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ESG Investing - Looking Forward

Despite ongoing pandemic-related issues in Australia, one area of the 
investment world has stood out during this period; not only in the growing amount 
of capital being directed towards it, but also in investor and asset manager 
consciousness. ‘ESG’, or ‘environmental, social and governance’ investing 
continues to be an area of growth and focus for the industry at large.

In a re-imagined post-pandemic economy, consumers and investors are asking 
deeper questions about the businesses they engage with, how they operate, 
and where their money is going. Alongside this, a growing number of voices are 
calling on governments to ensure that greater emphasis is placed on sustainability 
and environmentally friendly directives. Importantly, this will include ESG and, 
specifically, climate-related disclosure in addition to what many product issuers in 
Australia are doing today. 

For the investment industry this means that its participants can no longer afford to 
view ESG investing as a ‘subset’ or niche area for just an interested few. 

The ESG world is a complex and fast-moving one. 

In just a couple of decades the concept has grown from a few disparate funds 
largely concentrated in ethical or ‘green’ investments, to an industry in itself, in 
which large fund houses are investing billions. Data from FE Analytics shows 
that there are 94 headline funds in Australia that label themselves as Ethical/
Sustainable/ESG, 44% of them were launched within the last 5 years, and 22% 
within the last 3 years.

Lessons can be learned from other parts of the world, for example in Europe the 
move to mandatory disclosure with the introduction of the Sustainable Finance 
Disclosure Regulation (SFDR) which gives asset managers a structured reporting 
format for how ESG factors are disclosed – and the “greener” a fund claims to be, 
the more it has to disclose. In addition to this, the Financial Stability Board created 
the Task Force on Climate-related Financial Disclosures (TCFD) to introduce a 
framework with the objective of improving the reporting of climate-related financial 
information. 

In Australia, climate-related disclosure is still only voluntary. 

This white paper examines ESG investing in more detail, putting into context what 
it means to investors, what regulations are in place in other parts of the world when 
it comes to ESG-related disclosure, and where the Australian investment industry 
may end up sooner than we think.
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When it comes to dealing with subjective and broad concepts, 

an initial problem is that one investor’s interpretation of

what constitutes ethical governance, or socially responsible 

behaviour, may differ wildly from another’s

By now, we all know what the ‘E’, ‘S’ and ‘G’ in ESG stand for but what do 
they really mean? When it comes to dealing with subjective and broad concepts, 
an initial problem is that one investor’s interpretation of what constitutes ethical 
governance, or socially responsible behaviour, may differ wildly from another’s. 
Nuclear energy, for example, is largely regarded as a ‘clean’ energy source, yet 
for many investors the disposal of nuclear waste and the perceived dangers 
around its operations render it as an environmentally very unfriendly investment.

Added to this, the three terms in ‘ESG’ can sometimes conflict with one another 
and sometimes even within themselves. One example which is often quoted 
is that of the electric car manufacturer, Tesla. Lauded for its green credentials 
by some ESG ratings providers, its cars avoid using traditionally unclean fossil 
fuels and have zero emissions. However, it is of course dependent on the mining 
industry for the lithium used in its batteries. Not only is mining considered in some 
quarters to be environmentally unfriendly, but in some countries mines and mining 
suffer from poor governance, poor working conditions and corruption and thus 
fails on ‘social’ impacts. And that's before you even start to look into issues over 
the company's governance policies. Does a company that scores highly in one 
area and badly in others come out with an average overall score?

A further example of the difficulties of classifying ESG investing concerns one 
company which scores very highly for its corporate governance and commitment 
to diversity among its senior leadership team. However, many “ethical” investors 
would not consider it as a suitable investment, when they learn that this company 
is British American Tobacco. 

This goes to show that the terms environmental, social and governance do 
not concern themselves with ethical exclusion.
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The same challenge arises at an index level. For example, the Dow Jones 
Sustainability Index does not exclude sectors, but considers those companies 
regarded as “best in class” on a range of sustainability criteria. While there are 
sub-indices that exclude certain sectors, the Dow Jones Sustainability World 
Index includes car manufacturers, airlines, miners and oil and gas companies. 

ESG investing also suffers from fund groups’ own interpretations of these 
concepts and their internal governance rules, which in some cases remain 
opaque.  Of those funds which categorise themselves as ‘ethically’ or ‘sustainably’ 
focused within FE fundinfo’s FE Analytics research platform; many invest in 
companies which some investors would find distasteful. For example, the 
Pengana Axiom International Ethical fund and the AMP Capital Ethical Leaders 
International Share have Chinese online retailer Alibaba and technology giant 
Apple respectively as one of their respective largest holdings, about which some 
investors may have some justifiable reservations.

Whole industries too become hard to avoid. By the nature of the structural make-
up of the Australian economy and the ASX 200, a lot of funds that operate in 
the Australian market, or in Australian equities, will have holdings in the financial 
services and banking industries. These industries have of course been marred 
by their own ethical scandals in recent years, but their sheer size and scale 
make them very hard to avoid during portfolio construction. It then becomes very 
difficult to ascribe an ‘ESG’ label wholly to any fund, portfolio, or investment. 

ESG is not black and white, but about shades of grey. So, as with the Dow Jones 
Sustainability Indices, investors should know what their own threshold is and 
discover whether a fund reaches (or aims to reach) a standard that is acceptable 
to them. Perhaps funds that have little exposure to these sectors, or only invest 
in those with a less tarnished reputation, or those which commit to engaging with 
them, would be acceptable.

Considerations and compromises must be made by investors and fund groups 
need to be as transparent as possible about their strategies, so that informed 
decisions can be taken.
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One of the long-term criticisms of ESG investing is that investors must 
sacrifice returns for their principles. Any traditional investment theory tells you 
that limiting your potential investment universe is likely to increase volatility and 
reduce potential returns. But as ESG investing becomes the norm and focuses 
more on inclusion and engagement than exclusion, this is less likely to be the 
case. On the contrary, over the past couple of years many funds that employ an 
ESG strategy are outperforming their peers and the associated benchmarks.  
Many within the industry now assert that there is no conflict between ‘doing good’ 
and ‘doing well’.

Data from FE Analytics provides a swathe of compelling evidence. Looking 
at several ethical funds, most have consistently outperformed their sector 
benchmarks, even during periods of downturn. Two examples can be found 
below. Firstly, the Australian Ethical Australian Shares fund returned 17.31% 
compared to the Australian Equity Broad Cap Sector benchmark’s 9.47% over an 
annualised three-year time period, while the Ausbil Candriam Sustainable Global 
Equity has outperformed the Global Equity Broad Cap sector over a three-year 
annualised period.

RISK AND RETURN  
FROM ESG INVESTING

Australian Ethical - Australian Shares 		  AMI Equity - Australia
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There is even a growing body of evidence to suggest that sustainable investments 
and sustainable funds are better equipped to navigate this new landscape.   
A report by Morningstar in 2020 found that in a competitive marketplace, 70% 
of sustainable funds launched within the last 10 years had survived, compared 
with just 45% of conventional ones. Crucially, the report revealed, the sustainable 
funds had outperformed their conventional counterparts in terms of generating 
positive returns.

One aspect to consider however is how much of these returns can be attributed 
to the ESG process or to the factors behind them. In the instances above, it could 
be argued that it is not ‘ESG’ investing that is responsible for driving these returns 
and quantitative investors would highlight that the ESG investment decisions 
taken will tilt portfolios to certain factors, causing them to become overweight 
in these areas and underweight in others. This is great news for investors if that 
factor performs well, or the non-ESG alternative has performed poorly (as has 
been the case with the collapse of oil or the grounding of the world’s airlines in 
2020), but this can’t be attributed to the ESG investing process. Suffice to say, 
now the price of oil is rising again, factor investing will show that non-ESG funds 
stand to benefit, while those with an ESG focus may not.

One thing is certain, though. Over the long term, companies that are in 
unsustainable sectors are likely to have a shorter future lifespan. In a "net zero" 
world, how much of a future are companies in the fossil fuel sectors or traditional 
auto manufacturers likely to have? To transform themselves into more sustainable 
businesses, they will need to invest significant amounts and forego at least some 
profits in the interim.

Ausbil - Candriam Sustainable Global Equity		  AMI Equity - Global
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REGULATIONS - A 
VIEW FROM EUROPE
One of the main issues affecting the area of ESG investments is that 
there has been no overarching set of regulations which explicitly set out what 
requirements an investment needs to meet to be marketed as ‘ESG’. As such it 
is difficult for investors, financial advisers, fund managers and fund distributors to 
compare investments in this area on a like-for-like basis. Up until recently, many 
funds and investments simply self-certified based on their own criteria.

Recognising the gap in this area, many regulatory measures have been proposed 
in recent years. In a report by FT Adviser, it was revealed that since 2018 some 
187 measures have been put forward globally – double the amount in the 
preceding six years. There are many guidelines available concerning reporting 
and disclosure within different territories and we recommend contacting our 
Global Funds Registration team to discuss country-specific fund regulations.

As well as incorporating ESG considerations into existing directives, such 
as the Markets in Financial Instruments Directive (MiFID II), the Alternative 
Investment Fund Managers Directive (AIFMD) and the Undertakings for Collective 
Investment in Transferable Securities (UCITS) Directive, the EU has published 
two major regulations that deal with the disclosures required around ESG – the 
EU Taxonomy Regulation and the Sustainable Finance Disclosure Regulation 
(SFDR). Below we set out a brief summary of each.

EU Taxonomy

While the global approach has been somewhat haphazard, the EU has largely 
been leading the way in terms of including ESG measures within its existing 
investment regulations. As we have seen earlier, one of the main problems with 
ESG investing is that the language is often subjective and vague. 

While the global approach has been somewhat haphazard, the 

EU has largely been leading the way in terms of including ESG 

measures within its existing investment regulations
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Recognising this problem, the EU reached an agreement in December 2019 on 
its ‘EU Taxonomy for Sustainable Finance’, the first regulatory benchmark to “help 
investors, companies, issuers and project promoters navigate the transition to a 
low-carbon, resilient and resource-efficient economy.” It covers a huge range of 
areas and introduces performance thresholds which any investment must meet. 

These are:
•	 To sustainably contribute to one or more of the following six environmental 

objectives:
	- 	Climate change mitigation
	- 	Climate change adaption
	- 	Sustainable protection of water and marine resources
	- 	Transition to a circular economy
	- 	Pollution prevention and control
	- 	Protection and restoration of biodiversity and ecosystems

•	 Do no significant harm to any of the other objectives
•	 Comply with minimum safeguards.

The taxonomy is an extremely important piece of legislation that sets out legal 
definitions of things such as ‘pollution’, so for any investment going against 
this cast- iron definition, it will become illegal for it to be marketed as an ESG 
investment. Fund groups promoting their investments as environmentally 
sustainable will be expected to use the taxonomy as a basis for the construction 
of their propositions.

The taxonomy is not yet mandatory but will become so over the next few years. 
The initial focus will be on the two climate change objectives with the others 
following on later. National regulators across 27 EU member states will become 
responsible for checking the claims of ESG funds.

For both investment funds and investee companies, there are some challenges, 
but only “large” companies (essentially those with over 500 staff) will be caught 
by this regulation. The first challenge is that the obligation on funds starts on 1 
January 2022, the same time as the obligation on companies starts, so obtaining 
the information, at least in the first year, will very likely prove difficult. The 
European Commission’s response to this is that fund groups should use the time 
before then to “familiarise themselves with the EU taxonomy criteria…and start a 
dialogue [with investee companies] to obtain relevant data.”

For both investment funds and investee companies, there are 

some challenges, but only “large” companies (essentially those 

with over 500 staff) will be caught by this regulation
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Sustainable Finance Disclosure Regulation (SFDR)

While not conflicting with the Taxonomy Regulation, the SFDR is not perfectly 
aligned either. The draft Level 2 detailed regulations were published in 2020, 
only for the European Commission to put them on hold while they continued 
with the first obligations to disclose from 10 March 2021, based on the high-level 
principles in the SFDR. It has been reported that the European Supervisory 
Authorities (ESAs) asked the Commission to delay the implementation date, but 
as that would be politically unacceptable, the “compromise” was to proceed with 
the disclosure plans, but without the detailed rules.

The SFDR divides investment products into those that promote environmental 
and/or social characteristics (“Article 8” or “light green” products), those that have 
a sustainable investment objective (“Article 9” or “dark green” products) and the 
rest (“Article 6” products). While even Article 6 products need to disclose how 
they incorporate sustainability risks into their investment decision-making (or, if 
they don’t, explain why not), the disclosure obligations increase significantly for 
funds claiming green credentials.

Without the final Regulatory Technical Standards (RTS), both financial advisers 
and “financial market participants” (mostly fund groups and pension providers) 
(FMPs) will need to disclose on their websites, in pre-sale disclosure documents 
and, from 2022, in annual periodic reports how they consider the principal 
adverse impacts of their investment decision-making on sustainability factors. 
The RTS are due to come into effect mid-2022. 

The final draft RTS contained the first of several templates listing a number of 
principal adverse sustainability impact indicators. 

While all products have some disclosure obligations, the  

extent of those obligations depends on which category the 

product falls into

EU member states will 
become responsible for 
checking the claims of 
ESG funds

Mandatory indicators around climate 
and the environment, social, employee 
and human rights, anti-bribery, and 
anti- corruption issues

27 14
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There are 14 mandatory indicators on greenhouse gas emissions, biodiversity, 
waste, water, and social/employee matters, with 16 further climate or 
environmental indicators and 17 indicators on social and employee matters, 
human rights, anti-bribery, and anti-corruption matters. In all sections, there 
are additional specific indicators to be considered if investing in sovereigns and 
supranationals or in real estate.

Advisers must publish a statement on their website saying how they select the 
products they recommend and how they use information available to them from 
FMPs.

The Task Force on Climate-related Financial 
Disclosure (TCFD) – HM Treasury

In November 2020, HM Treasury’s TCFD Taskforce published its roadmap,
covering the period from 2021 to 2025 and setting out a phased approach for the 
introduction of mandatory TCFD-aligned disclosures for UK listed companies, 
pension schemes, banks, building societies, asset managers, life insurers and 
FCA-regulated pension providers. 
The TCFD came out of a request from G20 Finance Ministers and Central Bank 
Governors “to review how the financial sector can take account of climate-related 
issues.”

It was established by the Financial Stability Board (FSB) in 2015, under the 
chairmanship of former New York mayor Michael Bloomberg and with members 
from the private sector, to develop voluntary climate-related disclosures that 
could “promote more informed investment, credit, and insurance underwriting 
decisions.” It sets out overarching recommendations in four key areas, namely 
governance, strategy, risk management and metrics & targets. 

The Financial Conduct Authority (FCA) has adopted alignment with the TCFD as 
its main focus, in line with the Treasury’s roadmap. Its consultation paper set out 
its plans to require all asset managers and asset owners with more than £5bn of 
assets to explain how climate-related risks and opportunities are being managed, 
both at a company and a product level. At a company level, it will also be 
necessary to carry out a scenario analysis at least every three years, to assess 
the climate-related financial risks.

The FCA acknowledges that its focus is currently too narrow and has said that it 
expects its new ESG Sourcebook to expand over time to include not only other 
climate-related topics, but also wider ESG topics in due course. 
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WHERE IS AUSTRALIA 
HEADED?
The need for standardised mandatory reporting is becoming increasingly 
apparent globally and while Europe and the US are already making headways, 
Australia seems to be lagging behind.

An article by EY, “Why ESG reporting in Australia needs to get out of the comfort 
zone”, highlights the importance of ESG reporting in business processes and how 
it plays a crucial part in driving and demonstrating actual, meaningful change to 
both internal and external stakeholders, and also in building greater investor trust 
and confidence. 

Without standardisation (which can only be accomplished through mandated 
assurance), such reporting tends to be overly optimistic, lacks credible assurance, 
comparability and consistency and opens the gate to potential greenwashing and 
misleading information.

It suggests that Australian companies (listed and unlisted) need to move towards 
using reporting frameworks, applying reporting principles, ensuring confidence on 
reported data through obtaining assurance, and ultimately incorporating impact 
reporting on meaningful engagement with the Sustainability Development Goals.

Of companies do not have medium- or 
long-term ESG goals clearly defined in 
their strategy

62%



13
ESG Investing - Looking Forward

Of the same view regarding the need for increased transparency and clear 
targets is PricewaterhouseCoopers (PwC). In the Australian report “ESG 
reporting - are we keeping pace?”, they analyse data from the ASX 200, and 
describe the need for suitable ESG disclosure, and clearly defined targets and 
strategies. 

PwC found that regardless of the increasing demand for ESG disclosure, 42% 
of the ASX 200 were excluded in the study due to insufficient reporting. Of the 
115 that were examined, more than 80% disclosed their ESG strategy. Most 
companies however offered little proof on how ESG strategies are incorporated 
into key corporate decisions and provide limited information on targets. 
According to PwC, Australian companies risk being seen as “ESG-optional” if 
they do not clearly explain how ESG-strategy is integrated into core business 
practices.

From the companies analysed, 62% do not have medium or long-term ESG goals 
clearly defined in their strategy - 32% have medium-term goals and only 6% have 
long-term goals. This rouses some concern as investors are now looking for 
clearly defined metrics of ESG performance. 

Given these increasing global pressures, and the demand for ESG investment 
strategies, it is only a matter of time until reporting becomes mandatory in 
Australia; and if we consider other regulations recently introduced into the 
Australian investment industry, it is likely that we will look closely to the UK and 
Europe for the way forward on an ESG reporting regime.

"For companies to be trusted to meet their stated ESG 

commitments, it’s becoming increasingly important to identify 

performance indicators for material ESG topics, set targets 

for performance, and allocate accountability for these targets, 

including linking executive remuneration to achievement."

PwC
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AUSTRALIAN 
REGULATORY ACTION
Since the Australian Government joined in the Paris Agreement, the 
Australian Prudential Regulation Authority (APRA) has taken a keen interest in 
raising the awareness of climate-related risks affecting the Australian financial 
industry.

In April 2021, APRA released a draft guidance, for consultation by banks, 
insurers, and superannuation trustees, on managing the financial risks of climate 
change. The goal of the document is to highlight climate-related risks and 
opportunities, and to assist APRA-regulated entities with considering these in 
their governance and risk management frameworks.

The development of the draft Prudential Practice Guide CPG 229 Climate 
Change Financial Risks (CPG 229) was in response to the industry requesting 
greater clarity around expectations by the regulator and examples of best 
practice. While the document does not highlight new obligations or requirements, 
it does provide APRA’s view on best practice across governance, risk 
management, scenario analysis and disclosure; and encourages businesses to 
adopt a flexible approach appropriate for its size, customer base and strategy.

The draft guidance is aligned with those recommendations proposed by the 
Financial Stability Board’s TCFD and both domestic and international regulators 
were consulted in its development.

The final Prudential Practice Guide is due to be released before the end of 2021 
and will take into account stakeholder feedback.
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ASIC’S VIEW ON 
GREENWASHING
“What is ‘greenwashing’ and what are its potential threats”, a recent review 
by the Australian Securities and Investments Commission (ASIC) reveals that 
on the back of increasing demand by consumers for responsible and ethical 
investments, they are currently conducting a review to establish whether financial 
products and fund practices meet their ESG or “green” claims as promoted.

ASIC explains that the term “greenwashing” refers to the potential for funds 
to overrepresent how environmentally friendly, sustainable, and ethical their 
practices are. This concern stems from an issue recognised by international 
regulators around the lack of clarity about labelling or a widely accepted 
taxonomy in this area.

The same concerns are high on the agenda of European regulators where a legal 
framework seeking to define which investments and activities can be considered 
sustainable or climate friendly has been adopted, and the US is closely following 
suit. Examples of the potential threats of greenwashing include misrepresentation 
on the standards being used to categorise products as environmentally and/
or socially responsible, or overstating ‘green’ credentials that are not suitably 
reflected in practices. 

There is also a risk of misleading potential investors when making ESG-based 
investment decisions. Addressing these threats will result in improved governance 
and accountability in the market.

Furthermore, the legal risks of greenwashing for fund managers may include 
fines, compensation to clients and re-labelling of funds, not to mention 
reputational and asset-gathering risk. Recent examples of the ramification 
of greenwashing can be seen in Europe as prominent fund manager, DWS, 
experienced a slide in shares after accusations of misleading investors of its 
sustainable efforts; and financial institution, DekaBank, has been sued over its 
‘misleading’ fund impact calculator.



Misrepresentation by means of greenwashing distorts relevant 

information that a current or prospective investor might require 

in order to make informed investment decisions driven by ESG 

considerations
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On the distribution end, Advisers are voicing concern around recommending 
products whose sustainability credentials may later be called into question as 
this potentially carries significant reputational damage for them.

To mitigate this in Australia, ASIC encourages boards to keep an eye out for 
greenwashing and to ensure that disclosures and promotion of ESG investment 
products accurately represent their practices around environmental risks and 
opportunities.
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POTENTIAL 
CRITICISMS
Until the regulations are further refined, and data and reporting become 
more consistent, ESG investing still has something of a ‘wild west’ feel to it. 
Without clearly defined terminology and poor consumer understanding of what 
ESG means and some of its inconsistencies, there are bound to be instances 
where irregularities occur. In a market where investors, financial advisers and 
fund managers are reliant almost entirely on the information companies and 
securities provide about themselves there is, at the least, the risk of investments 
not accurately reflecting consumer values, and at the worst, instances of 
‘greenwashing’ whereby companies mislead investors about the products they 
are offering, deliberately or otherwise. What is clear is that for ESG investing to 
serve everybody, investors need to carry out as much due diligence as possible 
on their financial products, while fund managers need to less readily accept what 
companies are telling them.

Some critics have been harsher. Writing in the Financial Times, Brad Cornell 
from the Anderson Graduate School of Management at UCLA, argued that ‘ESG’ 
investing has been “overhyped and oversold” and that there are inevitable costs 
of doing good. Scathingly, Cornell writes that the shift to ESG investing results in 
investors outsourcing their ethical boundaries to companies themselves, “where 
corporate executives are called on to make judgments on social issues that they 
are not empowered to make, nor equipped to handle.”

Sustainable Conventional

70%
45%

Source: Morningstar

Surviving funds launched within the last 10 years
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LOOKING FORWARD

As found in FE fundinfo’s 2020 Financial Adviser Survey, there is a growing 
consensus that the popularity of ESG investing is largely being driven by a 
combination of investor demand and industry and regulatory pressure. Even 
before the Covid-19 crisis prompted a deeper look at the global economy, the 
profile of investors was changing. It is estimated that as the ‘millennial’ generation 
acquires wealth they could invest upwards of $15 trillion into US-domiciled ESG 
investments, with that trend likely to be replicated around the world in other 
leading economies. A study from MSCI ESG Research LLC on ESG data also 
suggests that ESG investing is the top priority for this generation, over and above 
traditional measures of success such as generating positive returns.

At FE fundinfo, we have always been governed by our aim of facilitating better, 
more efficient investing by connecting fund managers and fund distributors and 
enabling them to share and act on trusted, insightful information. We do this by 
providing the data, tools, infrastructure, and the expertise required to research, 
distribute, market, and invest in funds and model portfolios. Despite the current 
market inefficiencies within the industry, ESG investing is clearly here to stay and 
will more than likely become the de facto position for the industry at large. 

The need for trusted and insightful information is greater now than ever.

fe-fundinfo.com
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For more information, please email

ESG.AU@fefundinfo.com 
or visit 

www.fe-fundinfo.com
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