and regional differences appear to be related to differences in
governmental policies and actions with regard to the environment. Figure 7
plots the Yale country-level Environmental Performance Index (EPI) against
the S&P E score by country.'® The Yale EPI measures 40 performance indica-
tors across 11 issue categories to rank 180 countries on climate change per-
formance, environmental health, and ecosystem vitality. Although some endo-
geneity most likely exists since country policies could affect company actions,
the strong relationship shown in the figure and its accompanying correlation
coefficient of 0.59 are still striking.

The country differences visible in the figures are consistent with underlying
country characteristics driving differences in company ESG or CSR scores as
suggested by Cai, Pan, and Statman (2016), who provide evidence that vari-
ation across countries is associated more strongly with country factors (per

16 See Wolf et al. (2022) for a discussion of the Yale EPI. In addition, Dyck et al. (2019) use the
2004 Yale EPI index to measure a country’s environmental norms.
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Figure 5. Average company environmental

Panel A shows average environmental scores, Panel B shows average social scores, and Panel C

shows average governance scores for companies with available scores from S&P Global ESG scores.

(Color figure can be viewed at wileyonlinelibrary.com)
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Figure 6. Environmental scores by country. This figure illustrates a color-coded map of en-
vironmental scores by country where the environmental scores are from S&P Global ESG scores.
(Color figure can be viewed at wileyonlinelibrary.com)

capita income, the legal system, cultural harmony, and cultural autonomy)
than with firm characteristics. Similarly, Liang and Renneboog (2017) conclude
that a country’s legal origin is the strongest predictor of firms’ CSR adoption
and performance.!” These results also suggest that beyond differences in man-
agement decisions, the differences in investors’ ESG fund choices could be re-
lated to a country’s cultural norms. In fact, Bialkowski, Starks, and Wagner
(2022) find that the size of a country’s ESG fund industry, whether measured
relative to the size of the conventional fund industry or relative to the country’s
GDP, varies greatly across countries and is strongly related to the country’s
cultural norms. Perhaps not surprisingly, the authors also find that the ESG
sector increases in the wealth of the country, as measured by GDP per capita.
These figures are consistent with findings in Dyck et al. (2019) that institu-
tional investors influence their portfolio firms’ E and S performance and that
these investors are from countries with cultural norms that emphasize E and
S issues. In addition, the figures are consistent with the findings of Bose et al.
(2023), who find that cultural differences affect the association they document
between managers’ climate-linked compensation and climate change impacts.

17 See also Doidge, Karolyi, and Stulz (2007), who find that country characteristics are more
important than firm characteristics for corporate governance.
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Figure 7. Yale Environmental Performance Index plotted against the S&P Global envi-
ronmental score. This figure shows the 2022 Yale Environmental Performance Index per country
plotted against the average S&P Global environmental scores for companies in the country. (Color
figure can be viewed at wileyonlinelibrary.com)

II. Value versus Values: Performance and Outcomes
A. ESG Investment Performance

One of the central concerns with ESG investing is the question of expected
versus realized investment performance. The relationship between investment
returns and ESG investing has been long debated. Again, arguments about
returns from ESG investing depend on whether the premise corresponds to the
value or the values perspective. Moreover, people have a tendency to interpret
evidence according to their own beliefs (Nickerson (1998)).18

To address the question of ESG investment performance, one first needs to
consider investors’ expectations. As discussed earlier, values investors may
have different return expectations than value investors. Since a values ap-
proach tends to rely on some form of negative screening, an investor using this
approach faces a smaller investment opportunity set. Thus, many who consider
the ESG framework to be values oriented argue that it is necessarily a con-
strained optimization problem and that ESG portfolios cannot be expected to
outperform conventional portfolios (e.g., Geczy, Stambaugh, and Levin (2021)).

18 People also have a tendency to search for evidence that corresponds to their beliefs. See Alex
Edmans’ think London Business School contribution: https://www.london.edu/think/why-truth-is-
not-enough.
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In contrast, if the ESG investing approach arises from a value perspective,
that is, a risk and return perspective, the underlying framework depends on
the idea that ESG investing can result in better risk management or can iden-
tify return opportunities. This view suggests that expected returns should not
be negatively affected by the approach and could even benefit from such an ap-
proach, resulting in lower risks or higher returns. For example, there could be
less downside risk due to avoidance of ESG risks (e.g., Hoepner et al. (2022)) or
there could be higher returns due to consumer demand and product differen-
tiation (e.g., Albuquerque et al. (2019)). Other researchers find no significant
costs associated with this type of investment approach (e.g., Humphrey and
Tan (2014), Lindsay, Pruitt, and Schiller (2022)). Further, as noted above, sur-
vey evidence indicates that material subsets of both retail investors (e.g., Giglio
et al. (2023)) and institutional investors (e.g., Krueger, Sautner, and Starks
(2020)) believe that higher ESG investments will lead to larger returns.

Since the earliest ESG research (e.g., Hamilton, Jo, and Statman (1993) and
Guerard (1997)), thousands of studies have examined the performance of ESG
or SRI portfolios (or firms). Not surprisingly, conclusions vary as to whether
CSR/SRI/ESG attributes add to corporate value and the risk premiums that
can arise.!

The question I pose here is not whether ESG investing results in higher or
lower returns or risk, but rather whether we have been asking the pertinent
questions about ESG portfolios and investment performance. In particular, can
we reasonably expect to answer the question of whether ESG can deliver supe-
rior performance when it is muddled by the vast array of investment strategies
that come under the ESG umbrella? An inherent limitation in comparing port-
folio results across time and studies is that the samples consist of an amalgam
of funds with different types of objectives and approaches. Even a cursory ex-
amination of ESG mutual funds or ETFs highlights fundamental differences in
investment strategies across the funds, which can be large. For example, some
fund objectives appear to have a values orientation such as those whose objec-
tives have a sole focus on social justice, sustainable development goals (SDGs),
the circular economy, and negative screening according to Shariah or Catholic
values, while other strategies appear to have a value orientation such as in-
tegrating ESG into the investment process or an ESG positive tilt. Yet, other
strategies could exhibit both orientations, for example, renewables or transi-
tioning to an energy future. Even if narrowed by broad themes, there still exist
many differences in ESG funds, including differences in distribution systems

19 See, for example, Statman and Glushkov (2009, 2016), Edmans (2011), Humphrey, Lee, and
Shen (2012), Krueger (2015), Khan, Serafeim, and Yoon (2016), Lins, Servaes, and Tamayo (2017),
Bolton and Kacperczyk (2021a, 2022a), Lo and Zhang (2021), Lindsay, Pruitt, and Schiller (2022),
Bansal, Wu, and Yaron (2022), Hwang, Titman, and Wang (2022), among many others. See, for
example, Friede, Busch, and Bassen (2015) and Whelan et al. (2021) for meta-analyses. Related
to the literature on performance is the literature on sin stocks and whether their exclusion affects
portfolios. I discuss this in the section on divestment and exclusion (Section IV.B.)
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and across benchmarks.?’ Thus, an inherent problem exists in many empirical
studies of ESG fund performance because the samples consist of an amalgam
of funds with different types of objectives and underlying approaches, leading
to no basis to expect similar performance. This begs the question as to how it
can be logical to combine such funds into one sample for testing purposes.

Similarly, empirical studies that focus on ESG or SRI funds typically do not
differentiate between funds that primarily make decisions based on values,
that is, nonpecuniary preferences, versus value, that is, risk factors. This mix-
ing of funds with different objectives complicates our understanding of the
effects of ESG investment decisions, making it more difficult to assess those
effects financially, or to assess the effects that the portfolio firms have on so-
ciety. Even if a study is limited to values funds, that is, those funds that focus
exclusively on nonpecuniary considerations, heterogeneity of shareholder pref-
erences in such funds (e.g., a preference to address issues pertaining to animal
rights, child labor, gender diversity, or climate change) raises the question as
to whether it makes sense to put all of these portfolios in the same bucket
for comparison with conventional funds. There exist vast differences between
omitting sin stocks or pharmaceutical stocks because of religious values and
omitting fossil fuels because of nonpecuniary or financial concerns about cli-
mate change.

I emphasize that I am not criticizing the important work that has been con-
ducted on this topic to date, rather given the broad array of ESG fund types,
I am drawing attention to the opportunity to greatly improve our understand-
ing by conducting more in-depth analyses that consider the differences in both
objectives and investment approaches.

B. Firm Outcomes

Another area of confusion about the meaning of ESG is in the differences
between assessing a company’s processes and the outcomes of those processes.
Many investors, particularly value investors who employ ESG factors to under-
stand firm risk, are often most interested in business processes, particularly in
terms of firms’ risk management processes. These are the investors for which
most ESG rating services are designed, as the rating services primarily exam-
ine firm risks associated with ESG activities.

Other investors, particularly values investors, are most interested in the ef-
fects of firms’ business decisions on the environment and the firms’ commu-
nities. For example, shareholders focused on outcomes tend to be concerned
about negative environmental and social externalities, which can result in eco-

20 An example of a paper that takes different benchmarks into account is Baker, Egan, and
Sarkar (2022).
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nomic damages to communities and society.?-?2 Impact investors are values
investors who tend to be most interested in outcomes.

Values investors focused on the consequences of business operations often
want their portfolio companies to adhere to the United Nations SDGs (al-
though many SDGs do not have investable elements). A prime example of
outcomes that investors have concerns about is the effect of businesses on
biodiversity. The UN Biodiversity Conference (COP 15) recently addressed
this issue with an agreement on December 19, 2022, in which 188 coun-
tries pledged to adopt the Kunming-Montreal Global Biodiversity Frame-
work (GBF). The GBF has goals of addressing biodiversity loss, restoring
ecosystems, and protecting indigenous rights.?®> The 2030 goals include
requiring “large and transnational companies and financial institutions to
monitor, assess, and transparently disclose their risks, dependencies and im-
pacts on biodiversity through their operations, supply and value chains and
portfolios.”?* Guidance on how to disclose biodiversity risk already exists with
the Task Force for Nature-related Financial Disclosures (TNFD).?> As finance
researchers, we can provide insights into how this risk is priced by financial
markets. As Karolyi and Tobin-de la Puente (2023) point out, we need re-
search that helps us better understand these risks, how they might be priced,
and how the financing of biodiversity goals can be achieved.?® Again the ques-
tion can be better understood by differentiating between the value and values
perspectives.

C. ESG Issues beyond Equity Asset Classes

Financial economics research that focuses on ESG issues tends to do so in re-
gard to equities, but is increasingly considering those issues in regard to other
asset classes such as fixed income and real estate. For example, prior stud-
ies find relationships between a firm’s environmental or social qualities and
the pricing and risk of its debt (e.g., Chava (2014), Bae et al. (2019), Kacper-
czyk and Peydro (2022), Seltzer, Starks, and Zhu (2022)).2” For fixed income
assets, whether a firm’s negative externalities create more tail risk for in-
vestors in these assets is an open question, particularly since Bai, Bali, and

21 Humphrey et al. (2022) provide evidence that investors are affected more by negative exter-
nalities than positive externalities.

22 This view of the double bottom line is also related to extensive work in accounting, economics,
finance, and management on the topic and on additional issues that can arise such as conflicts of
interest. See, for example, Christensen, Hail, and Leuz (2021), and Karlan, Osman, and Zinman
(2021).

23 See https://www.unep.org/news-and-stories/story/cop15-ends-landmark-biodiversity-agreement#:~:text=
The%20United%20Nations%20Biodiversity%20Conference,on%20nature%20through%20t0%202030.

24 See https://www.cbd.int/convention/.

25 See https:/tnfd.global/.

26 See also the recent work on biodiversity by Flammer, Giroux, and Heal (2023) and Garel et al.
(2023).

27 Houston and Shan (2022) provide evidence that a firm’s banking relationships can promote
better ESG performance for its borrowers.
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Wen (2019) find that in the cross section, downside risk is the strongest predic-
tor of future bond returns. Seltzer, Starks, and Zhu (2022) document that firms
with poor environmental performance, or high carbon emissions, that are af-
fected by heightened expected regulatory risk face downside risk effects. Ilhan,
Sautner, and Vilkov (2021) show that for equities, the cost of option protection
against downside tail risk is larger for firms with greater carbon intensity. Bet-
ter understanding the effects of downside risks from other ESG issues would
be valuable.

Indeed, much work remains to be done on the ESG issues and asset classes
beyond equities, particularly with regard to risk and pricing. Examining differ-
ences between value and values investors should help with this. For example,
innovative types of bonds related to ESG require more scrutiny. Although
there exists a growing body of work on GSSS (green, social, sustainability,
and sustainability-linked) bonds, these are such new instruments that the
future will tell us much more about how markets treat such bonds. Again,
some investors prefer these bonds because they approach the market from a
value perspective, while other investors view the bonds from a values perspec-
tive. Examination of green corporate and municipal bonds has enhanced our
knowledge, but it is still limited and as the bond category matures, investor
reactions and issuer decisions may vary.?® Given the increasing issuance of
sovereign green bonds and evidence on the existence of a greenium versus a
green spread for these bonds (e.g., D’Amico, Klausman, and Pancost (2022),
Pastor, Stambaugh, and Taylor (2022)), it would help to further improve our
understanding of how the values versus value perspective affects the pricing
of GSSS bonds, whether issued by corporations or by sovereigns.

Does the shift from public markets to private markets have implications for
firms’ ESG activities? Arguments have been made that portfolio and financial
institution decarbonization efforts will lead more companies with problematic
carbon emissions to move to private markets. However, recent research in-
dicates that private companies are associated with less pollution (Shive and
Forster (2020)). In addition, the results in Bellon (2022) suggest that the an-
swer is not straightforward as private equity governance and firm liability
become important in the determination.

D. The Framing of the ESG Issues

Does it make sense to talk about ESG issues as if they represent a consoli-
dation of similar issues? While the term ESG is efficient terminology, investor
preferences are unlikely to link these issues together (witness the different
types of designated ESG funds, many of which focus only on particular envi-
ronmental, social, or governance issues). In addition, company managers do
not treat each issue equally, as can be discerned from their communications
to investors, customers, and employees. Some companies’ disparate focus is
reflected in ESG rating service providers’ scores as shown in Table I, which

28 See, for example, Tang and Zhang (2020), Flammer (2021), Pastor, Stambaugh, and Taylor
(2022), D’Amico, Klausman, and Pancost (2022), and Baker et al. (2022).
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Table I
Correlations across Companies’ Environmental, Social, and
Governance (ESG) Scores

This table reports pairwise correlations between individual companies’ ESG scores. Panel A re-
ports the correlations using Sustainalytics scores from 2013 to 2017. Panel B reports the correla-
tions using S&P Global scores from 2013 to 2017, and Panel C reports the correlations using S&P
Global scores from 2018 to 2022.

Panel A. Correlations across E, S, and G scores using Sustainalytics Scores from
2013 to 2017

Environmental Social Governance
Score Score Score
Environmental Score 1.00
Social Score 0.544 1.00
Governance Score 0.483 0.408 1.00

Panel B. Correlations across E, S, and G scores using S&P Global Scores from 2013

to 2017
Environmental Social Governance
Score Score Score
Environmental Score 1.00
Social Score 0.818 1.00
Governance Score 0.669 0.688 1.00

Panel C. Correlations across E, S, and G scores using S&P Global Scores from 2018

to 2022
Environmental Social Governance
Score Score Score
Environmental Score 1.00
Social Score 0.876 1.00
Governance Score 0.749 0.819 1.00

reports pairwise correlations between individual companies’ ESG scores.?? Us-
ing Sustainalytics score data from 2009 to 2017, the pairwise correlations all
lie below 55%.3° In comparison, the S&P Global score data for the same period
show somewhat higher correlations in Panel B, but still indicate differences in
how companies may treat the ESG issues. More recent data from S&P Global
for the 2018 to 2022 period in Panel C suggest that the variation within firms

291t is possible that the low correlations arise from difficulties in measuring the different ESG
aspects of a company, particularly for earlier periods, or that rating service providers view the
aspects differently.

30T employ scores between 2009 and 2017 because Sustainalytics changed their rating method-
ology in 2018 and they no longer provide a combined ESG score. They also no longer provide
academic researchers the aggregated individual environmental, social, or governance risk ratings
for a firm, although as of this time, the current measures are available on Yahoo.com.
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in addressing of ESG activities has declined. Notably, companies’ treatment
of environmental and social issues is much more closely correlated across all
of the measurements. We need to better understand the implications of these
correlation differences. For example, what do such differences imply for our
understanding of how companies (and ultimately investors) treat environmen-
tal and social issues as perhaps distinct from governance issues? Similarly, we
need to better understand how investors motivated by value differ from in-
vestors motivated by values in considering the importance of individual ESG
issues.

Although a large literature on corporate governance has developed over
many years and research on environmental issues, particularly climate fi-
nance, is on the rise, the tradition among academics and the media is to focus
on aggregate ESG. But the ESG terminology arose because of a report from a
meeting requested by Kofi Annan.?! Is there a reason to continue using this
terminology? Based on both a value and values perspective, going forward,
it may be preferable to consider these as separate risk factors or preference
points.32-33

II1. Value, Values, and Environmental Issues, Including Climate Risk

Given the growing interest in the academic literature, this entire address
could have focused on environmental issues and in particular, on climate risk.
Note that climate risk is an ESG risk for companies and their investors.?* In
addition, as discussed above, there exist both value and values preferences
around climate issues. We still need a better understanding of how different
types of investors’ and managers’ decisions are influenced by pecuniary and
nonpecuniary concerns.

As has been pointed out previously (e.g., Krueger, Sautner, and Starks
(2020)), climate risk is difficult to assess, primarily due to insufficient disclo-
sure. It is therefore difficult to price and to hedge because it is systematic and
it is difficult to find suitable instruments to hedge climate risk. Moreover, since
climate risk is a major focus for both policy makers and activists, the regula-
tory and reputational risks can be significant.

With regard to climate finance research, only a few papers existed prior to
2017. Thanks to a grant from the Norges Bank Investment Management’s Nor-
wegian Finance Initiative as well as other financial support, Harrison Hong,

31See https:/www.unepfi.org/fileadmin/events/2004/stocks/who_cares_wins_global_compact_
2004.pdf.

32 Moreover, when people talk about sustainable finance, they often are referring to the en-
vironmental aspect alone, but as pointed out earlier, others think about sustainable finance as
including not only ESG, but also economic sustainability. Without a business being economically
sustainable, the other issues will not come into play in the first place.

33 Indeed, many, perhaps most, value and values investors do not employ the combined ESG
score but rather are more interested in the individual components such as carbon footprint, animal
rights, or governance quality. Moreover, many practitioners that incorporate the individual ESG
risk factors into their analysis do not employ the third-party ESG quantitative scores at all, rather
they consider the underlying analysis provided by the ratings services.

34 Beyond constituting an obvious environmental risk, climate risk is also a social risk (e.g.,
environmental injustice) and a governance risk (e.g., climate risk management oversight).
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Andrew Karolyi, and Jose Scheinkman put out a call for proposals on climate
finance for two conferences and a special issue of the Review of Financial Stud-
ies that was published in March 2020. In the last few years, academic work re-
lated to this topic has grown significantly. Indeed, Gasparini and Tufano (2023)
identify over 500 papers on the topic.?> Yet, it seems like we have only gotten
to the tip of the iceberg (with icebergs themselves at risk). For example, al-
though excellent work exists on the pricing and effects of carbon emissions
as well as on hedging (e.g., Andersson, Bolton, and Samama (2016), Engle
et al. (2020), Bolton and Kacperczyk (2021a, 2022a, 2022b), Bolton, Kacper-
czyk, and Samama (2022)), there is still much we do not understand about
how markets treat this risk and how corporations manage it. We need more
research on investors’ and managers’ views toward different types of climate
risks (physical, transitional [policy, regulatory, liability, technological], reputa-
tional) along with differences across their time horizons and the differences
between risk and uncertainty with regard to climate change. We also need a
better understanding of the extent to which the climate-related decisions of
different investor groups and managers are due to financial concerns versus
nonpecuniary preferences.

In particular, we need more work to better understand the extent to which
firm decisions are driven by climate risk management (value) versus the pref-
erences of the firm’s leadership (values). For example, Sautner et al. (2022)
find that banks charge a lower interest rate on loans to firms with more EU
taxonomy-aligned transitional revenue, with two channels explaining their re-
sults: climate risk management on the part of the banks and the banks’ “green”
preferences. We also need to better understand the behavioral finance effects
and their consequences. For example, Anderson and Robinson (2021) find that
extreme beliefs about future climate disasters can affect individuals’ expecta-
tions and investment choices.

To understand how investors and managers react to changes in climate risk
and other ESG issues, we also need to improve our understanding of the mo-
tivations for and effects of disclosure. A nascent line of research exists on this
topic (e.g., Christensen, Hail, and Leuz (2021), Goldstein et al. (2022), IlThan
et al. (2023), Krueger et al. (2023), Bolton and Kacperczyk (2021b), but much
more research needs to be done. As Christensen, Hail, and Leuz (2021) point
out, these types of disclosures can target a wider audience and can have im-
portant externality benefits beyond the firm. In particular, for some the goal of
disclosure on ESG issues is to gain better knowledge about the firm through
an ESG lens, while for others the goal is to drive wider change through the
disclosure regime. We therefore need to consider the differences between the
importance of these disclosures to value and values investors.

There also exist differences among value investors in how they conceptualize
climate and other ESG risks. For example, some see ESG risks as fundamental
risk factors and want to avoid or mitigate such risks as well as understand how
they are priced. These investors would be particularly interested in improved

35 See also Hong, Karolyi, and Scheinkman (2020), Matos (2020), Giglio, Kelly, and Stroebel
(2021), and Stroebel and Wurgler (2021) for overviews of climate finance work.
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ESG disclosure and regulation. Other value investors may be more concerned
about the regulatory risks that can arise from ESG issues, how to reduce the
firm’s exposure to these risks, and therefore would be interested in enforcing
ESG compliance. Still other investors may be interested in how firms can avoid
the additional regulatory requirements since they view them as too onerous.

IV. Value, Values, and the Role of Owners: Voice versus Exit
A. Shareholder Activism on ESG Issues

For many years, shareholders have pressed firms to make ESG changes
through public and private engagement. One such approach has been
through shareholder proposals. The early shareholder proposals related to
environmental and social issues argued that shareholders should vote in favor
of the proposal based on ethical, moral, and/or social reasons. But the propo-
nents’ arguments shifted over time as they began to argue that shareholders
should vote in favor of the proposal based on arguments that an economic ra-
tionale exists because CSR can affect company performance (Starks (2009)).36

Important studies exist on the role of institutional investor engagement, pri-
marily on governance issues and the choice of using voice or exit (e.g., Gillan
and Starks (2000), Admati and Pfleiderer (2009), Becht et al. (2009), Edmans
(2009), McCahery, Sautner, and Starks (2016), Becht et al. (2017)). Recent
studies focus in particular on engagement and shareholder voting on environ-
mental and social issues.?’” These studies provide evidence that shareholder
activism and firm engagement can affect management decisions with man-
agers changing the firm’s environmental and social policies as a result of the
shareholder proposals and direct engagement.

Motivations for shareholder activism and firm engagement also differ across
value and values proponents. Motivations for some activists arise from a
value orientation (such as many hedge funds; see Akey and Appel (2020),
Naaraayanan, Sachdeva, and Sharma (2021), and Hoepner et al. (2022)). Other
shareholder activists coordinate through religious organizations such as the
Interfaith Center on Corporate Responsibility to address their values concerns.
We should expect differences in engagement tactics and results depending on
the value versus values orientation of the shareholder, and our theories and
empirical tests should reflect those differences. We need more analysis on the
differences across the value versus values motivations of both shareholder pro-
posal sponsors and voters.?®

36 See also Campbell, Gillan, and Niden (1999) and Tkac (2006).

37 See, for example, Dimson, Karakas, and Li (2015, 2021), Flammer, Toffel, and Viswanathan
(2021), Hoepner et al. (2022), Naaraayanan, Sachdeva, and Sharma (2021), Akey and Appel (2020),
Chen, Dong, and Lin (2020), and He, Kahraman, and Lowry (2023).

38 For example, Bolton et al. (2020) estimate investor preferences from their proxy voting and
show a difference between voting based on preferences and voting by “money-conscious” investors.
Regarding shareholder voting by ESG funds, Lowry, Wang, and Wei (2023) consider differences
across holding periods, chosen risk exposure, and discretionary voting.
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B. Exclusion/Divestment

An important aspect of climate risk as well as other ESG issues is the ques-
tion of exclusion and divestment. This again comes back to the question of
value versus values. A value investor may have concerns about the financial
implications of a firm or industry causing an investment to be too risky, with
the potential for the assets to become stranded. Alternatively, an investment
fund such as a sovereign wealth fund may have concerns about its portfolio’s
diversification from its source of funds. Turning to values investors’ considera-
tions, these investors may be unwilling to provide capital to, or receive profits
from, companies that contribute to climate change or that are considered to do
social harm through their products or actions. Yet, other values investors may
divest in an effort to force the company to change its business model to elim-
inate or at least mitigate negative externalities. These investors argue that
divesting puts pressure on the company’s cost of capital, driving it higher, and
thus, gives managers incentives to take corrective actions.

Research on the costs of exclusion and divestment has provided mixed re-
sults. Early work on so-called sin stocks finds that they earn risk premiums
because of investor avoidance (e.g., Hong and Kacperczyk (2009), Statman and
Glushkov (2009)), which of course implies that there is a cost to investors that
exclude these stocks.? Similarly, Bessembinder (2016) provides some evidence
that exclusion of fossil fuel companies can be costly to pension plans and en-
dowments. Beyond examining the financial costs (or benefits) of exclusion or
divestment from the investor’s perspective, we also must examine whether di-
vestment can result in lasting or meaningful change. There is some question
about the potential impact of this approach because an investor cannot directly
engage the company or vote on proxy proposals after divestment. Extant em-
pirical research calculates the costs of exclusion on investors or beneficiaries
to be relatively high.*® Moreover, Teoh, Welch, and Wazzan (1999) find little
discernible effect on firm values from South African divestments. On the other
hand, Gantchev, Giannetti, and Li (2022a) provide evidence that under cer-
tain conditions, such as the presence of environmentally and socially conscious
institutional investors, exclusion may be effective.

In theoretical work, Davies and van Wesep (2018) cast doubt on the effi-
cacy of divestment based on the design of managerial compensation contracts.
The idea is that while divestment campaigns may affect stock return perfor-
mance in the short run, managerial compensation structures do not depend
on short-run performance, rather they are designed to reward managers over
the long term, and hence managerial incentives are not likely to be affected by
divestment campaigns. Edmans, Levit, and Schneemeier (2022) also consider
managerial incentives and show theoretically that although excluding firms
can minimize negative externalities for a portfolio, there exist no incentives

39 See also Pedersen, Fitzgibbons, and Pomorski (2021), Lo and Zhang (2021), Eccles, Rajgopal,
and Xie (2022), and Zerbib (2022).
40 For an earlier view on these issues, see Skancke et al. (2014).
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for firm management to pursue corrective changes because the firm will be ex-
cluded regardless. Their model indicates that portfolio tilting would be a better
approach because it would allow investors to engage the firm’s management in
taking corrective actions. Berk and van Binsbergen (2022) argue that divest-
ment’s effect on a firm’s cost of capital will be too low to make a difference.
They estimate that to effect a more than 1% change in a firm’s cost of capital
would require that the values investors trying to bring about this effect make
up more than 80% of all investable wealth.*!

However, as pointed out by Becht, Pajuste, and Toniolo (2022), perhaps the
goals of divestment movements need to be considered as these movements may
be designed to exert social pressure for change. Statman (2000) argues that
investment actions such as divestments are more likely to effect change by
serving as banners for subsequent political actions rather than through the
action itself.

A number of institutional investors (often public pension funds, endow-
ments, and foundations) have announced plans to divest from fossil fuel
companies. In addition, empirical studies indicate that some divestment is
already occurring as institutional investors are increasingly excluding or
reducing ownership in companies with high carbon emissions. For example,
Atta-Darkua et al. (2022) show that although institutional investors’ holdings
of public equity grew from 43% to 53% over the 2005 to 2019 period, those
holdings account for only 9% of public equity’s carbon emissions through-
out that period. Importantly, the authors provide evidence that while these
institutional investors are engaging firms on their carbon emissions, their
portfolios are being decarbonized primarily due to portfolio reweighting rather
than through shareholder engagement.

What has not been established by the prior studies on divestment are differ-
ences between the motivations of value and values investors in the exclusion
decision. While studies on the limitations of divestment may make sense to a
value investor, it is not clear that a values investor who wants to exclude stocks
because of a desire for noncomplicity will be moved by such arguments. If val-
ues investors increase in numbers relative to value investors, then we need
to understand how that will affect financial markets. Pastor, Stambaugh, and
Taylor (2021) provide some theoretical guidance on this question.

C. Value and Values: Politics, Regulation, ESG Considerations and
Population Demographics

ESG has become a political issue with some politicians stating that they are
anti-ESG.*? Given that the meaning of ESG is not clear, it is even more difficult
to understand what is meant by the term, anti-ESG. Using the value versus

41 Broccardo, Hart, and Zingales (2022) argue that divestment’s effectiveness depends on the
motivations of the majority of the firm’s shareholders.

42 There exists research on political differences between founders/CEOs/directors and a firm’s
social responsibility (Di Giuli and Kostovetsky (2014)), differences across mutual fund managers in
their holdings of socially responsible firms and their political affiliations (Hong and Kostovetsky
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values paradigm, there are two implications. The first is that those who are
anti-ESG believe investors should not invest according to their values, which
implies that the anti-ESG advocates are against allowing investors to select
investments based on their personal preferences, including those who invest
according to religious values, such as Catholic or Shariah values. This raises
the question as to whether values investors should be restricted from invest-
ing their own money (including their defined contribution retirement funds)
according to their preferences. As discussed earlier, Baker, Egan, and Sarkar
(2022) and Barber, Morse, and Yasuda (2021) provide evidence that some peo-
ple are willing to give up returns to invest according to their preferences.

The second implication is that anti-ESG advocates are stating that they are
against value investors using information about firms’ ESG profiles to assess
firms’ risks and returns. The further implication in this case is that pension
fund sponsors should not be allowed to follow their fiduciary duty because of a
requirement that they exclude consideration of potentially relevant risks with
financial implications.

Although we have a responsibility to inform values investors of the costs of
divesting certain industry sectors or companies, should finance researchers or
government officials tell values investors who do not want to be complicit in
their investing that they should not invest according to their preferences if
they are willing to pay? What if offering ESG funds in defined contribution
plans actually results in participants saving more money toward their retire-
ment? I have a colleague who told me that his mother had always refused to
invest in equity mutual funds until she had the opportunity to invest in ESG
mutual funds.

It should also be noted that the costs of imposing values on financial market
participants can arise from different political stances.*® Legislation increas-
ingly either requires divestments such as in California and Maine or takes
the opposite stance and not only forbids ESG from being employed in invest-
ments, but also boycotts investment firms from doing business with state gov-
ernments. Such positions can have costs. For instance, beyond the potential
costs of divestment discussed above, Garrett and Ivanov (2023) provide evi-
dence that Texas legislation resulting in the banning of some of the largest
municipal bond underwriters from doing business in the state has had a sig-
nificant cost on the issuers of municipal bonds, a cost that is borne by Texas
taxpayers.

Another issue arises from the question of values investors and their prefer-
ences. Preferences can move markets, and if they are long-term preferences,
then they can affect asset allocations. We need to understand how values in-
vestors’ preferences are changing, which potentially requires a better under-

(2012)), and corporate donations to legislators to try to lessen environmental compliance costs
(Fich and Xu (2023)). See also Edmans (2022) for discussion of the politicization of ESG.

43 The question of whether and how regulation can combat climate change is important and re-
quires more research. A number of research studies consider the effects of regulatory requirements
on climate change. See, for example, Wu et al. (2022).
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standing of the demographics of the investment population and their prefer-
ences. As Roy (2022) argues, “...demographic heterogeneity and behavioral
characteristics play a significant role in determining micro-differences un-
derlying macro-aggregates and, consequently, prices in cross-section and over
time” (p. 97)

Related, we need more research on whether and how demographics and
future demographic shifts affect corporate focus on ESG issues. Similar to
the evidence on WTP for certain types of investments discussed earlier, em-
pirical studies have provided evidence that consumers are increasingly se-
lecting sustainably marketed products and those products are growing faster
than conventional products (Whelan and Kronthal-Sacco (2019)). Prior work
also suggests that employees have strong preferences for their employers’
sustainability profile. Krueger, Metzger, and Wu (2022), for instance, find that
Swedish workers are willing to work for less pay for a company in a sustainable
sector.*4

V. Social and Governance Issues

In this section, I briefly discuss social and governance issues individually.
The first challenge arises because social issues are not well defined and the
meaning often differs not only between value and values investors, but even
within value and values investor communities. Moreover, social issues are
more multifaceted than environmental issues for both value and values in-
vestors and views on social issues can differ strongly across individuals, that
is, on nearly any social issue of disagreement, both sides believe they are on
the “right” side. This has real implications as companies find themselves em-
broiled in controversies related to social issues. As finance researchers, we need
to be precise in our definitions and in whether a particular social issue is being
considered from a value or values perspective.

With regard to governance, there continues to exist disagreement on
what constitutes good corporate governance. According to Berg, Koelbel, and
Rigobon (2022), the average correlation across the ESG ratings services for
governance in their sample is around 30%, which is much lower than across
the environmental or social ratings. This result suggests that governance is
difficult to measure or there exists substantial disagreement about what con-
stitutes good governance. Moreover, debate surrounds the question of the ap-
propriate objective function for a firm.*

Corporate boards are increasingly paying attention to ESG issues as seen
by changes in committee structures and the fact that some boards are incorpo-

44 This could also extend to employees in other countries as Briscoe-Tran (2023) employs em-
ployees’ reviews posted on Glassdoor.com and finds that employees have access to information
useful for assessing firms’ ESG practices.

45 There exists an active debate on the related question of stakeholder capitalism versus share-
holder capitalism. This topic is well discussed in other work (e.g., Hart and Zingales (2017), Be-
bchuk and Tallarita (2020), Edmans (2020), Karpoff (2021), Starks (2021), Graham (2022)), and
thus I do not discuss it here.
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rating ESG metrics into executive compensation. This is the case even though
the metrics are not yet “mature” and thus, not surprisingly, the inclusion of
ESG metrics in executive compensation is also being questioned (e.g., Edmans
(2022), Bebchuk and Tallarita (2022)). However, evidence suggests that over-
all, firms that use environmental and social metrics in their executive com-
pensation contracts have better business performance as well as environmen-
tal and social performance (Flammer, Hong, and Minor (2021)). If one exam-
ines the individual firm ESG metrics employed in compensation packages, they
usually are not a combination of metrics but tend to consist of a focus on the
separate ESG elements. More research in this area is needed as additional
ESG metrics are increasingly adopted.

Despite the extensive body of research on corporate governance issues, there
still exists much that we can learn about governance. For example, we do not
understand how and how much racial, ethnic, and gender diversity contributes
to corporate leadership, including the board of directors, and firm performance.
Nor do we fully understand the role of institutional investors, including hedge
funds, in a firm’s corporate governance.*® We could shed light on this ques-
tion by considering the value and values perspectives and how they affect the
social and governance aspects of a firm. For example, companies have faced
pressure for some time to increase diversity on their boards, including skill
diversity, gender diversity, and racial and ethnic diversity. The rationales un-
derlying the calls for diversity have varied, ranging from value to values justi-
fications. Questions that need to be addressed include whether boards primar-
ily consider skills, gender, or both (e.g., Kim and Starks (2016)), whether the
skills more dominated by women exist on boards prior to the appointment of a
woman with that skill, whether women directors bring new CSR activities to
firms, how board heterogeneity impacts firm value and performance, what are
the possible channels for board heterogeneity to affect cash flows and risk, are
they associated with the advisory role of the board or the monitoring role of the
board, and are the advisory and monitoring roles with respect to board hetero-
geneity substitutes or complements? We have made strides in these areas, but
more work needs to be done.*” Perhaps the most important question is whether
one can really have good environmental and social performance without good
governance, that is, without good corporate governance, how can management
make the appropriate decisions on environmental and social issues?

VI. Conclusions

What ESG investing means depends on the context. ESG value implies that
the ESG activities can be financially important, particularly for long-term in-

46 See, for example, McCahery, Sautner, and Starks (2016), Hartzell and Starks (2003), Kedia,
Starks, and Wang (2021), and Brav, Jiang, and Li (2022).

47 See, for example, Carter, Simkins, and Simpson (2003), Adams and Ferreira (2009), Kim and
Starks (2016), Adams (2017), Giannetti and Zhou (2019), Field, Souther, and Yore (2020), Giannetti
and Wang (2023), Gormley et al. (2022), and Eckbo, Nygaard, and Thorburn (2022) among many
others.
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vestors. This value can come through risk management and return opportuni-
ties, including shareholder engagement activities. In contrast, the term ESG
values relates to nonpecuniary factors that are important.

These differences have important implications. For example, considerations
about what ESG investing means and interpretations of ESG performance ev-
idence depend on which context is important to the investors. ESG investing
approaches can differ greatly based on whether the motivation is based on ESG
value, ESG values, or both.

Our understanding of the complex relations between ESG issues and finan-
cial markets is clouded by these dual motives—uvalue versus values. As finan-
cial economics researchers, there is an incredible opportunity to meaningfully
contribute to this critical topic, to society, and to public policy by delving deeper
into understanding how value and values orientations and their interactions
impact the relations among investors, companies, and societies.
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