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The Sustainable Investing Proposition

Harrison Hong

In a recent, widely covered press release,
Larry Fink, chief executive of the world’s larg-
est asset management company, BlackRock,
pledged significant resources toward devel-
oping sustainable investing, for example by
offering funds that invest using environmen-
tal, social, and governance (ESG) criteria
along with other considerations to make asset
allocation decisions.! Fink said he views sus-
tainable investing as being in its early stages.
The thinking goes that investors worried
about climate change increasingly want port-
folios of companies that are consistent with
their values— much in the way that an car-
lier generation embraced ethical investing or
divestment-from-sin stocks. To the extent
that markets are too short-termist to con-
front long-run risks, high ESG stocks might
have high risk-adjusted returns. Depending
on how large these excess returns are, a fund
portfolio tilted toward high ESG stocks
might outperform, or at least not underper-
form, passive indices. This is what I label the
“sustainable investing proposition.”

This proposition is controversial among
academics and practitioners. Since ESG funds
typically have higher fees (due to the costs of
in-house research or licensing third-party sus-
tainability scores) and tracking error (since
the mandate often requires tilting away from
large market capitalization stocks), it is far
from a foregone conclusion that ESG scores
contain enough expected return information
to overcome these initial drags on perfor-
mance. Indeed, the performance of funds cur-
rently using sustainability scores generated by
leading ESG ratings agencies is mixed.

Academic studies have found similarly
divergent results on whether picking stocks
with better environmental, social, and good-
governance criteria have higher, comparable,
or lower average returns than asset allocations
that ignore these considerations. A critical
question in evaluating ex post performance is
whether the differential returns of allocation
strategies that include ESG considerations
are attributable to ESG factors, or whether

measures of ESG ranking are capturing other
firm characteristics that are correlated with
ESG scores.

In research with several coauthors over
the last decade, I have investigated the valid-
ity of a number of key premises underly-
ing the sustainable investing proposition. We
use in our analysis ESG measures, produced
by MSCI KLD, which rank firms based on
product, environment, community, diversity,
and governance criteria. MSCI is a global
provider of equity and fixed income indices
and MSCI KLD is one of the most widely
used ESG scores by institutional investors
and academics. Our analysis focuses on data
for S&P 500 firms over the period 1991
through 2009.

Direct versus Selection Effects

A key premise of sustainable investing
is that firms “do well by doing good.” This
implies that a firm’s ranking on ESG crite-
ria has a causal effect on its financial perfor-
mance, for example by lowering its cost of
capital. But to what extent do firm sustain-
ability scores simply reflect potential selec-
tion effects, whereby successful firms are
more likely to be socially responsible for a
variety of other reasons? For instance, firms
that have easy access to capital markets might
have less leverage in bargaining with labor,
and thereby be more likely to fund pensions
and have higher ESG scores as a result. In this
case, there might be no causal impact of ESG
on firms cost of capital per se, but inves-
tors in sustainable companies might inadver-
tently be exposed to firms with lower costs
of capital — those with higher stock valua-
tions and lower expected returns. While such
a correlation of firm characteristics might
lead to stronger performance of firms with
strong ESG scores in some periods, the rea-
son would not be the one associated with the
sustainable investment proposition.

Jeffrey Kubik, José Scheinkman, and I

show that these selection effects are likely
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to be larger than the
direct effects of ESG.”?
To see why, in Figure 1
we plot the average ESG
scores of two groups of
firms — investment-

grade versus nonin-
vestment-grade or junk
firms over the years of
1991 to 2009. The ESG
scores are normalized to
account for industry dif-
ferences. The scores of
investment-grade firms
are almost always higher
than those of junk firms.
There are two ways to
interpret this cross-sec-

Firms’ ESG Scores and Investors’ Credit Risk Appetite

ESG score

0.2

0.1

0.0

Credit risk appetite
2.0

Investment-grade firms
™\ 15
LY ey .".....
.."-. .." Seee® .'. o000 00
.".. YL

1.0

-0.1

-0.2

-0.3

-0.4

-0.5

-0.5

0.0

E055)

-1.0

Junk-grade firms

-1.5

1991 1993 1995 1997 1999 2001 2003 2005 2007

Credit risk appetite is defined as the relative issuance of junk debt to total debt
Source: Updated data, H. Hong, J. D. Kubik, and J. A. Scheinmkman, NBER Working Paper No. 18476;
and R. Greenwood and S. Hanson, NBER Working Paper No. 17197, and published as “Issuer Quality

dend taxes in the United States.

Theories of the effect of div-
idend taxes on firm investments
predict that tax cuts should lead
to positive or at least nonnegative
effects on investments. See, for
example, work by James Poterba
and Lawrence Summers.> To the
extent ESG spending is profit-
driven or pecuniary in nature, as a
form of investment or as an offset
to firm production as in pollution-
abatement models, we expect firm
sustainability scores should track
firm capital expenditures and that
the dividend tax cut should have
had positive or at least nonnegative
effects on firm ESG scores.

tional relationship. The
first is that ESG causally

and Corporate Bond Returns,” Review of Financial Studies, 26(6), 2013, pp. 1483-525

In Figure 2, we see that aver-
age firm sustainability scores, which

leads to better ratings or

lower cost of capital. The

other is reverse-causality — that firms with
better ratings just happen to also be socially
responsible.

To gauge which channel is larger,
we also plot in Figure 1 a measure of
credit risk appetite developed by Robin
Greenwood and Samuel Hanson that is
defined as the relative issuance of junk
debt to total debt.? The idea is that junk
firms are much more sensitive to common
shocks in risk appetite, whether rational
or behavioral in nature, than investment-
grade firms. They show that junk debt rela-
tive to total debt issuance is a good mea-
sure of this common or macroeconomic
time-varying risk appetite.

Notice that the ESG scores of the
junk firms strongly track this credit risk
appetite measure. Even though individual
firm normalized ESG scores cannot caus-
ally influence aggregate credit risk appe-
tites, they nonetheless strongly co-move
with this appetite measure, thereby point-
ing to selection effects largely driving
ESG scores. Indeed, if ESG scores have
a large direct effect on a firm’s rating or
access to credit, we would expect average
corporate ESG scores to fall as credit risk
appetite in the macroeconomy rises. This
is because the marginal return to addi-
tional corporate actions to improve ESG
scores, and thereby lower the cost of cap-

Figure 1

ital, is likely to be smaller when the firm
already has access to finance, as is likely

when risk appetite is high.

Pecuniary versus Non-
Pecuniary Motives

Another key premise of sustainable
investing is that sustainability scores cap-
ture strategic positioning of firms to address
long-run risks; that is, motives for corpo-
rate actions that raise ESG scores are profit-
driven, just like investments in plant and
equipment or advertising. There are also non-
pecuniary factors that contribute to varia-
tion in the behaviors that affect firms” ESG
ratings. Corporate taxes, for example, can
influence the incentives for firms to make
charitable contributions; agency issues can
also be important. Since sustainability scores
cannot distinguish between pecuniary and
non-pecuniary motives for ESG investment
by firms, the link between sustainable corpo-
rate behaviors and subsequent performance
is likely to be more tenuous if non-pecuniary
motives account for a substantial part of the
variation in ESG scores.

Using two quasi-experiments, Ing-Haw
Cheng, Kelly Shue, and I show that firm
sustainability scores are significantly influ-
enced by non-pecuniary motives for corpo-
rate actions.* The first experiment is provided
by the 2003 reduction in sharcholder divi-

tracked average firm capital expen-
diture before the 2003 dividend tax
cut, diverge substantially afterward. The tax cut
occurs at around the same time as the recovery
from the carly 2000s recession. Capital invest-
ments naturally rebound but ESG scores actu-
ally decline significantly after the tax cut, incon-
sistent with the pecuniary motive. This decline
in ESG scores occurs over a period when ESG
is receiving increasingly more, not less, atten-
tion from media, investors, and regulators.
This negative association of the tax
cut with ESG is, however, consistent with
a non-pecuniary, tax-motivated delegated
giving chan-

nel. Assuming
that  share-
holders take
the standard
tax  deduc-
tion and do
not itemize
deductions

for charitable
giving, which

is the case for
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more tax-efficient manner if the firm
makes a charitable gift and reduces their
dividend payouts than if the firm pays a
dividend and the individual makes a gift.
A cut in dividend taxes hence increases
the relative price of giving inside versus
outside the firm, and can explain why
firm ESG scores fall subsequent to the
tax cut.

To the extent such giving decisions
are delegated to managers, agency prob-
lems can then naturally arise, and firms
with high ESG scores might be expected
to underperform rather than outperform
low ESG scores. To address such an agency
motive, we exploit a regression disconti-
nuity (RD) experiment using close proxy
contests regarding shareholder-initiated
governance proposals. The identifying
assumption is that close votes around the
50 percent cut-off are random in terms of
whether a governance proposal is passed,
and represent plausibly exogenous shocks
to corporate governance. Vincente Cunat,
Mireia Giné, and Maria Guadalupe find
that close passage of shareholder propos-
als increases firm value by about 2 percent.¢

We find that firms in which share-
holder proposals narrowly pass also expe-
rience significantly slower growth in
goodness scores than firms in which the
proposals narrowly fail, consistent with
some ESG investments being value-reduc-
ing and motivated by agency problems.
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Figure 2

The Past versus the Future
of Sustainable Investing

Finally, while my papers raise challenges
to the sustainable-investing proposition, it is
important to keep in mind that my research
and many other studies of related questions
use data from a period when sustainability
issues were arguably less important than they
are likely to be going forward. This addresses a
third key premise of sustainable investing: The
risks to sustainability are large. In other words,
the historical importance of consideringa firm’s
positioning regarding sustainability risks, as
measured by ESG scores, may have been small,
because such risks might have been small in
the past. If, indeed, regulation will likely be
tighter and the climate risks to capital mar-

ing between the parent company and pros-
ecutors from the Department of Justice and/
or the Securities and Exchange Commission.
Settlements are publicly announced and reveal
detailed case data not only on sanctions, but
also on revenues obtained from bribes. We
expect high ESG parent firms to receive lower
sanctions as a fraction of the size of the bribery
revenues, the reason being that firms with good
ESG scores are more likely to be treated favor-
ably by juries (i.c., a halo effect) should bargain-
ing fail and their cases go to trial. They might
also be more cooperative with prosecutors,
thereby reducing the costs of investigations.
Figure 3 plots the relationship
between the natural logarithm of sanc-
tions on the y axis and natural log of the
bribery revenues on the x axis. We scc a

kets greater, then
the direct effects
of firm sustain-
ability — might
become larger
and the sustain-
able-investment
proposition 10
more convincing 0.0
in the future. o
To this end,
my work with
Jeffrey Kubik, e
Inessa Liskovich, U S
and Scheinkman S o
estimates  the
value of ESG for

bargaining set-
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tlements of the
Foreign Corrupt
Practices Act (FCPA).” The FCPA penalizes
parent firms headquartered in the U.S. for brib-
ery crimes committed by employees located at
foreign subsidiaries. Bribery and consequent
FCPA penalties are a significant corporate risk
that can amount to billions of dollars. That is,
firms that have been affected by FCPA cases
are firms for which sustainability issues had a
first-order effect on near-term profits, and the
affected firms may provide some foreshad-
owing on the role of ESG considerations for
many firms going forward. We therefore focus
on the effect of ESG ranking on the settle-
ments exacted from these firms, which translate
directly into sharcholder returns.

Virtually all cases are settled via bargain-

Figure 3

very pronounced linear and upward slop-
ing relationship between sanctions and
illicit revenues, as we would expect from
FCPA sentencing guidelines. We also plot
observations for low ESG firms (bottom
quartile of scores) and high ESG firms
(top quartile of scores). High ESG firms
are more likely to be below the prediction
line, while low ESG firms are much more
likely to be above the prediction line. A
one standard deviation increase in the
independent variable ESG score leads to
a decrease in the dependent variable log
sanction to bribery revenue ratio that is
nearly 20 percent of the standard devia-
tion of the dependent variable.
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The main omitted-variables con-
cern is that the subsidiaries of high
ESG firms for whatever reason com-
mit less egregious foreign bribes that
are not completely captured by case
data. To this end, we instrument firm
sustainability scores using the length
of the legal code of the state where the
firm is headquartered, which is mea-
sured in kilobytes and developed by
Casey Mulligan and Andrei Shleifer.®
The exclusion restriction is that the
egregiousness of bribes by employees
at foreign subsidiaries is uncorrelated
with this state-level regulation mea-
sure. Consistent with this exclusion
restriction, kilobytes of state law is
uncorrelated with bribery revenues or
bribe length. But it is strongly corre-
lated with firms” ESG scores, giving us
a first-stage regression. Instrumental
variables estimates are twice as big as
the ordinary least squares ones.

Another important consideration
is that climate-change risks will be
more manifest in the future. As a result,
sustainable investing might evolve from
studying these coarse scores to model-
ing the exposure of firms to such risks,
be it exposure to carbon or to natural
disasters. In work with Weikai Li and
Jiangmin Xu, I demonstrate the value

26 NBER Reporter o No. 2, June 2019

of this alternative approach by study-
ing whether prices of food stocks effi-
ciently discount climate-change risks.”
In a world with greater regulatory scru-
tiny or greater climate change risks, a
sustainable-investing approach that is
robust to these concerns might deliver
value to investors.
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