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Abstract

Environmental, social, and governance (ESG) investing has become increasingly popular in
recent years, as investors seek to align their financial goals with their values and support
companies that are committed to sustainability and responsible business practices. ESG
funds, which invest in companies that meet certain ESG criteria, have emerged as a popular
option for socially conscious investors. This research article aims to provide a comprehensive
review of the growth and performance of ESG funds, and to assess the impact of ESG
investing on portfolio risk and returns.

The article will begin with a discussion of the history and evolution of ESG investing, and an
overview of the different approaches to ESG screening and rating. The article will then
analyze the growth and performance of ESG funds over time, including their risk and return
characteristics, and the extent to which they have outperformed or underperformed their
conventional counterparts.

The article will also examine the impact of ESG investing on corporate behavior, including
the role of shareholder activism in driving change, and the potential for ESG investing to
encourage sustainability and accountability in the corporate world. Finally, the article will
consider the challenges and opportunities of ESG investing, including the ethical dilemmas of
balancing values and financial returns, the limitations of ESG data and rating systems, and
the potential for ESG investing to address global challenges such as climate change and
social justice issues.

Overall, this research article seeks to provide a comprehensive analysis of the role of ESG
funds in investing for a better future, and to offer insights for investors, policymakers, and
stakeholders on the potential benefits and risks of ESG investing.
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Introduction

Environmental, social, and governance (ESG) investing has become a major trend in the
investment world, as investors seek to align their financial goals with their values and support
companies that are committed to sustainability and responsible business practices. ESG
investing goes beyond traditional financial analysis, taking into account the impact that
companies have on the environment, society, and their own governance structures. ESG
funds, which invest in companies that meet certain ESG criteria, have emerged as a popular
option for socially conscious investors.

The rise of ESG investing has been driven by several factors. First, there is growing
awareness of the impact that businesses have on the environment and society, and the need to
address global challenges such as climate change and social justice issues. Second, there is
increasing evidence that companies that prioritize ESG factors are more likely to achieve
long-term success and generate sustainable returns. Third, investors are demanding greater
transparency and accountability from companies, and are using their investments as a way to
influence corporate behavior.

ESG investing has come a long way since the first socially responsible investing (SRI) funds
were launched in the 1970s. Today, there are a wide variety of ESG funds available, ranging
from those that screen out companies with poor ESG practices, to those that actively engage
with companies to encourage positive change. ESG funds also vary in terms of their
investment strategies, with some focusing on specific sectors or themes, such as renewable
energy or gender diversity.

Despite the growing popularity of ESG investing, there is still some skepticism about its
effectiveness and impact. Critics argue that ESG investing is more about feel-good gestures
than actual impact, and that ESG funds are not necessarily better performers than their
conventional counterparts. There are also concerns about the reliability of ESG data and
rating systems, and the potential for "greenwashing” - companies making false or
exaggerated claims about their ESG practices.

Given the growing interest in ESG investing, it is important to take a closer look at the
growth and performance of ESG funds, and to assess the impact of ESG investing on
portfolio risk and returns. This research article aims to provide a comprehensive review of the
ESG funds landscape, analyzing the different approaches to ESG screening and rating, and
examining the growth and performance of ESG funds over time. The article will also assess
the impact of ESG investing on corporate behaviour, and explore the challenges and
opportunities of ESG investing for investors, policymakers, and stakeholders. By doing so,
this research article seeks to contribute to a better understanding of the role of ESG funds in
investing for a better future.

Obijectives of the study

1. To provide an overview of the history and evolution of ESG investing, including the
different approaches to ESG screening and rating.

Eur. Chem. Bull. 2023, 12(8), 335-345
337



ESG Funds: Investing for a Better Future

2. To examine the performance of ESG funds compared to traditional funds, and to evaluate
the impact of ESG factors on financial performance.

3. To explore the factors that are driving the growth of ESG investing, including changing
investor preferences and increasing regulatory pressure.

4. To analyze the challenges and limitations of ESG investing, including the lack of
standardization in ESG data and ratings, and the difficulty of measuring the social and
environmental impact of investments.

5. To identify best practices for ESG investing, including the use of multiple approaches to
ESG screening and rating, and the importance of engaging with companies to drive
positive change.

Literature Review

The growing interest in Environmental, Social, and Governance (ESG) investing has led to a
surge of research on the topic in recent years. A review of the literature reveals a wide range
of studies that explore various aspects of ESG investing, including its performance, drivers,
challenges, and best practices.

One key area of research has focused on the performance of ESG funds compared to
traditional funds. A study by Morningstar (2021) found that sustainable funds outperformed
their traditional counterparts in the US and Europe in 2020, driven by both ESG factors and
cost savings. Similarly, MSCI (2021) found that ESG indexes outperformed their non-ESG
counterparts in the US and Europe between 2015 and 2020, driven by factors such as low
carbon intensity and high ESG ratings. However, other studies have found little or no
difference in performance between ESG and non-ESG funds (Vanguard, 2020).

Another area of research has focused on the drivers of ESG investing. A study by Arabesque
(2021) found that changing investor preferences and increasing regulatory pressure were key
drivers of the growth of ESG investing, while a study by Morningstar (2020) highlighted the
role of ESG integration in improving investment decision-making.

Challenges and limitations of ESG investing have also been explored in the literature. A
study by Friede et al. (2015) found that the lack of standardization in ESG data and ratings
posed a challenge for investors, while a study by Khan et al. (2018) highlighted the difficulty
of measuring the social and environmental impact of investments.

Finally, the literature has also identified best practices for ESG investing. A study by Eccles
et al. (2019) emphasized the importance of engaging with companies to drive positive
change, while a study by World Economic Forum (2020) highlighted the use of multiple
approaches to ESG screening and rating.

History and Evolution of ESG funds

The roots of ESG investing can be traced back to the 18th and 19th centuries, when religious
organizations and ethical investors began to avoid investing in companies involved in
industries such as tobacco, alcohol, and gambling. The modern ESG movement, however,
began to take shape in the 1960s and 1970s, as social and environmental concerns gained
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prominence in the public consciousness. The first SRI funds were launched in the 1970s,
which avoided investments in companies involved in activities such as nuclear power,
weapons production, and apartheid-era South Africa.

In the 1990s, the focus of ESG investing began to shift towards positive screening, with
investors seeking out companies that had strong environmental, social, and governance
practices. The concept of "triple bottom line" - measuring a company's success not just in
financial terms, but also in terms of social and environmental impact - gained traction.

The 2000s saw the emergence of ESG ratings and indices, which provided investors with
tools for evaluating companies based on ESG criteria. The launch of the UN Principles for
Responsible Investment in 2006 marked a major milestone for the ESG movement, as it
brought together institutional investors from around the world to commit to incorporating
ESG factors into their investment decision-making.

In recent years, ESG investing has gone mainstream, with a growing number of investors
seeking to align their financial goals with their values. The number of ESG funds has grown
rapidly, with assets under management in ESG funds reaching new highs. ESG investing has
also expanded beyond equities, with ESG fixed income, real estate, and private equity funds
now available.

As ESG investing continues to evolve, it is likely that we will see continued innovation in
terms of ESG screening, rating, and investment strategies. The potential for ESG investing to
drive positive change in the corporate world is significant, and the ESG movement is likely to
continue to grow in importance as investors seek to invest for a better future.

Different approaches to ESG screening and rating

ESG screening is the process of evaluating companies based on their environmental, social,
and governance practices. There are several approaches to ESG screening, each with its own
strengths and weaknesses.

1. Exclusionary screening: This approach involves excluding companies from an
investment portfolio based on their involvement in controversial activities or industries.
For example, an investor may choose to exclude companies involved in tobacco or
weapons manufacturing. Exclusionary screening is the most common approach to ESG
investing and has been used since the early days of SRI.

2. Positive screening: This approach involves selecting companies for an investment
portfolio based on their positive ESG practices. Positive screening can be used to identify
companies with strong environmental, social, and governance practices that are aligned
with an investor's values and preferences.

3. Norms-based screening: This approach involves screening companies based on their
compliance with international norms and standards, such as the UN Global Compact or
the OECD Guidelines for Multinational Enterprises. Norms-based screening is often used
to identify companies that have demonstrated a commitment to responsible business
practices and have a positive impact on society and the environment.
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4. Integration: This approach involves integrating ESG factors into traditional financial
analysis to evaluate the overall risk and return of an investment portfolio. This approach
is based on the idea that companies with strong ESG practices are more likely to be well-
managed and financially sustainable in the long term.

ESG rating is the process of assigning a score or rating to a company based on its
environmental, social, and governance practices. ESG ratings are typically provided by third-
party rating agencies and are used by investors to evaluate companies based on their ESG
performance. There are several ESG rating methodologies, each with its own strengths and
weaknesses.

1. Best-in-class: This approach involves comparing companies within a sector and selecting
the ones with the best ESG performance. Best-in-class rating is based on the idea that
some companies are better than others at managing ESG risks and opportunities within
their sector.

2. Absolute rating: This approach involves assigning an absolute rating to a company based
on its overall ESG performance. Absolute rating is based on the idea that a company's
ESG performance should be evaluated based on its own merits, rather than in comparison
to other companies within its sector.

3. Thematic rating: This approach involves assigning a rating to a company based on its
performance in a specific ESG theme or issue area, such as climate change or human
rights. Thematic rating is often used to evaluate companies that have a significant impact
on a particular ESG issue.

Overall, there are many different approaches to ESG screening and rating, each with its own
strengths and weaknesses. Investors should carefully consider their goals and preferences
when selecting an approach to ESG investing, and should seek out ESG data and ratings from
reliable sources.

Factors affecting investment in ESG Funds

There are several factors that can affect investment in ESG (environmental, social, and
governance) funds. These include:

1. Investor demand: One of the main factors affecting investment in ESG funds is the level
of demand from investors. As more investors become interested in socially responsible
investing and the environmental and social impact of their investments, the demand for
ESG funds is likely to increase.

2. Performance: Another important factor is the performance of ESG funds compared to
traditional funds. If ESG funds consistently underperform, investors may be less likely to
invest in them.

3. Regulatory environment: The regulatory environment can also have an impact on the
level of investment in ESG funds. For example, if governments require companies to
disclose more information about their environmental and social impact, this may increase
demand for ESG funds.
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Corporate behaviour: The behaviour of corporations can also affect investment in ESG
funds. If companies are seen to be engaging in unsustainable or unethical practices, this
may lead to increased demand for ESG funds as investors look for more responsible
investments.

Availability of ESG funds: Finally, the availability of ESG funds can also affect
investment. If there are few ESG funds available, investors may be less likely to invest in
them. However, as the number of ESG funds increases, it may become easier for
investors to find suitable investment options.

Factors driving the growth of ESG investing

There are several factors that are driving the growth of ESG (environmental, social, and
governance) investing. These include:

1.

Increased awareness: There has been a significant increase in awareness about
environmental and social issues in recent years, and investors are increasingly concerned
about the impact of their investments on these issues. As a result, many investors are
seeking out ESG investments as a way to align their investments with their values and
contribute to positive change.

Improved data and analysis: There has been a significant improvement in the quality and
availability of data and analysis related to ESG factors. This has made it easier for
investors to assess the environmental and social impact of their investments, and to make
more informed investment decisions.

Regulation and policy: Governments around the world are increasingly implementing
regulations and policies aimed at addressing environmental and social issues, such as
climate change and social inequality. This is creating a more favorable environment for
ESG investing, as investors seek to align their investments with these regulatory and
policy trends.

Corporate behaviour: Many companies are increasingly recognizing the importance of
environmental and social issues, and are taking steps to address them. This is creating
opportunities for investors to invest in companies that are taking a responsible approach
to these issues, and is driving the growth of ESG investing.

Performance: Finally, there is increasing evidence that ESG investing can deliver strong
financial performance. Studies have shown that companies with strong ESG profiles are
more likely to outperform their peers over the long term, and that ESG funds can deliver
competitive returns. This is helping to drive the growth of ESG investing, as investors
seek to achieve both financial and social returns on their investments.

Challenges and Limitations of ESG Investing

While ESG (environmental, social, and governance) investing has gained significant
popularity in recent years, there are also several challenges and limitations associated with
this approach. These include:
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Lack of standardization: There is currently no universally accepted standard for
evaluating ESG factors, which can make it difficult for investors to compare and evaluate
different investment options.

Limited data availability: While data related to ESG factors has improved in recent years,
there are still significant gaps in the data available, particularly in emerging markets.
Difficulty in measuring impact: It can be difficult to measure the actual impact of ESG
investments, particularly in the short term. This can make it challenging for investors to
assess the effectiveness of their investments in achieving their desired social and
environmental outcomes.

Potential trade-offs with financial performance: While some studies have suggested that
ESG investing can deliver strong financial performance, there may be situations where
investing in companies with strong ESG profiles could result in lower financial returns
compared to traditional investments.

Lack of transparency: There have been concerns that some ESG funds may not be as
transparent as they could be, particularly in terms of how they evaluate and select
investments.

Green washing: There is a risk of "green washing," where companies or funds claim to
be ESG-focused without actually making significant changes to their practices or
investments. This can make it challenging for investors to identify truly responsible
investment options.

Limited investment options: While the number of ESG funds has grown in recent years,
the total number of investment options is still limited compared to traditional investments.
This can make it difficult for investors to construct a diversified portfolio using only ESG
funds.

Best Practices for ESG investing,

Here are some best practices for ESG (environmental, social, and governance) investing:

1.

Establish clear investment objectives: Before investing in an ESG fund or portfolio, it is
important to establish clear investment objectives and identify the specific ESG factors
that are most important to you. This will help guide your investment decisions and ensure
that you are selecting investments that align with your values.

Conduct thorough research: It is important to conduct thorough research on the ESG
funds or companies you are considering investing in. This includes evaluating their ESG
policies and practices, as well as their financial performance and other relevant factors.
Look for independent verification: To ensure that the companies or funds you are
investing in are truly ESG-focused, look for independent verification from reputable
organizations such as the Global Reporting Initiative or the Carbon Trust.

Consider engagement: Consider engaging with companies or fund managers on ESG
issues to encourage positive change. This could include attending shareholder meetings or
communicating directly with fund managers to express your concerns or make
suggestions for improvement.

Be aware of potential trade-offs: While ESG investing can offer the potential for both
financial and social returns, it is important to be aware of potential trade-offs between
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these objectives. In some cases, investing in companies with strong ESG profiles may
result in lower financial returns compared to traditional investments.

6. Diversify your portfolio: As with any investment strategy, it is important to diversify your
portfolio to reduce risk. This may include investing in a mix of ESG and traditional funds,
as well as across different asset classes.

7. Monitor and evaluate: Finally, it is important to regularly monitor and evaluate your
ESG investments to ensure that they continue to align with your values and investment
objectives. This includes monitoring their ESG performance and financial performance,
as well as considering any changes in the regulatory or policy environment that may
impact their prospects.

Future of ESG investments

The future of ESG (Environmental, Social, and Governance) investing looks bright, as more
investors are placing a greater emphasis on sustainability and social responsibility in their
investment decisions. Here are some potential trends for the future of ESG investing:

a. Continued growth: The popularity of ESG investing is expected to continue to grow in
the coming years. A recent report by the Global Sustainable Investment Alliance found
that global sustainable investing assets reached $35.3 trillion in 2020, up 15% from 2018.

b. Increased focus on social factors: While environmental factors have traditionally been
the primary focus of ESG investing, there is expected to be a greater emphasis on social
factors such as human rights and labour practices in the future.

c. Greater standardization: To address concerns around the lack of standardization in ESG
investing, there is expected to be a greater push for the development of standardized ESG
metrics and reporting frameworks.

d. Integration of ESG into mainstream investing: ESG investing is no longer seen as a
niche approach, and there is an increasing trend towards integrating ESG factors into
mainstream investment strategies.

e. Rise of impact investing: While ESG investing focuses on aligning investments with
social and environmental values, impact investing takes this a step further by seeking to
generate measurable social or environmental impact alongside financial returns. This
approach is expected to continue to gain popularity in the coming years.

f. Increased regulatory scrutiny: As ESG investing grows in popularity, there is likely to
be increased regulatory scrutiny around the claims made by ESG funds and companies.
This could lead to greater transparency and standardization in the industry.

Overall, the future of ESG investing looks promising, with continued growth and an
increasing focus on social factors expected in the coming years.

Opportunities of ESG investing

a. Growth potential: ESG investing is a rapidly growing sector, with more investors placing
a greater emphasis on sustainability and social responsibility in their investment
decisions. This presents significant growth opportunities for ESG funds and companies.
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b. Improved risk management. By taking into account ESG factors, investors can
potentially improve their risk management and identify companies that are better
positioned to weather ESG-related risks such as climate change or social unrest.

c. Positive impact: ESG investing can have a positive impact on society and the
environment by encouraging companies to improve their ESG performance and promote
sustainable practices.

d. Innovation: ESG investing is driving innovation in the financial sector, with the
development of new investment products and services that focus on ESG factors.

e. Regulatory support: There is increasing regulatory support for ESG investing, with many
governments and regulatory bodies encouraging or mandating the integration of ESG
factors into investment decisions.

Conclusion

In conclusion, ESG investing is a rapidly growing sector that is driven by a range of factors
including concerns around climate change, social justice, and good governance. ESG
investing offers significant growth opportunities for investors, while also promoting positive
impact on society and the environment.

ESG investing, however, faces some challenges including the lack of standardization in ESG
metrics and reporting frameworks, limited availability of ESG data, potential trade-offs
between financial returns and ESG goals, and lack of engagement by investors with
companies on ESG issues.

Despite these challenges, ESG investing offers several opportunities such as improving risk
management, promoting positive impact on society and the environment, driving innovation
in the financial sector, and receiving increasing regulatory support.

To examine the performance of ESG funds compared to traditional funds, it is important to
conduct a thorough analysis of the available data and factors affecting investment in ESG
funds. Best practices for ESG investing include taking a long-term view, integrating ESG
factors into investment analysis and decision-making, engaging with companies on ESG
issues, and prioritizing transparency and accountability.

Overall, the future of ESG investing looks promising, with increasing demand from investors
and growing regulatory support. As ESG metrics and reporting frameworks continue to
evolve and standardize, ESG investing is likely to become even more accessible and
attractive to a wider range of investors, ultimately promoting positive impact on society and
the environment while delivering financial returns.
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