ESG Investing: Comparing
Performance vs. Traditional
Funds

This comprehensive analysis examines how Environmental, Social, and
Governance (ESG) investing compares to traditional investment
approaches. We'll explore the evolution of ESG from niche concept to
mainstream strategy, analyze performance metrics across different
sectors and regions, and provide strategic insights for investors navigating
this rapidly evolving landscape.

Environmental, Social, and Governance (ESG) investing has transformed
from a specialized approach to a mainstream investment strategy
embraced by institutional and retail investors worldwide. This presentation
examines how ESG funds perform compared to traditional investments,
analyzing key metrics, sector variations, and long-term sustainability
factors.
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Executive Summary

ESG investing has evolved from a niche approach to a mainstream strategy
embraced by investors worldwide. This transformation reflects growing
awareness of climate risks, increased regulatory demands, and

recognition that ESG factors provide valuable insights into companies'
long-term financial performance.

Our analysis finds that most ESG-focused funds either match or
outperform conventional benchmarks over multi-year horizons. ESG
practices can mitigate risk and potentially lower volatility by screening out
companies prone to controversies or governance lapses.

1 Evolution

From niche concept to mainstream investment approach

2 Performance

Majority of ESG funds match or outperform traditional
benchmarks

3 Challenges

Greenwashing, data quality, and standardization issues
persist

4 Future

Regulatory developments aim to sharpen ESG disclosures




ESG Evolution and Current Landscape

Environmental, Social, and Governance (ESG) investing has evolved rapidly over the past two decades, transitioning from a niche
concept rooted in exclusionary screens to a mainstream approach embraced by institutional and retail investors alike. This
transformation reflects a fundamental shift in how investment risk and opportunity are evaluated in modern markets.

Today's investors are driven by multiple factors: heightened awareness of climate risk, increased regulatory demands for
transparency, and a growing conviction that ESG factors can offer material insights into a company's long-term financial
performance. This multifaceted approach has reshaped investment strategies across the global financial landscape.

Mainstream Adoption

Integration Phase Widespread acceptance by institutional

ESG factors incorporated into investors and retail platforms
Early approaches focused on avoiding fundamental analysis and valuation
"sin stocks" like tobacco and weapons models

Exclusionary Screening



Key Findings on ESG Performance

In synthesizing data from various industry analyses, our research finds that a substantial majority of ESG-focused funds either
match or outperform conventional benchmarks over multi-year horizons. This challenges the traditional notion that incorporating
sustainability criteria necessarily sacrifices financial returns.

ESG practices can act as a form of risk mitigation, potentially lowering volatility by screening out companies prone to
controversies or severe governance lapses. However, questions persist around greenwashing, data quality, and standardization.
Discrepancies among rating agencies and frameworks can confuse investors, undermining confidence in ESG credentials.

70%+ V15% $45T

Outperformance Rate Volatility Reduction Projected AUM
Percentage of ESG funds matching or Potential decrease in portfolio volatility Estimated ESG assets under
exceeding traditional benchmarks over through ESG risk screening management by 2025

multi-year periods



Report Structure and Methodology

The sections that follow detail the emergence of ESG in global markets, various standard-setting frameworks, evolving
institutional adoption patterns, and the nuanced performance drivers. Our analysis merges rich insights from prior findings and
newly provided data, creating an integrated perspective on ESG investing as of 2025.

We explore controversies, including the specter of superficial or misleading "green" marketing, and identify key regulatory
developments aimed at sharpening ESG disclosures. In conclusion, the report offers strategic recommendations for asset
managers and investors, stressing rigorous due diligence, active stewardship, and ongoing adaptation to an ever-evolving ESG

landscape.
Research Analysis
(O
Comprehensive analysis of market )\ Evaluation of performance metrics
data and academic studies U[]u and risk factors
Recommendations 0 Insights
Actionable guidance for investors and @) Identification of key trends and

asset managers strategic implications



The Rise of ESG Investing in Global Markets

The prominence of ESG investing in today's financial markets is a testament to shifting societal values, regulatory pressure, and
the realization that sustainability factors can have tangible impacts on corporate performance. While socially responsible
investing (SRI) has existed for decades, its scope was once limited mostly to exclusionary screening—for instance, divesting

from tobacco or firearms.

Over time, the concept broadened to include proactive integration of environmental, social, and governance metrics, recognizing
that these non-financial elements could offer critical risk and opportunity signals. This evolution represents a fundamental shift in
how investors evaluate long-term corporate health and sustainability.
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Historical Context and Evolution

Earlier forms of socially responsible investing (SRI), which gained prominence in the 1970s, were often propelled by faith-based
organizations and activists seeking to avoid supporting industries they found objectionable. By the early 2000s, global crises—
including financial scandals at major corporations—spotlighted the importance of sound governance practices.

Around the same period, rising public awareness of climate change and resource depletion fueled the notion that environmental
stewardship was not merely altruistic but also financially prudent. This shift in mindset dovetailed with the "ESG" label, coined to
capture a broader, more integrated framework for evaluating corporate health.

1970s 1

Faith-based exclusionary screening of "sin stocks"
like tobacco and weapons

2 1990s

Emergence of environmental concerns and corporate
governance focus

Early 2000s 3

Corporate scandals highlight importance of
governance; climate awareness grows

4 2010s

ESG integration becomes mainstream; major
institutional investors adopt principles

2020s S

Regulatory frameworks develop; ESG data
standardization efforts accelerate



Catalysts for ESG Mainstreaming

Several factors have converged to accelerate ESG's rise in global markets. Regulatory mandates introduced by governments
require corporate disclosures on climate risks, labor practices, and executive compensation structures. These frameworks have
created a more standardized approach to ESG reporting and accountability.

Institutional advocacy has also played a crucial role, with large asset managers and insurance companies increasingly
demanding robust ESG disclosures to mitigate long-horizon risks. This has led to collaborative engagements and proxy voting
that push companies to improve ESG practices, creating a powerful market force for change.

Regulatory Pressure

NGO

Vil Government mandates for disclosure and compliance

Institutional Demand

|ED

Large investors requiring ESG integration

Consumer Expectations

Do

Retail investors seeking sustainable options

Technological Advancement

Better tools for ESG data analysis



Consumer Demand and Technological
Advancements

Retail investors—especially millennials and Gen Z—express strong preferences for sustainable and ethical investments, often
questioning a brand's carbon footprint, product sourcing, or labor conditions. This demographic shift has created significant
market demand for ESG products, pushing financial institutions to expand their sustainable investment offerings.

Simultaneously, technological advancements have transformed how ESG data is collected and analyzed. Tools for analyzing ESG
data have become more sophisticated, aggregating insights from diverse sources including corporate filings, satellite imagery,
and news media. This improved data accessibility has made ESG analysis more robust and reliable.
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Demographic Shift Advanced Monitoring Data Analytics
Younger investors prioritize sustainability  Satellite data and Al enabling real-time Sophisticated tools aggregating diverse
alongside financial returns environmental compliance tracking ESG data sources for comprehensive

analysis



Impact on Corporate Behavior

Companies facing mounting scrutiny from regulators, shareholders, and the broader public now integrate sustainability metrics
into their strategic planning. This might entail setting net-zero carbon targets, pivoting to greener supply chains, or diversifying
board composition to enhance governance.

While some firms genuinely embrace these changes, others risk engaging in superficial "ESG-washing" to remain attractive to
investors. The tension between genuine efforts and opportunistic branding underscores the continued evolution of ESG
definitions and measurement standards, creating challenges for investors seeking authentic sustainability commitments.

DX Strategic Integration 2% Supply Chain Transformation
Companies embedding ESG metrics into core business Businesses redesigning procurement and production
planning and operations for sustainability

2% Governance Improvements i1 Greenwashing Concerns
Organizations enhancing board diversity and oversight Some firms adopting superficial ESG practices without

mechanisms meaningful change



ESG as a Financial Risk-Reward Lens

ESG considerations have evolved beyond mere ethics to become embedded in standard risk-reward analyses. Studies
demonstrate that robust ESG practices can align with lower volatility, better operational performance, and stronger brand loyalty.
Meanwhile, poor management of environmental or social risks can culminate in headline-grabbing scandals, legal penalties, and
consumer boycotts, all of which erode shareholder value.

Importantly, ESG also shapes how companies secure capital. Banks and fixed-income investors incorporate sustainability
metrics when pricing loans or bonds, often offering advantageous rates to issuers with credible green or social credentials. This

dynamic can enhance the cost of capital differential between ESG leaders and laggards, further incentivizing corporate
transformations.

Risk Mitigation Benefits Performance Advantages Capital Benefits

e Lower operational disruptions e Improved operational efficiency e Preferential financing rates

e Reduced regulatory penalties e Stronger employee retention e Access to green bond markets
e Fewer consumer boycotts e Enhanced brand loyalty e Broader investor base

e Enhanced crisis resilience e Innovation opportunities e Lower cost of capital



Key Debates in ESG's Growth

Despite rapid adoption, ESG remains a contested domain. Critics argue that inconsistent methodologies among rating agencies
create confusion, undermining comparability across firms. Others worry that exclusionary ESG approaches might sacrifice
returns in certain market cycles, especially when energy or commodities surge. Still, many proponents highlight that ESG's real
strength lies in long-term resilience, particularly under scenarios of climate stress or social disruption.

Another debate centers on whether ESG investments truly affect corporate behavior. Some claim that, outside of direct

engagement, buying public equities does not necessarily pressure companies to change. Conversely, supporters of ESG
activism highlight numerous examples in which large shareholders forced improvements in disclosure, board diversity, or carbon

targets.
Methodology Concerns Performance Trade-offs
Inconsistent rating systems and frameworks create Potential underperformance during certain market cycles,
confusion and limit comparability between companies and particularly when excluded sectors like energy experience
funds strong gains
Impact Questions Political Polarization
Ongoing debate about whether ESG investing actually Growing political divisions regarding the role of ESG in
changes corporate behavior or merely rewards already- investment decisions, particularly for public pension funds

compliant companies



Social Dimension of ESG

Additional insights from recent research emphasize the social dimension within ESG, particularly how labor practices and
employee well-being can serve as early indicators of operational risk. Companies investing heavily in workforce development—
such as robust training programs and equitable pay—show lower turnover and higher productivity, which can lead to stronger
earnings stability.

Other findings suggest that consumer-facing brands that align marketing strategies with social impact often build more resilient
consumer bases, especially among younger demographics. These insights bolster the argument that ESG is not monolithic but
rather intersects with numerous facets of corporate strategy and operations, creating multiple pathways to sustainable value

creation.
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& Workforce éIé Equitable ~OS Diversity & 040 Community
Development Compensation Inclusion Engagement
Investment in Fair pay practices Diverse teams Strong community
employee training and strengthen employee demonstrate relationships build
skills advancement loyalty and reduce enhanced innovation brand loyalty and
correlates with lower operational and better decision- create operational
turnover and higher disruptions making outcomes goodwill

productivity



ESG in Global Supply Chains

Recent case studies show how ESG can influence cross-border supply chains. Many global corporations now mandate supplier
compliance with environmental and labor standards—often verified by third-party audits or digital tracking tools. In certain
industries, like apparel and electronics, robust ESG oversight in supply chains can mitigate reputational damage from sweatshop
exposeés, chemical spills, or substandard worker conditions.

While such oversight may increase short-term costs, evidence suggests it can also yield improved quality control and brand
reputation over time. Companies with transparent, sustainable supply chains often demonstrate greater operational resilience
during disruptions and stronger consumer trust, translating to long-term competitive advantages.

Supplier Assessment

Evaluating environmental and social practices of potential partners

Standards Implementation

Establishing clear ESG requirements for all supply chain participants

Monitoring & Verification

Ongoing tracking of compliance through audits and digital tools

Continuous Improvement

&

Collaborative development of better practices throughout
the network



Defining ESG: Standards, Metrics, and
Classifications

The concept of ESG rests on three core pillars—environmental, social, and governance—that collectively offer a holistic lens on a
company's activities and potential long-term performance. Although these pillars appear straightforward in theory, they manifest
in diverse ways across industries and geographies.

This complexity creates challenges for investors seeking to compare companies or evaluate fund strategies. Multiple
frameworks and rating systems have emerged to standardize ESG evaluation, but significant inconsistencies persist.
Understanding these variations is essential for investors to make informed decisions about ESG integration in their portfolios.

Social
O . .
o Labor practices, human rights,
community relations, product safety,
Environmental diversity
Climate impact, resource use, ,@
pollution, biodiversity, energy
efficiency Governance

Board structure, executive
) compensation, shareholder rights,
business ethics



Environmental Factors

Environmental metrics gauge how a company interacts with the natural world. Key concerns include carbon emissions, water
usage, waste management, and resource conservation. In heavy industries, such as mining or oil exploration, this may involve
measuring tailings disposal or methane leakage. For consumer goods firms, it might address packaging waste or the carbon
footprint of distribution networks.

Some sources emphasize the financial ramifications of environmental stewardship: companies with advanced pollution controls
or energy efficiencies often reduce operating costs and mitigate regulatory risks. Emerging technologies now monitor
environmental metrics in real-time, with satellite imagery tracking deforestation or land rehabilitation, while loT sensors measure
factory emissions.

(> Emissions Management == Water Stewardship
Tracking and reducing greenhouse gas emissions Minimizing water consumption and preventing pollution
across operations and supply chains of water sources

[J Waste Reduction f} Biodiversity Protection
Implementing circular economy principles to minimize Preserving ecosystems and natural habitats affected by

landfill contributions business operations



Social Factors

Social criteria revolve around how a company manages relationships with its workforce, customers, suppliers, and the
communities where it operates. Common areas of focus include labor rights, diversity and inclusion, health and safety protocols,

and equitable wage structures. Consumer protection—such as privacy policies and ethical marketing—also fits under the social
umbrella.

Organizations with strong social frameworks often see lower employee turnover and, consequently, reduced recruitment costs
and improved productivity. A case study highlighted a multinational retailer that developed robust employee training programs,
leading to heightened employee satisfaction and stable store performance even during economic downturns.

Workforce Practices Diversity & Inclusion Community Impact

e Labor rights protection o Board diversity e Local engagement

e Fair compensation e Management representation e Philanthropy

e Health and safety e Inclusive hiring e Indigenous rights

o Professional development e Equal opportunity e Economic development

o Work-life balance e Anti-discrimination policies e Social infrastructure



Governance Factors

Governance addresses the frameworks, policies, and oversight mechanisms that shape corporate decision-making. It includes
board composition, executive remuneration, shareholder rights, and anti-corruption practices. Firms with well-defined
governance often exhibit transparent reporting, minimized conflict-of-interest scenarios, and checks that discourage
unscrupulous behavior.

Studies reveal that weak governance correlates with a higher likelihood of scandals, regulatory fines, or ineffective strategic
pivots. Conversely, strong governance signals robust internal controls, which can foster investor confidence and reduce the
volatility associated with leadership upheavals or fraudulent accounting.
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Major Frameworks and Standards

Multiple bodies have emerged to guide ESG disclosures, each with distinct approaches and focus areas. The Global Reporting
Initiative (GRI) offers one of the earliest and most comprehensive standards, emphasizing stakeholder inclusivity across a broad
range of metrics. The Sustainability Accounting Standards Board (SASB) takes an industry-specific approach, identifying
financially material ESG factors within each sector.

Other important frameworks include the Task Force on Climate-related Financial Disclosures (TCFD), which recommends
scenario analyses to evaluate how companies respond to varying degrees of global warming, and Integrated Reporting (IR),
which aims to merge financial and non-financial disclosures. While these frameworks aim to increase transparency, persistent
fragmentation creates challenges for cross-company comparisons.

o
Global Reporting m Sustainability @ Task Force on =D International
Initiative (GRI) Accounting Climate-related Sustainability
Comprehensive Standards Board Financial Standards Board
ST S o (SASB) Disclosures (ISSB)
(TCFD)

broad stakeholder
impacts across
environmental, social,
and governance
dimensions

Industry-specific
standards focusing on
financially material
ESG factors relevant
to investors

Framework for climate
risk reporting,
including scenario
analysis and strategic
planning

Emerging global
standards aiming to
unify sustainability
reporting under a
recognized framework



ESG Rating Agencies

Rating agencies like MSCI, Sustainalytics, and Refinitiv each deploy proprietary algorithms to assign ESG scores, typically
weighting each pillar based on perceived relevance to the company's industry. For instance, an energy company's rating might
emphasize greenhouse gas emissions, while a tech firm might be evaluated more on data privacy and governance structures.

Critics point out that rating agencies sometimes differ markedly on the same company's ESG profile. One reason is the
difference in how controversies are factored in—some agencies may penalize heavily for a single negative event, whereas others
incorporate a multi-year trend analysis. This variation fuels debate about the reliability of any single ESG rating, making multi-
source validation increasingly important for asset managers.

Company A Company B Company C Company D
MSCI Rating B Sustainalytics Rating B Refinitiv Rating
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Classification by Sector

ESG's material relevance differs across industries. The automotive sector, for instance, might prioritize carbon emissions from
vehicle production and usage, whereas a financial services firm focuses on governance transparency and socially responsible
lending. Industry-specific standards from bodies like SASB help to mitigate "one-size-fits-all" pitfalls by tailoring disclosures to

the unique operational impacts of each sector.

An example details how a major global bank integrated ESG considerations into its corporate lending policies. The institution
instituted a tiered interest rate model: companies demonstrating improved carbon footprints or stronger social policies received
favorable loan terms. Over time, this approach not only reduced default rates but also spurred corporate clients to adopt more

sustainable practices.

Energy & Utilities Financial Services

Focus on emissions intensity, renewable transition, water Emphasis on governance transparency, ethical lending
usage, and community impact of extraction activities practices, financial inclusion, and climate risk in portfolios
Technology Consumer Goods

Priority on data privacy, cybersecurity, ethical Al, digital Attention to supply chain labor practices, packaging

inclusion, and energy efficiency of data centers sustainability, product safety, and marketing ethics



Taxonomies and Green Labeling

Several jurisdictions have developed taxonomies to classify economic activities that can be credibly termed "sustainable." The
EU Taxonomy offers detailed criteria for labeling activities as green, covering sectors like energy, manufacturing, and agriculture.
However, the approach remains contentious, with debates about whether allowing natural gas or nuclear power within certain
taxonomy frameworks dilutes the term "green."

The Asia-Pacific region is also adopting variations of ESG taxonomies, with countries like Singapore and Malaysia developing
their own frameworks. Nonetheless, alignment across borders remains challenging, risking a scenario in which multiple,
conflicting taxonomies complicate multinational operations and create confusion for global investors.

Taxonomy Development

©

Jurisdictions create classification systems defining sustainable economic activities

Activity Classification

Economic activities evaluated against specific environmental and social criteria

Green Labeling

Compliant activities receive official sustainable designation for investment purposes

Cross-Border Alignment

[
o~

Efforts to harmonize taxonomies across jurisdictions to facilitate global capital flows



Audits and Verification

A critical challenge for ESG definitions lies in verifying that companies' disclosed data is accurate and consistent. Traditional

financial audits have well-established procedures, but ESG audits are still in their infancy. Firms like PwC, Deloitte, and KPMG
have expanded their sustainability divisions to address this gap, providing external assurance on disclosed metrics.

Even so, verifying complex supply chains or intangible social factors often requires advanced methodologies—such as

blockchain-based tracking or real-time Al analytics—to ensure data integrity. As ESG investing continues to grow, the demand

for robust, standardized verification processes is likely to increase, potentially leading to more rigorous and consistent

approaches to sustainability assurance.

Independent
Data Collection Verification
Companies gather Third-party auditors review
environmental, social, and data accuracy and
governance metrics across methodology compliance

operations

Assurance Reporting

Formal opinions issued on
reliability and completeness
of ESG disclosures

Stakeholder
Communication

Verified results shared with
investors, regulators, and
other stakeholders



Market Growth and Institutional Adoption Trends

The proliferation of ESG-focused investments in recent years reflects not just a change in investor sentiment but a
transformation in market dynamics. Major financial centers worldwide now host an expanding array of ESG mutual funds,
exchange-traded funds (ETFs), and fixed-income instruments. At the same time, institutional players—ranging from pension
funds and endowments to sovereign wealth funds—have integrated ESG considerations into their mandates.

Between 2015 and 2020, ESG investments grew from around USD 8.7 trillion to nearly USD 171 trillion, buoyed by an influx of
asset managers rebranding or launching sustainable funds. By 2025, estimates suggest ESG assets could exceed USD 45 trillion,
accounting for a substantial portion of total professionally managed assets globally.

$45T 33% 2X

Projected ESG Assets Market Share Growth Rate

Estimated global ESG assets under Potential portion of total global managed ESG assets growing twice as fast as
management by 2025 assets in ESG investments traditional investments



Institutional Adoption

Pension funds, with their long-term liability structures, align well with the extended horizons needed for ESG payoffs. Pension

trustees increasingly view factors like climate risk as integral to safeguarding beneficiaries' assets decades into the future. A

European pension fund coalition that collectively manages over USD 2 trillion has pledged to achieve net-zero portfolio
emissions by 2050, illustrating the scale of institutional ESG commitments.

Sovereign wealth funds, endowments, foundations, and insurance companies are also driving ESG adoption through their
investment policies and engagement activities. These institutional investors wield significant influence over corporate behavior

through their large holdings and long-term investment horizons, making them powerful catalysts for sustainable business

practices.

Pension Funds Sovereign Wealth

_ , Funds
Long-term horizons align

with ESG benefits; fiduciary
duty increasingly
interpreted to include

Countries like Norway and
Singapore integrating
sustainability mandates;
even fossil fuel-funded
SWFs diversifying into

climate risk consideration

renewables

Endowments &
Foundations

Mission alignment driving
ESG adoption; student
activism pushing university
endowments toward
sustainable investing

Insurance Companies

Dual focus on underwriting
practices and investment
portfolios; climate risk
increasingly factored into
actuarial models



Retail Investor Engagement

Retail participation in ESG soared with the rise of user-friendly platforms and robo-advisors, many of which default to
sustainable portfolios. Gen Z and millennials, in particular, appear more inclined to align their investments with personal ethics.
Micro-investing apps feature real-time metrics—like carbon footprints or diversity indices—for each holding, thus demystifying

sustainable investing for novices.

Nonetheless, critics point out that some retail ESG products carry higher fees, raising questions about accessibility and
transparency of fund strategies. As the market matures, competition is likely to drive down costs and improve disclosure quality,

making ESG investing more accessible to a broader range of individual investors.
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Geographic Variations in ESG Adoption

ESG adoption varies significantly across regions, reflecting differences in regulatory frameworks, cultural attitudes, and market
structures. Europe remains a global leader, spurred by comprehensive regulations such as the Sustainable Finance Disclosure
Regulation (SFDR) and the EU Taxonomy. European investors generally exhibit lower tolerance for unclear or unsubstantiated
green claims, leading to more rigorous corporate disclosures.

In North America, the U.S. has witnessed polarizing debates around ESG, with some states enacting legislation that restricts the
use of ESG criteria in public pension investment decisions. Meanwhile, large asset managers vigorously promote ESG offerings,
citing consumer demand and risk management benefits. Asia-Pacific, Latin America, and Africa each present unique adoption
patterns and regulatory approaches.

Europe

North America

Asia-Pacific

Latin America

Africa




ESG Product Landscape

The ESG investment market offers a diverse array of products to meet varying investor preferences and objectives. Mutual funds
and ETFs have proliferated, with many focusing on specific themes like clean energy, water sustainability, or gender diversity.
These thematic approaches match investor interest in targeted impact areas, though critics caution that some funds rebrand
without substantive changes, raising the risk of greenwashing.

Green bonds and sustainability-linked bonds have also gained significant traction in the fixed-income space. Issuers benefit from
diversifying their investor base, while investors gain stable yields plus social or environmental impact. Private equity and venture
capital firms are increasingly incorporating ESG considerations into their investment processes, extending sustainable investing
beyond public markets.

|~ Mutual Funds & ETFs Green & Sustainability-Linked Bonds
Broad-based and thematic ESG funds offering Fixed-income instruments funding environmental
diversified exposure to sustainable companies projects or tied to sustainability targets

=3 Private Equity & Venture Capital @ Real Estate & Infrastructure
ESG integration in private markets, with focus on Green building certifications and sustainable

sustainable startups and portfolio companies infrastructure projects attracting ESG capital



Performance Analysis: ESG Funds vs. Traditional
Benchmarks

One of the most debated aspects of ESG investing is performance. Detractors once argued that embedding ethical or
environmental filters into portfolio construction would limit investment opportunities, thus hampering returns. However, a growing
volume of studies and practical fund data indicates that ESG strategies often achieve comparable or superior performance over

longer horizons.

A meta-study covering over 2,000 research papers concluded that around 80% reported a positive or neutral correlation
between sustainability factors and financial outcomes. Many attribute this to enhanced risk management: companies with robust
ESG policies may face fewer liabilities from environmental damage, labor disputes, or governance scandals.
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Drivers of ESG Performance

Several mechanisms help explain how ESG integration can potentially enhance financial performance. Risk mitigation is a
primary factor, as ESG screening can reduce exposure to companies with high environmental, social, or governance risks. By
avoiding firms vulnerable to controversies, regulatory penalties, or operational disruptions, ESG portfolios may experience less
volatility and fewer severe drawdowns.

Companies with strong ESG credentials often access cheaper debt, as illustrated by the proliferation of green or sustainability-
linked bonds. Consumer loyalty can also boost performance, particularly in consumer-facing industries where sustainability
marketing resonates with younger demographics. Additionally, ESG leaders may be positioned to benefit from favorable policies,
subsidies, or lower regulatory scrutiny.

Risk Mitigation

(D Reduced exposure to controversies and regulatory penalties

Cost of Capital Advantages

Access to cheaper financing through green bonds and loans

Consumer & Employee Loyalty

Stronger brand reputation and talent retention

Operational Efficiency

Resource optimization and waste reduction

Regulatory Favor

ap Potential benefits from policies supporting sustainable
practices



Methodological Complexities in Performance
Comparison

Not all ESG funds are created equal. Some heavily exclude entire sectors like fossil fuels or gambling, while others apply best-in-
class selection within each industry. Comparing an ESG fund that shuns energy stocks to a market benchmark that includes
them can distort performance metrics during periods of commodity booms. Another issue is the time horizon used for
performance evaluation. ESG factors may manifest over years rather than quarters.

Many ESG funds might have style biases, tilting toward growth-oriented technology or consumer staples. During a bull market
for tech, these funds can outperform conventional indexes, creating an attribution challenge: are ESG factors driving alpha, or is
it primarily sector exposure? These methodological complexities make it essential to carefully analyze performance claims and
understand the underlying drivers.

Exclusion vs. Integration Time Horizon Considerations Style and Sector Biases
Different approaches to ESG ESG benefits often materialize over ESG portfolios may have inherent tilts
implementation create varying sector extended periods, making short-term that influence performance
exposures and performance profiles evaluation problematic independent of sustainability factors
e Negative screening e Quarterly volatility o Growth vs. value

e Best-in-class selection e Annual performance e Large vs. small cap

e ESG integration e Multi-year trends e Sector concentrations

e Thematic investing e Full market cycles e Geographic exposure



Equity Market Dynamics

Studies show that ESG equity indices—like MSCI ESG Leaders or FTSE4Good—tend to track or outperform parent indices, albeit
modestly, over five-year periods. This advantage is sometimes attributed to underweighting carbon-intensive sectors that face
regulatory or reputational pressures. However, cyclical variations can impact relative performance, particularly during
commodity-driven market phases.

A scenario from 2022 is instructive: surging oil prices propelled traditional energy stocks to outperform the market, while many
ESG funds—which systematically underweight or exclude fossil fuel companies—did not capture those gains. However, these
same ESG funds often avoided severe losses if oil prices later collapsed, demonstrating the complex relationship between sector
exposure and long-term performance.

ESG Integration Performance Impact
Investors incorporate sustainability @ ESG factors influence risk-adjusted
factors into analysis and selection & returns over time
Long-Term Advantage NG Cyclical Factors
Sustainability leaders often gy Commodity cycles and sector

demonstrate greater resilience rotations affect relative performance



Fixed Income Performance

Fixed-income ESG strategies, notably green bonds and sustainability-linked bonds, attract a growing share of institutional
allocations. While these instruments sometimes offer slightly lower yields (the so-called "greenium"), demand from ESG-focused
investors can enhance liquidity, reduce issuance costs for the borrower, and potentially stabilize bond prices.

Certain issuers tie bond covenants to sustainability targets—Ilike lowering carbon emissions or meeting diversity benchmarks—
leading to step-up coupon rates if targets are missed. This alignment can reduce moral hazard by incentivizing genuine ESG
improvements. Investors gain a measure of risk protection because companies failing to meet ESG milestones must pay higher
interest, compensating bondholders for the shortfall in promised sustainability outcomes.

Green Bonds Social Bonds

Debt instruments funding specific environmental projects, Fixed-income securities financing projects with positive

with proceeds earmarked for eligible green investments social outcomes, such as affordable housing or healthcare
access

Sustainability-Linked Bonds Transition Bonds

Bonds with financial characteristics tied to issuer's Debt instruments funding projects helping carbon-

achievement of predefined sustainability targets intensive companies transition toward greener operations



Sectoral Influences on ESG Performance

Much of ESG performance relates to sector composition. Technology and healthcare stocks often exhibit relatively high ESG
scores, especially if they have minimal direct environmental footprints or robust governance policies. Meanwhile, energy,
materials, and utilities might struggle due to emissions intensity, even if they maintain strong social or governance practices.

Overweighting top-tier tech firms can boost returns when technology outperforms, as frequently seen in the 2010s and early
2020s. However, if tech faces a downturn due to overvaluation or regulatory interventions, ESG funds with heavy tech exposure
could underperform. Consumer staples and financial services also demonstrate distinct ESG characteristics that influence
performance in different market environments.
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Risk, Volatility, and Long-Term Sustainability

One of the central arguments for ESG integration is that companies committed to environmental stewardship, social
responsibility, and robust governance are better equipped to manage a variety of risks, thereby enhancing long-term
performance stability. While critiques persist regarding potential sector biases or the unpredictability of macro cycles, ESG
investing has shown evidence of reducing certain forms of volatility.

Risk management sits at the heart of finance, with investors consistently seeking ways to minimize downside exposure. ESG's
appeal in this context is twofold: preemptive identification of threats and long-horizon resource planning. Given these dynamics,
many institutions equate ESG diligence with prudent risk management, especially when safeguarding decades-long pension
liabilities or sovereign wealth.

Risk Identification

D

Recognizing environmental, social, and governance threats before they materialize

Volatility Management

Reducing portfolio fluctuations through ESG screening and integration

Long-Term Planning

@ Aligning investment horizons with sustainability transitions and climate
adaptation

Resilience Building

N Creating portfolios capable of withstanding environmental
and social disruptions



Types of Risk Affected by ESG

ESG integration can influence both idiosyncratic (company-specific) and systemic risks in investment portfolios. Idiosyncratic
risk encompasses issues like product recalls, lawsuits, fraud, or executive malfeasance. Research suggests that firms scoring
higher on governance metrics face fewer governance-related controversies—like accounting scandals—thanks to stronger
oversight and clearer chains of responsibility.

ESG's impact on systemic risk—marketwide events such as financial crises or global recessions—remains subject to debate.
Some argue that while ESG can immunize companies against specific pitfalls, it does not fully shield them from macroeconomic
collapses. However, climate change itself poses systemic risk, with increasing frequency of extreme weather events, supply
chain disruptions, and potential shifts in consumer demand.

Idiosyncratic Risk Transition Risk Physical Risk

e Governance scandals e Carbon pricing e Extreme weather events
e Product recalls e Stranded assets e Sealevelrise

e Labor disputes e Technology disruption e Water scarcity

e Environmental incidents e Changing consumer preferences e Supply chain disruptions

e Regulatory penalties e New regulations e Infrastructure damage



Volatility Profiles of ESG Portfolios

Studies often highlight that ESG funds exhibit lower volatility than their traditional counterparts, although the degree varies
across timeframes and methodologies. These volatility differences may stem from excluding high-risk companies, overweighting
defensive sectors, and benefiting from stakeholder loyalty and brand equity that can stabilize performance during market
turbulence.

Nevertheless, it is crucial to distinguish whether observed lower volatility is genuinely a function of ESG attributes or simply a
byproduct of sector bias. For instance, an ESG fund that excludes fossil fuels might fare well in times of stable or declining oil
prices but could underperform when energy stocks surge. Understanding these nuances is essential for accurate performance
attribution and risk assessment.

V18% 0.85 +0.3

Drawdown Reduction Beta Sharpe Ratio Improvement
Average decrease in maximum Typical market sensitivity of ESG Average enhancement in risk-adjusted
drawdown for ESG leaders vs. laggards portfolios relative to broader indices returns for ESG-integrated portfolios

during market corrections



The Role of Corporate Governance in Stability

Although environmental and social metrics frequently garner headlines, governance remains a potent indicator of a firm's overall
risk culture. Companies with clear separation of board and executive roles, transparent compensation policies, and robust
shareholder rights generally exhibit fewer "surprise" events that can shock market valuations. These governance hallmarks also
facilitate smoother transitions during leadership changes, reduce conflicts of interest, and encourage ethical decision-making.

Some ESG investors maintain stakes in companies with weaker governance specifically to exert influence. By filing shareholder
resolutions or leveraging proxy voting, they push for board refreshes, more rigorous audit committees, or expanded
transparency. If successful, such engagements can transform a laggard into a more robust operator, enhancing valuations and
potentially reducing future volatility.

L. Board Independence Executive Compensation
Separation of CEO and chair roles, majority Pay structures aligned with long-term performance and
independent directors, and diverse perspectives sustainability goals

Shareholder Rights @ Risk Oversight
Equal voting rights, proxy access, and meaningful Robust audit committees, whistleblower protections,

engagement opportunities and compliance frameworks



Criticisms, Greenwashing, and Regulatory Oversight

Despite ESG's ascendance, skepticism persists regarding the authenticity and rigor of sustainability claims. Greenwashing refers
to presenting a misleading image of environmental or social responsibility to gain favor with investors, consumers, or regulators.
Companies might selectively highlight minor green or social initiatives while obscuring significant negative impacts—such as
heavy water pollution or poor labor practices.

In some cases, entire funds are labeled "ESG" despite minimal changes to their investment processes, leading to confusion and
distrust among stakeholders. Contributing factors include lack of universal standards, reliance on voluntary disclosures, and
marketing imperatives that reward the appearance of sustainability without requiring substantive action.

Marketing Claims

B
[ []

Companies or funds make ambitious sustainability assertions

Scrutiny

kY

Regulators, investors, and NGOs examine evidence behind claims

Disclosure Requirements

New regulations mandate standardized reporting and verification

Enforcement

NG

Penalties for misleading statements and inadequate substantiation



Criticism of ESG Rating Agencies

A core criticism is inconsistency among ESG rating agencies, each utilizing distinct, often opague methodologies. For instance, a
company might be labeled a top ESG performer by one agency, while another downgrades it due to controversies that the first
agency weights less heavily. Without standardized criteria, asset managers can "shop around" for favorable ratings, undermining
the premise that ESG signifies robust sustainability performance.

Conflict of interest concerns have also emerged, as certain rating agencies offer consulting services to the very companies they
evaluate, prompting questions about impartiality. In response, some policymakers propose stricter oversight akin to financial
credit rating agencies, including mandatory disclosures of methodology and potential conflicts.
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Regulatory Responses to Combat Greenwashing

Regulatory bodies worldwide are implementing frameworks to address greenwashing concerns and improve ESG transparency.
The European Union established robust rules under the Sustainable Finance Disclosure Regulation (SFDR), requiring fund
managers to categorize products based on their sustainability characteristics and meet corresponding disclosure requirements.
The EU Taxonomy provides technical screening criteria for economic activities to be deemed "environmentally sustainable."

In the United States, the Securities and Exchange Commission has proposed rules requiring more detailed climate-risk
disclosures from publicly listed companies and increased scrutiny of ESG fund claims. Asia-Pacific regions are developing their
own approaches, with countries like Japan, Singapore, and China implementing various guidelines and reporting requirements

for sustainable finance.



Strategic Insights for Asset Managers and Investors

Amid expanding regulatory frameworks, a diversified array of ESG products, and heightened scrutiny around greenwashing,
effectively integrating ESG into portfolio management demands both rigor and agility. Before constructing or marketing ESG-
focused portfolios, asset managers should articulate clear investment beliefs, select relevant standards, and set materiality
thresholds appropriate to their strategy.

Given inconsistencies in rating methodologies, relying solely on one data provider is risky. Best practice involves cross-checking
scores from multiple rating agencies, supplementing with proprietary research, and leveraging Al and real-time monitoring to
detect emerging ESG risks that rating agencies might lag in updating.
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Define Clear Philosophy  Multi-Source Analysis Active Engagement Long-Term Metrics
Establish whether your ESG Cross-reference multiple ESG  Develop strategies to Evaluate ESG performance
approach prioritizes risk data providers and conduct influence corporate behavior  over extended time horizons
mitigation, alpha generation, independent research through dialogue and proxy to capture full benefits

or ethical alignment voting



Customizing ESG Implementation Approaches

No single ESG approach fits all investors. Depending on governance structures, client preferences, and risk profiles, asset
managers might adopt exclusionary screening to avoid industries deemed unacceptable, positive screening to identify top ESG
performers within each sector, or active ownership to influence management reforms through engagement and proxy voting.

ESG benefits often materialize over extended horizons, unlike short-term trading strategies that can be swayed by quarterly
earnings or commaodity price fluctuations. Asset managers should adopt multi-year performance evaluations, use climate
scenario analysis to test portfolio resilience under different warming pathways, and monitor non-financial KPIs to verify that ESG

goals align with actual improvements.

Exclusionary
Screening

Avoiding industries or
practices deemed
unacceptable
(tobacco, weapons,
fossil fuels)

Best-in-Class
Selection

ldentifying top ESG
performers within
each sector to
maintain diversification

Active
Engagement

Influencing companies
through dialogue,
shareholder
resolutions, and proxy
voting

Thematic Investing

Focusing on specific
sustainability themes
like renewable energy
or water management

NG

ESG Integration

Incorporating ESG
factors alongside
traditional financial
analysis
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