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Executive Summary

Sustainability generally refers to the ability to meet present needs without
compromising the ability of future generations to meet their own needs. Among the
many aspects of sustainability, the ones that receive the most attention are
Environmental, Social, and Governance, which form the basis of the widespread ESG
acronym. But how concerned are investors about sustainability? Are cash flows from
sustainable assets valued differently with respect to identical cash flows from non-
sustainable assets? Answers to these questions can be found by studying the prices
of actively traded assets, which reflect the views of market participants. One way to
do this is by forming portfolios that create real-time measures of investors’ concern
about sustainability. These indicators can be helpful both to practitioners assessing
which sustainable enterprises to fund and to policymakers evaluating the impact of
sustainability-promoting policies.

The most common approach in the scientific literature is to form a portfolio that
earns money when the value of assets deemed “sustainable” increases while losing
money when the value of “dirty” assets rises. The returns of such a portfolio are
considered to mirror the intensity of investors’ concern about sustainability.
However, results regarding environmental sustainability are highly mixed. Some
studies find that investors positively value sustainability and attach a greater value
to green assets, while others find the opposite. A potential explanation of this
divergence in different studies comes from "Are You Betting On Sustainability?"
(Franceschini, 2024). This work highlights an issue with this methodology and
provides more reliable evidence. Sustainability is shown to be broadly appreciated,
i.e. lower returns are required to hold sustainable assets, although the strength does
vary depending on the benchmark model, while “sustainable” portfolios are also
shown to be detached from the sustainability concern priced.
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The economics behind sustainability premia

Sustainability of human activities in the long-run has dominated recent public
discussions, particularly regarding environmental issues. It should be noted that
sustainability encompasses many aspects, and its formal definition has been the
subject of debate in the scientific literature across various fields. Therefore,
measuring a firm's sustainability is far from trivial. Anyway, even assuming that
established measures accurately reflect its impact on the economic system'’s
sustainability, a critical question remains, among others: do sustainability
considerations concern investors and the public in general? And, relatedly, how to
assess it? The literature on sustainable finance has provided answers to this
question, relying on the information contained in the prices of competitively traded
assets. This type of analysis is enabled by models that map the preferences and
expectations of market participants onto asset values. Put simply, these models
formalize the idea that if a population collectively values assets as being more
sustainable according to a specific metric, then— all else being equal—such assets
should be worth more. In other words, the discount rates, i.e. the expected returns,
applied to cash-flows of more sustainable enterprises should be lower. Besides
answering the aforementioned questions, this also illustrates its normative
usefulness: what discount rates should agencies and banks apply when financing
projects?

Concerns about sustainability can be interpreted either as the pure preferences of
economic agents, as seen in (Pastor, et al, 2021) and (Pedersen, et al, 2021), or as
constraints in portfolio construction, as in (zerbib, 2022). In either case, the standard
determinant of expected returns associated with risk is combined with a new
component related to the sustainability of the asset being priced. This additional
term—labelled “sustainability spread” (or, more roughly, “sustainability premium”)—
is directly related to the intensity of sustainability concerns, and its dynamics mirror
those concerns. Clearly, risk aspects related to sustainability—such as those
examined in the climate finance literature—are not independent of the ‘static’
sustainability considerations, as shown in (Yang, 2022). Nonetheless, with proper
treatment, the two can be analysed separately.

To quantify concerns about sustainability, empirical sustainable finance focused on
estimating the sustainability spread. As noted in (Campiglio, et al, 2022), this is
usually done by estimating the average returns of a portfolio that appreciates when
assets deemed more sustainable increase in value and loses value when “dirty”
assets appreciate—constructed so that the portfolio is not subject to widely
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recognized priced risks (i.e, a ‘sustainable’ portfolio). The work presented here
argues that this method does not accurately identify the sustainability spread
because an asset's contribution to a portfolio’s sustainability is not measured solely
by its sustainability metric. More specifically, the risk profiles of the assets used to
construct the sustainable portfolio impact its returns, even when the portfolio is
made risk-neutral. The key is that any asset can be replicated by appropriately
leveraging the pervasive risk factors in the economy, resulting in a sustainability
score that does not necessarily match that of the original asset. It is the comparison
of this leveraged sustainability value that determines whether the competitive
contribution is high or low per dollar spent on an asset.

This fact has been largely overlooked in the empirical literature, but it can potentially
have a significant impact on the results. Indeed, a direct implication is that if the risk
difference between the sustainable portion and the ‘dirt’ portion of the portfolio is
much higher, then the excess return of the sustainable portfolio—when controlling
for risk exposure—may even have the opposite sign to that of the sustainability
spread as priced.
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Figure 1. Estimates of the sustainability premium. Green bars: unconditional estimate of the spread
associated to assets’ sustainability; orange bars: unconditional abnormal return of the univariate
sustainability portfolio.
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This is a crucial consideration, especially because estimates of the sustainability
spread vary greatly across studies—as illustrated by comparing earlier references
with the influential works of (Hsu, et al, 2023) and (Bolton & Kacperczyk, 2023), as
summarized in (Campiglio, et al, 2022). Therefore, it provides an additional
explanation for this phenomenon in addition to the poor quality of sustainability
measures (Billio, et al, 202], Berg, et al, 2022) and the statistical tension between
expected and realized returns (Pastor, et al, 2022). Fortunately, this is an issue that
can be controlled, and improvements are readily available.

Figure 1 displays the adjusted estimates of the sustainability spread for ESG scores
in the US market. These estimates are obtained by assuming a factor structure in
returns that may also include climatic risks and by applying the Generalized Method
of Moments (GMM). First, these show that the spread always appears to be negative,
meaning that more sustainable assets are deemed more valuable by the market,
ceteris paribus, for any specification of the underlying risks. However, depending on
the specification, the significance of the spread changes. Significantly, the
comparison with the average return of the sustainable portfolio reveals that its
significance is always discordant with that of the actual spread: when the spread is
significantly different from zero, the portfolio’s returns are not.

It should be noted that this work relies solely on the US stock market and LSEG ESG
scores. The stock market considered is one of the most representative in the global
landscape—it is the largest in terms of capitalization, one of the most liquid, and
reflects one of the world’s largest economies. At the same time, LSEG ESG scores are
broad-based and among the most widely used. Nonetheless, at its current stage,
the work is heavily limited in both geographical scope and the variety of
sustainability measures considered. There is a significant room for improvement.

Policy Options and Analysis

Analysis: Sustainability consistently appears to be associated with higher asset
values. Nonetheless, the significance is weak. In other words, financial markets do
appear to care about sustainability, albeit only marginally.

Option 1: Launch targeted welfare awareness campaigns
e Policy Implications: To effectively spur investments in more sustainable
enterprises, preferences for sustainable assets must be strengthened.
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Option 2: Impose portfolio composition rules
e Policy Implications: Stricter portfolio composition rules would increase
sustainability concerns in proportion to the tightness of the constraints.

Option 3: Direct purchases to increase sustainability rewards
» Policy Implications: Act directly in financial markets as a buyer of sustainable
assets. Demand pressure would increase the value of more sustainable
assets, thereby enhancing the incentives to fund sustainable projects.

Option 4: Enhance carbon-pricing-equivalent mechanisms
e Policy Implications: Reducing the payoffs of less-sustainable projects
decreases their relative value, thereby creating an incentive to shift
investments toward more sustainable projects.

Implementation Considerations

All potential policies will have limited efficacy if implemented at a national level only,
since capital can be obtained abroad, and a significant portion of production can
be relocated internationally. Therefore, international cooperation is required. Also,
because the scientific literature has not reached a consensus on valid measures of
sustainability for many aspects, there is a high risk that direct measures may be
arbitrary. For all direct intervention measures, there is also a high risk of distortions,
exacerbated by the arbitrariness of sustainability measurement.

1. Awareness campaigns:

o Attracting the attention of consumers can be challenging, especially regarding
conseqguences that may affect the entire community in the future.

o Consumers’ preferences and opinions may not sufficiently affect enterprises’
payoffs to impact the relative value of more sustainable assets.

2. Portfolio construction rules:
o Investment funds are likely to resist greater disclosures about their operations.

3. Direct intervention on the markets:
o Direct intervention in the markets requires significant amounts of capital.
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4. Penalty mechanisms by law:

o Penalty mechanisms enacted by loaw can incorporate more parameters
characterizing enterprises, making them slightly less prone to inefficiencies and
distortions.

Conclusion

This policy brief highlights the market’s recognition of sustainability as a valuable
asset characteristic, albeit with limited financial significance. Statistical analysis
indicates that while investors assign higher valuations to sustainable assets, the
observed sustainability premium remains weak and sensitive to methodological
choices. Addressing this discrepancy is crucial for fostering more effective
sustainability-driven investments and policy measures.

To enhance the financial incentives for sustainability, policymakers should
strengthen awareness initiatives, refine sustainability assessment frameworks, and
implement targeted interventions that align market valuations with long-term
environmental and social goals. Continuous evaluation of sustainability-related
financial mechanisms will be essential to ensure their effectiveness in driving
sustainable investment decisions.
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