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Throughout the investment management industry, an 
increasingly important topic centers upon ESG, an acro-
nym for Environmental, Social, and Governance impact of 
corporate policy. Managers of public and private organi-
zations consider the effect of decisions upon broad stake-
holders, above and beyond shareholders. This frames their 
decision process and often includes the firm’s impact on 
the environment and employee welfare. 

There are many intangible aspects to incorporating ESG 
philosophies into investing, stemming from ESG’s pre-
decessor, commonly termed as SRI. Socially responsible 
investing was often implemented by putting exclusionary 
lenses on a portfolio, by not investing in companies asso-
ciated with casinos, fossil energy producers, gun manu-
facturers, and alcohol companies. While this simple and 
transparent strategy quickly gained popularity, there was 
never a clear link between performance and such filters. 
Investors soured on many of these SRI strategies due to 
their under-performance relative to more traditional coun-
terparts.

ESG, on the other hand, expands the focuses beyond the 
‘negatives,’ but also assigns credit to companies

The Continued Rise of  ESG
that demonstrate a clear strategy for enhancing socie-
tal benefit. For example, this may include adoption of 
plans for carbon neutrality, gender parity, and expand-
ed parental leave policy. In addition, governance fac-
tors are reshaping management structures to reduce 
opportunities for self-dealing. These enhancements 
may include separation of the CEO and Chairman role, 
avoiding staggered boards, and aligning management 
compensation with performance.

While the rise of ESG has heralded a new focus for in-
vestment managers, as exemplified by the heavy AUM 
flows moving into such products, it remains unclear 
whether this investment overlay will be a consistent 
driver of out-performance. As of year-end 2018, ESG 
funds in the United States represent around $12 Trillion 
in assets, up from ~$9 trillion in 2016, a growth rate of 
38%. In contrast, flows into traditionally actively traded 
equities have been negative over the same time hori-
zon. The numbers in parenthesis in the chart below 
denote the growth of ESG Assets Under Management 
from 2016 to 2018, in each of the respective geograph-
ic regions1.

Past performance is not an indication of future results.



February 2020

Richard Mullen
Co-Founder & Managing Director

Charles Ko, CFA ®
Chief  Investment Officer

John Bay, CFA ®
Portfolio Manager

Pallas Capital Advisors  |  45 Braintree Hill Office Park, Ste 201  |  Braintree MA 02184  |  T: 781.971.5052  |  pallascapitaladvisors.com

2

This leads to one of the obvious problems of ESG & 
SRI investing. It seems that some number of manag-
ers are opening ESG funds to harvest a portion of a 
fast-growing asset class, without having clear convic-
tion within their strategy, nor a complete understand-
ing of the impact upon their investments.
 
There is a large body of literature that supports the 
notion that ESG brings no additional benefits to a di-
versified investments process. Also, there is an equally 
large body of literature that supports ESG’s accretive 
tendencies. Most of us tend to cheer for the protago-
nist in movies, where good triumph’s over evil. In the 
back of our minds, we also want the hero to have a se-
cure financial future with an investment portfolio that 
delivers healthy returns across market regimes.
 
Recently, the Financial Analyst Journal (FAJ) published 
research showing that measures of ESG could be 
drivers of investment out-performance within context 
of global equity selection. Interestingly, the researcher 
found that the (G)overnance component of ESG was 
about twice as relevant as the (E)nvironmental and 
(S)ocial components. Also, the overall ESG composite 
score was also deemed to be a statistically significant 
driver of performance, where each component was 
accretive.

What was striking about the result was that the re-
searcher ran a horse race between E, S, & G compo-
nents against more traditional financial metrics such as 
valuation and price momentum. While these traditional 
factors remain significant drivers of performance, the 
ESG composite score and the Governance component, 
individually were also strong predictors of company 
success, and a source of alpha.

Although these results are encouraging, we should 
be mindful of the limitations of the research. First, the 
study covers a brief period and doesn’t span a full 
market cycle (2013-2017). Even when a study spans 
several market cycles, there is no guarantee that re-
sults are robust. Also, correlated factors such as in-
vestment flow can mask relevant factors within a given 
study. In this case, we wonder if demand imbalance is 
pushing pricing upwards for ESG related assets, and 
concurrently buoying performance.

Nonetheless, the paper suggests that an innovative 
implementation of ESG, and one which makes intuitive 
and economic sense, may represent the foundation 
for investing in the coming decade. While still in its 
infancy, we are optimistic about the possibilities to use 
a growing body of environmental, social, and gover-
nance data to improve our investment decision pro-
cess.
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Source: PE Crystal Ball Report, Pitchbook Data Inc.

Past performance is not an indication of future results.
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The information contained herein is for informational purposes only, is not personalized investment advice and should not be construed as 

a recommendation to pur-chase or sell any particular security, sector or strategy to any individual person or entity. The decision to review 

or consider the purchase or sell of any security, sector or strategy mentioned should not be undertaken without consideration of your 

personal financial information, investment objectives and risk tolerance with your financial professional. Past performance should not be 

considered as an indicator of future results. 

Securities offered through Triad Advisors, LLC. Member FINRA/SIPC. Investment Advice offered through Pallas Capital Advisors, LLC, a 

registered investment advisor.  Pallas Capital Advisors, LLC is a separate entity from Triad Advisors, LLC.
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