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Responsible investing has had a very hard time acting responsibly.  Over the last decade, it 
has often seemed that the asset class has absolutely exploded in popularity despite, rather 
than because of, the efforts of some of its proponents.

It’s never been unambiguously clear what it is, how it works, or even whether it works.

However, we now believe responsible investing is going to be a secular, rewarding, and 
potentially profitable strategy, and yet a vast proportion of the possible investment vehicles 
will be dangerously irresponsible.  In fact, some of the strategy’s biggest weaknesses are 
poised to become its greatest strengths.

The bonfire of Environmental, Social, and Governance (ESG) strategies turned into a 
raging wildfire during COVID-19.  Moreover, there was persuasive evidence that companies 
with high ESG ratings performed better throughout the crisis.  As a result – flows will 
continue to support the responsible investor, but may be bolstered by fundamental 
outperformance. 

Instead of sacrificing profits for principles, investors may increasingly be able  
to potentially harvest attractive returns from responsible investing.

The bottom line is that, in order to justify active management fees, you need to add more 
value than screening a stock or adhering to a standardized quantitative score. Pure-play 
ESG is a subjective asset class. “Sustainable thematic,” we believe, should make for a 
potentially better secular investment strategy.

“The test of a first-rate intelligence is the ability to hold two opposed ideas in the 
mind at the same time, and still retain the ability to function.”

– F. Scott Fitzgerald

The first problem is that it’s not totally clear what responsible investing even means. 
Inconsistent usage of terminology has led to fuzzy distinctions between ESG, sustainable, 
socially responsible, ethical, or impact investing.  For the purposes of this piece, I will use 
ESG.

Phase 1
What is Responsible Investing?  From Skepticism to Subjectivism

“Greed is Good” meets “Cuddly Capitalism.”
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Although they are often also used interchangeably, ESG is not quite the same as 
thematic investing.  ESG is primarily about allocating capital to companies and sectors 
that are aligned with positive moral and environmental values.  Thematic investing is 
about identifying long-term megatrends and finding appropriate investment vehicles to 
capitalize.  The hope is that, as the world trends positively, ESG and thematic investing 
will coincide.  Clean energy projects will offer robust returns or genomics will boom as 
it simultaneously improves the quality of human life.  Of course, this isn’t necessarily the 
case: continued social unrest might make gun stocks or private prisons profitable secular 
thematic investments. 

The central tension in “responsible” allocation of capital lies in internalizing externalities.  
Pollution hasn’t been included in the market’s price.  You don’t get paid for all the whales 
you don’t kill.

However, especially after the events of 2020, company managements are becoming 
increasingly more conscious of populism, inequality, and the risks of a purely profit-
centric business model.

The Financial Times has coined the term “cuddly capitalism” to articulate this more 
holistic orientation.  But it hasn’t been a smooth path to get there.

Having watched the evolution of responsible and ESG investing over the last decade, the 
early days were largely defined by skepticism.  Much of that stance justifiably survives to 
this day.

Especially in the U.S., ESG suffered by association from an environment where climate 
change discussions often turned political, renewables projects were questionable 

Leading ESG Issues 2018-2020, by Number of Shareholder Proposals Filed
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ideologically, and returns were … variable.  Multiple false dawns, very public solar 
bankruptcies, and the demise of yieldcos, like SunEdison, helped cement a view that 
capitalism and environmentalism were often uneasy bedfellows.

Moreover, how do you know when responsible investment actually works?  When you 
make profits?  When the rainforests are saved?  Hence those with significant wealth 
have often preferred direct philanthropy or impact investing.  The crazy quirk of human 
empathy is that four different studies have shown that positive affective feelings for 
charitable causes were strongest for a single endangered person, then faded as the 
number of people in danger grew larger.  The more abstract a cause, the less people are 
able to identify with it.  ESG is humanitarian in concept, but often very abstract in practice.

But, a shift in governmental attitudes toward climate change galvanized wider adoption  
of supranational initiatives, like the United Nations’ Principles for Responsible Investment.  
This put incremental external pressure on management teams to incorporate 
sustainability into their strategies.

On the shareholder demand side, a shift in generational attitudes has accelerated the 
need for mission-driven investments.  A seismic intergenerational transition in wealth 
management to a much more diverse ownership base is going to require a corresponding 
breadth of new solutions.  According to an August 2019 GlobalData report, 89% of all 
global high-net-worth clients are men, and 38% are age 60-plus.  Over the next decade, 
almost 20% of global high-net-worth wealth ($8.6 trillion) is expected to change hands to 
younger generations.

This has sharpened the focus on a perceived shift in priorities by younger investors 
toward more responsible investing.  A 2019 Allianz survey found that nearly 64% of 
millennials said ESG issues are important in their investing decisions, with Gen Xers 
not far behind at 54% and boomers at 42%.  Currently, only 17% of millennials are 
participating in ESG investing (compared with Gen Xers at 7% and boomers at 3%).

The explosion of ESG inflows in 2020 showed that this capital shift has now begun in 
earnest.  The COVID-19 crisis was a tipping point for ESG, and one with fundamental 
underpinnings.  MSCI’s 2021 Investor Survey polled 200 asset owners with $18 trillion in 
assets under management (AUM).  They found that 76% of institutional investors said 
they believed companies with high ESG ratings had shown better continuity planning or 
supply-chain management. 

ESG is now likely here for the long term.  When the same asset owners were asked for 
the top three trends that will affect their organization over the next three-to-five years, 
62% cited either climate change or the increasing complexity of ESG measurement – far 
ahead of other themes, such as market volatility and regulation.

Morningstar now estimates ESG funds have $1.7 trillion in AUM, up 29% in the fourth 
quarter of 2020 alone.  However, the lingering problem of fuzzy definitions means that 
even quantifying industry AUM is treacherous.  Suffice to say it is significant and growing 
fast, especially in Europe.
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Meanwhile, underperforming asset managers have sensed an opportunity to help justify 
their fees: morality and mission is included in the cost.  Active flows into ESG have 
been growing steadily, in contrast to net redemptions from non-ESG.  Indeed, given 
how nebulous the definition of ESG is, it’s been very hard to accurately disaggregate its 
impact on performance.

The central problem has been that very, very few companies of reasonable market 
capitalization have been straightforward ESG investments.

What has resulted is too often an exercise in squeezing companies into standardized 
quantitative scoring metrics.  Is an internet company that enables families to 
communicate across the world socially beneficial, even if it feeds social media addiction?  
Should data-center energy usage and emissions count against them?  How much?  
What if a fossil fuel company is pivoting to renewables?  Is each environmental, social, 
and governance factor equally weighted?  How do you offset a long-term risk against a 
short-term one?  How do you treat a solar company with an accounting scandal?  The 
questions and nuances are literally endless.

Up until now, much of the subjectivity of these assessments have been masked by 
seemingly more “objective” ESG scores.  But these scores still haven’t been sufficiently 
standardized or scrutinized.  They also differ markedly between providers.  It’s an 
uncomfortable historical echo with the ratings agencies in 2008 to 2009.  But even 
that comparison is unfair:  a 2019 study found a 30% correlation among leading ratings 
providers, including MSCI, Sustainalytics, Bloomberg, and RobecoSAM.  This contrasts 
sharply with an approximately 99% correlation among credit ratings agencies.  It may say 
“low fat” on the packaging, but it’s laden with high-fructose corn syrup.

There has also been evidence of double mislabeling and “greenwashing.”  For example, 
in November 2019, The Wall Street Journal noted that eight of the largest 10 U.S. 
sustainable funds were invested in oil and gas companies.

Global Assets Under Management ESG Funds – Asset Type

Mutual Funds (including Fund of Funds) and Exchange Traded Funds (USD Billion)
Upper Data from Refinitiv at 31 December 2020
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Phase 2
From Engagement to Expulsion

“If you can't join them, beat them.”

An investor I know once quipped that the financial engineering in renewable yieldcos 
was “like moving all of your furniture into your kitchen and trying to charge more for 
your house.”  Too often companies have tried to isolate their ESG-friendly activities and 
downplay the rest.  Similarly, many investment vehicles have engaged in “greenwashing” 
by labeling themselves as ESG without changing very much under the hood at all.

As a result of static scores being insufficient to capture demand for responsible 
investing, the space has increasingly moved toward direct engagement strategies.

If ESG flows remain a dominant factor, as they currently are, it benefits both shareholders 
and management to engage on ways to improve their ESG scores.  Whether they do this 
tangibly, or if it’s a box-ticking exercise, is still very much a matter of heated debate.

Responsible activism has become an increasingly big deal, as it is being driven by some 
of the largest players in asset management.  In his 2021 letter to CEOs, BlackRock CEO 
Larry Fink noted that “no issue ranks higher than climate change on our clients’ lists of 
priorities.  They ask us about it nearly every day.”

Concentration in the hands of a small number of asset owners is going to be a 
meaningful feature of future markets.  John Coates of Harvard Law School has coined 
the term the “Problem of Twelve,” referring to his estimate that the majority of the 
1,000 largest U.S. companies will be controlled by a dozen or fewer people over the 
next couple of decades.  This kind of ownership concentration holds the potential for 
centralized coordination on meaningfully positive innovations.

But this, too, has often had a rocky start.  In September 2019, the Financial Times 
reported that “funds labeled by BlackRock, JPMorgan Asset Management, and Vanguard 
as sustainable frequently sided with a company’s management and against shareholder 
proposals on issues ranging from political spending to diversity disclosures.”

Meanwhile investors have become extremely sensitive to the dangers of ESG risk, and 
corresponding outflows.  In 2020, ethical issues were found in UK retailer BooHoo’s 
supply chain.  The stock was practically cut in half.  The Financial Times has also quoted 
veteran Wall Street lawyer Marty Lipton, who has pointed to another defensive reason 
for companies to adopt a more stakeholder-friendly stance.  “When significant costs to 
society from climate change and the depletion of resources are tallied, as they will be, an 
armada of regulators and plaintiffs’ lawyers will appear.”
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The weight of evidence so far is that ESG screening can help mitigate material risks.  
Research from Simon Gloßner found that “firms with high ESG risks have significantly 
weaker operating performances, more negative earnings surprises, and more negative 
earnings announcement returns than peers.”  You now risk a double whammy of 
fundamental selling, and ESG selling as your score gets downgraded.

There is now robust demand from institutional investors to get ahead of negative ESG 
outcomes, especially Governance.  This ranges from monitoring the deterioration 
of company culture on Glassdoor reviews to engaging external forensic accounting 
research firms.  For a particularly sobering example of the dangers of neglecting 
corporate governance risk, pull up the stock chart of Wirecard.

The joke about Wall Street is that it’s the only industry that can create an infinite supply 
of a product to match client demand.

The combination of a breakout year for ESG flows in 2020, generational wealth 
transitions, and the thematic investing frenzy have all driven an explosion of demand for 
new investment vehicles.

It’s hardly surprising that we have seen exponential growth in supply.  For example, after 
a steady decline for the last 20 years, the number of listed companies surged by nearly 
200 last year.  That number even excludes exchange traded funds (ETFS) and Special 
Purpose Acquisition Companies (SPACs).

Thematic ETFs are often narrative wrappers that offer investment exposure in a simplified 
vehicle.  ARK has been spectacularly successful at developing and marketing low-cost 
access to secular, disruptive investment themes.  Their active ETFs have titles such as 
ARK Innovation ETF or the Genomic Revolution ETF.  According to Bloomberg, as of 
early 2021, the ARK family saw roughly the same inflows as BlackRock and State Street 
combined.

The ARK 2021 Big Ideas report illustrates the kind of themes and trends that are likely to 
appeal to this new investor base: deep learning, 3D printing, electric vehicles, or Bitcoin.  
The delightful anecdote that South Korean retail investors call ARK’s founder Cathie 
Wood the “Money Tree” is a startling illustration of how widely demand for thematic 

Phase 3
From Stories to SPACs

“Sometimes reality is too complex.  Stories give it form.”
– Jean Luc Goddard
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investing ETFs have spread. Obviously, not all thematic ETFs are ESG, but TrackInsight 
noted that five of the top 10 best performing ETFs globally in 2020 were following an 
ESG approach.

Meanwhile, the relative absence of pure-play disruptive or clean-tech investments within 
the public markets has led to an abundance of SPACs aimed at sourcing them from the 
private markets.  Disruptive tech IPOs rushed to market in late 2020/early 2021, and 
many saw huge day-one pops.  The average first-day return for IPOs in 2020 was nearly 
42%.  Again, not all the SPACs and IPOs are explicitly ESG, but many focus on popular 
themes, such as electric vehicles or renewable energy.

The reflexive, and probably correct, response from experienced investors is that this 
is a classic sign of a bubble.  But bubbles can have positive externalities too.  The 
dotcom bubble built the foundations for today’s Internet 2.0.  The U.S. housing bubble 
built an awful lot of cheap houses.  The 2008 financial crisis kicked off a huge wave of 
infrastructure spending in China.

The Global Macro Strategist for Bespoke, George Pearkes, has rightly noted:  “From the 
perspective of a corporate entity, stock market bubbles mean access to capital becomes 
extremely cheap.  For existing companies, huge valuations make issuing lots of stock 
compelling to help fund years of expensive research and development or efforts to build 
out manufacturing capabilities.  For new entrants, a hot SPAC or IPO market means easy 
access to capital without a proven business model.”

For now at least it’s a literal virtuous cycle: management acts responsibly, is rewarded 
with higher valuation and lower capital costs, which enables it to act more responsibly.

Transparency also acts as a force all of its own, as the late complex systems expert 
Donella Meadows wrote about the Toxic Release Inventory.  This was the U.S. 
government’s requirement, instituted in 1986, that every factory releasing hazardous air 
pollutants report those emissions publicly every year. 

“Suddenly every community could find out precisely what was coming out of 
the smokestacks in town.  There was no law against those emissions, no fines, no 
determination of ‘safe’ levels, just information.  But by 1990, emissions dropped 40%.  
They’ve continued to decrease since, not so much because of citizen outrage as because 
of corporate shame.  One chemical company that found itself on the Top Ten Polluters 
list reduced its emissions by 90%, just to ‘get off that list.’”

A growing drive for greater sustainability disclosures should continue to help accelerate 
the virtuous cycle.

In contrast, the issue with responsible investing is that negative externalities, like 
pollution, were never fully incorporated into the market price.  Now polluting projects 
may be harder to finance.  Even old industry sectors, like mining and energy, could 
become effectively orphaned in the public markets. 
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It’s a curious emergent property of a more “populist” stock market that “cuddly 
capitalism” has seen a boom.

Phase 4
From Fear & Flows to Fundamentals

“If you don't know who you are, the stock market  
is an expensive place to find out.”

Greater retail demand, generation shifts, technological access, and financial packaging 
all point to continued secular demand for thematic and ESG investments.

Consumers have proven increasingly willing to pay a premium for socially responsible 
products, from Teslas to organic food.  There are signs that investments may be the same.

It’s also increasingly likely that this demand may be matched by the supply of genuinely 
promising investments. 

After the erroneous demonization of dietary fat a couple of decades ago, foods were 
increasingly labelled “low fat.”  So-called health foods were often packed with sugar 
and other more sinister compounds from the food-industrial complex.  The classic 
American breakfast of high-sugar orange juice, a bagel, and cereal was actually a diabetic 
nightmare.  But consumers felt they could eat “health food” practically guilt-free.  It took 
an obesity crisis to provide a much more nuanced understanding of personal nutrition 
and its complexities.  Just as you wouldn’t rely on packaging to tell you the whole 
story, blunt ESG scores can mask a whole range of sins.  The investment industry is 
increasingly moving from exclusionary screening to positive screening to fully integrating 
ESG into the investment process.  It’s often like comparing a generic diet plan to a 
dedicated nutritionist.

ESG started with exclusion and has slowly becoming more qualitative.  Broadridge has 
noted that the most popular ESG strategy is “best-in-class” positive screening, with 39% 
of assets globally.  Exclusion is the second most popular, with 25% of assets.  Proactive 
engagement and ESG integration is third at 20% of assets.  Back in 2015, exclusion was 
36% of net flows, now it’s just 7% as of 1H 2020. 
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As ESG has moved from “not owning the bad things” to “owning the good things,” the 
goals of ESG and long-term thematic investing will increasingly elide.

Indeed, it’s mandatory for anyone managing money on a generational timeframe to have 
an appreciation for thematic megatrends.

For example, Collaborative Fund recently claimed that “decarbonization is the biggest 
opportunity for impact and value creation over the next decade.”  It’s a bit busy, but the 
below chart from Lily Bernicker does a great job of articulating why they think this time is 
different.

ESG funds by type worldwide, AUM (%)
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THEN NOW

Pricing

• Clean tech startups were concentrated in the 
energy sector where they often competed 
against commodities (e.g., natural gas, oil, etc.)

• The prices of natural gas and Chinese solar 
panel manufacturing were underestimated 
and made it harder for new technologies to 
compete in what became commodity sectors

• Climate tech covers a range of markets, 
business models, and buyers

• Solar and onshore wind prices have come down 
89% and 70% over the last decade and are 
competitive with coal and gas in many geos

• 66% of consumers are willing to pay more for 
sustainable goods

• 23% of the Fortune Global 500 have delivered 
climate targets already or publicly committed 
to deliver by 2030

Technical  
Risk

• The majority of capital was deployed into 
companies commercializing new materials, 
chemicals, and manufacturing process – which 
carried significant technical risk

• These companies typically faced long time 
horizons to commercialize, and required large 
capex investments in factories before the 
fundamental technology was finished

• The cost of bio-engineering platforms are 
coming down, shortening commercialization 
timelines for new low-carbon technologies

• Sensor and imaging technology is abundant 
and cheap allowing for emissions monitoring 
at scale

• Advanced AIML automates risk analysis and 
lowering the cost of models to improve grid 
and building management

Capital 
Availability

• The 2008 financial crisis drained resources 
from the sector

• With limited transitional finance available (e.g., 
specially project finance, development banks, 
etc.), startups funded big projects from their 
balance sheet, exposing the operating company 
to excessive risk and limiting the ROI on 
venture dollars

• Startups had few exit opportunities outside 
public markets, limiting opportunities for VCs 
and prompting then to re-allocate capital

• Clean tech startups were concentrated in the 
energy sector where they often competed 
against commodities (e.g., natural gas, oil, etc.)

• The prices of natural gas and Chinese solar 
panel manufacturing were underestimated 
and made it harder for new technologies to 
compete in what became commodity sectors

Source:  Collaborative Fund.

Meanwhile, cash-rich but fossil-fuel dependent nations will need to diversify into 
disruptive or renewable assets.  “The Stone Age didn’t end for a lack of stones, the oil 
age will not end for a lack of oil.”  Saudi Arabia and Abu Dhabi’s sovereign wealth funds 
have been huge contributors to Softbank’s Vision Fund. 

It’s likely that fiscal infrastructure stimulus is going to be focused on renewable 
investments.  A deglobalizing world will accelerate a drive toward localized energy 
independence.  About 30% of the $891 billion EU-wide stimulus plan and its $1.3 trillion 
2021 to 2027 budget will be dedicated to climate-friendly investments.  As Inferential 
Focus has noted, the U.S. added a record amount of wind and solar energy last year; up 
61% year-over-year.  That’s enough energy to power roughly 11 million homes for a year, 
nearly 50% higher than the previous record set in 2016.  Large-scale renewable energy 
plants are now the cheapest source of new power even without subsidies, according to a 
Lazard analysis conducted last year.



/ 12 of 14 /

Responsible Approaches to Sustainable Investing:  Navigating the Nonsense

What is the best investment approach to thematic and ESG?

ESG is an area where best-in-class active management is appropriate.  Subjective scores 
marketed as objective are insufficient.  Stakeholder engagement is needed, which needs 
to be an active process.  Stock selection needs to be consistent with the theme.  Most 
importantly: long-term trends need long-term investment horizons.

In investing, the most money is made in the gap between map and territory.  If the 
market impact of ESG flows is going to be material and growing, there is going to be 
significant alpha in anticipating shifts.  Despite the valid skepticism about ESG masking 
underperformance, active managers are still better placed to separate quantitative scores 
from qualitative fundamentals. As financial metrics and short-term trading is increasingly 
dominated by quants, squishier concepts like morality, management quality, and long-
term themes will remain human domains for longer. 

Moreover, rate of change in ESG ratings is going to be more important than absolute 
metrics.  A fossil fuel company that pivots comprehensively to renewables transitions 
from an ESG discount to a premium.  This may offer more potential upside than a pure-
play wind turbine manufacturer that’s already highly rated. 

Active managers can also engage directly with company management to create positive 
change.  A study of 150 Institutional Investors from CoreData at the end of 2020 
predicted a surge of investor activism over the next three years, with environment, 
renewables, cleantech and climate the areas they believed they had the most influence. 

A lot of the value in responsible investing will accrue to those that correctly identify 
the best managers. 

Research from the Shared Value Initiative has confirmed this intuition:  

“The few investment firms that conduct proprietary research to identify 
companies that derive material economic benefit from a distinctive approach 
to sustainability have substantially outperformed the market.  But they remain 
outliers, and their deep company-specific research is not easily duplicated or 
translated into broadly applicable algorithms.”

There doesn’t necessarily need to be a trade-off between principles and performance.  
Accepting the squishiness of definitions, a July 2020 study by Morningstar examined 
the performance of a sample of 745 Europe-based sustainable funds.  They found the 
majority of strategies had done better than non-ESG funds over one, three, five and 10 
years.  They also had greater survivorship rates than non-ESG vehicles.  On average, 
77% of ESG funds that were available 10 years ago still exist, compared with 46% for 
traditional funds.

Despite a broader menu, it’s also getting harder to pick individual investments in the 
space.  Selecting single SPACs may be a treacherous, if rewarding, exercise.  Literally 
hundreds of new listings have happened in the last 12 months.  By bringing so many 
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of these relatively early-stage companies into the public markets, the payoff profile will 
increasingly resemble a venture capital portfolio.  As a result, diversification is going to be 
even more important: with more potential zeros and multi-baggers.

The current enthusiasm for ESG, SPACs, IPOs, and Thematic ETFs may well be a 
symptom of a broader bubble.  It remains to be seen how early-stage business models 
and renewable projects would fare during a prolonged downturn.  As green investment 
is now integrated into fiscal stimulus, there may be a degree of countercyclical support, 
but it’s unlikely to keep all boats afloat.  The only defense is to actively source the highest 
quality investments and management teams possible.

Thematic ETFs benefit from low costs, but are vulnerable to volatile faddish retail flows 
and often offer blunt, cookie-cutter approaches.  This creates meaningful liquidity risk.  
Thematic ETFs often have to take outsized stakes in small companies, and thus become 
a meaningful percentage of their daily volume.  The exit gets smaller in times of panic, 
it’s therefore a good idea to have active portfolio management to mitigate the risk.  They 
can also largely choose when to sell.  Alternative data has been a hot investment theme 
for the last few years, but has suffered from a lack of alpha and applicability.  However, 
the emergence of new ESG-specific datasets is one area where a sophisticated active 
interpreter might be able to uncover significant investment opportunities.  ESG scores 
are updated relatively infrequently; the development of relevant faster-twitch data now 
provides a material advantage.  This is another area where active scale is important: 
MSCI’s 2021 Investment Insights Survey found that funds with over $200 billion in AUM 
are four times as likely to regularly use climate data to identify investment opportunities 
as those with less than $25 billion.

Let’s also not neglect the entire philosophy of this investment strategy:  
making a positive impact with your money. 

If it’s impossible to accurately interrogate a score that reflects how that impact is derived, 
it’s of little use.  A human who can explain the nuances of their decisions is therefore 
critical.  Many basic pure-play ESG funds can likely be approximately replicated by 
thematic ETFs or low-cost funds.

Helping our clients manage their money with a long-term time horizon is what we do at the 
KCP group already.  But given the pitfalls of ESG investing, it makes sense to outsource the 
identification of best-in-class ESG investments to the best-in-class specialists.

That manager should ideally be global, but also integrate sustainability into a fundamental, 
analytical framework.  A lot of the value on ESG will accrue to those who are getting 
ahead of ESG flows by identifying companies moving from poor to better sustainability.  
Or companies with traditional businesses that are pivoting to secular, sustainable themes.  
Active managers can also engage with management directly to accelerate change.  You 
need dedicated, qualitative active management to anticipate that.
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