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ABSTRACT

This paper examines the way new investor led coltaive initiatives are impacting on the
integration of ESG information into mainstream istveent processes and their potential to
influence the standard valuation and investmenttmes of global fund managers. The
objective is to identify how different approachese—-t collaborative initiatives, research
platforms or incentive systems—contribute to theol@ion of conventional investment
practices and the integration of ESG informatioto ithe long-term shareholder value of

investee companies.
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1. INTRODUCTION

ESG (Environmental, Social and Governance ) comsiitms have been for a long
time the domain of the so-called ‘(Socially) Resgibte Investors’, a marginal and morally
loaded group of investors using ESG informatioadidition to conventional financial criteria
in investment strategy. During the 1990’s SRI bh#ted from an activist movement to a
commercial project [Louche, 2004] and many tradiilobanks and investment houses have
started to develop socially responsible funds fwe the increasing market demand for SRI
. Nevertheless, these developments remained mangittan the financial community and
ESG disconnected from traditional investment atiéigi But during the last decade a new
phenomenon is emerging. ESG factors seem to beirentdhe vocabulary of mainstream
financial analysts and fund managers. In factnaneiasing number of analysts are declaring a
commitment to ESG information integration into nsieam investment practices. This is
confirmed by a number of surveys that highlight fimancial community’s awareness and
recognition of those extra-financial dimensions Hiftsey, 2009; Ambachtsheer, 2005;
PLEON, 2005; Taylor Nelson Sofres, 2003]. The grayinterest in ESG information within
the mainstream investment community, is motivated sustained by a number of individuals
and institutional initiatives. Indeed, over thetlésw years, we have been witnessing the
beginning of several coordinated efforts to encger¢éhe integration of ESG into firms’
valuation and investment making processes sucheaEmhanced Analytics Initiatives (EAI)
and the Principles for Responsible Investment (PRI)

This paper examines the way new investor led cofkive initiatives are impacting
on the integration of ESG information into mainatre investment processes and their
potential to influence the standard valuation anglestment practices of global fund
managers. The objective is to identify how différeapproaches —be it collaborative
initiatives, research platforms or incentive systeaontribute to the evolution of conventional
investment practices and the integration of ES@rmétion into the long-term shareholder
value of investee companies.

The overarching research question addressed inpdper is: How do dominant
conventions change? We argue that collective Isepédy an important role in a company’s
stock valuation and investment strategies. Mordiqudarly, financial market participants
coordinate their actions through dominant converstiethat is some norms of behaviour that
determine the normality of a situation and giveiesaly to implementing decisions--shared

and diffused across the market.



Following this logic, the integration of ESG infoation will become a mainstream
practice if, and only if, there is a shared behafong investors that ESG information is
relevant. The question is how can the dominant eotiwn be changed? Our contention is that
the myriad of investor-led initiatives that haveezged over the last few years to encourage
the integration of ESG information represent endeev towards changing the current
dominant convention of valuing companies, (i.e.vaion that does not include ESG
information into company valuation). Indeed, thesgtiatives are helping to build
mechanisms through which a change in the prevadoigctive belief could occur. Building
on DiMaggio and Powell [1983]'s framework, we intigate the collaborative initiatives
along three institutional mechanisms, coercive,nragive and mimetic to evaluate their
potential to change the dominant conventions thawval over financial market agents’
decision making processes.

The first part of the paper presents the theorefiaenework. It introduces the role of
collective beliefs in stock valuation and investinprocesses and develops the process and
mechanisms of institutionalization. The second pegtents the data analysis. We first look at
the emergence of ESG integration and then exph@@&é¢w collaborative initiatives. Finally, a

concluding section discusses the results and tpkdations of our research.

2. THEORETICAL PERSPECTIVE

There are many theoretical perspectives explaitiaguse of information in financial
markets for evaluation and investment purposesti@none hand, modern portfolio theory
assumes that investors are fully rational agentoAding to efficient market hypothesis,
there would be true, objective, and universal eognanodel underlying the price formation
process. A new body of literature challenges tlisedion and posits that it might be more
realistic to consider the way in which investorerrrelate to each other and the link between
investor behaviour, information and market returRart of what drives investor decision
making when viewed through this lens is their pmg8on assessment of the way others will
react to new information, “taking into account wlaterage opinion expects the average
opinion to be” [Keynes, 1936]. This approach suggdsat investors faced with uncertainty
converge towards a conventional model by adoptingimetic behaviour. Therefore, they
coordinate each other on “collective beliefs” [@rié2004, 2005].



After reviewing the different perspectives explamithe use of information in
financial markets for evaluation and investmentppses, we introduce the theoretical
framework based in institutional theory which whielp us to evaluate the impact of the

collaborative initiatives in changing dominant centions.

2.1. The role of collective beliefs in stock valuain and investment processes

Modern portfolio theory assumes that investors fatly rational agents who can
compute prices for all possible exogenous fundaater@ws. Equilibrium prices then result
from a bottom-up aggregation of private investmgatues into market values. In this
framework, investors immediately and correctly msx all available information thus
validating the Rational Expectation Hypothesis (REHd subsequently the Efficient Market
Hypothesis (EMH), [Fama, 1965; 1970].

Nevertheless, these hypotheses are clearly quabt®mitbecause information is often
difficult to interpret. Rational expectations egsbreak down in real life if agents lack
computing power to interpret the tremendous flovinfidrmation impacting stock markets.

The neo-classical theoretical framework has beealleriged from a number of
different perspectives, although an alternativeishiol theory has yet to overturn its
conclusions. Some researchers have documentedniemial and technical anomalies that
might come from the imperfect substitution of assetformation asymmetries, and presence
of noise traders or rational bubbles. However, al/ére standard theory has failed to resolve
“paradoxes” like information revelation of Ratiortakpectation Equilibrium (REE) or use of
resources for the production of information [Groasnand Stiglitz, 1980], standard academic
research claims that it does not invalidate EfficiMarket Hypothesis (EMH) and Rational
Expectation Hypothesis (REH). Proponents of the EBlith as Fama (1998), contend that as
long as fund managers fail to systematically ‘tbatmarket’ over the long-term, the notion
of market efficiency cannot be rejected.

Behaviourists have challenged this view by arguihgt there are also irrational
investors that are unable to determine the copegces which can trigger temporary market
inefficiencies [Shleifer, 2000]. Others argue mestmngly that over time, economic agents
are not able to learn what the process of detengiai variable is; thus, they cannot use this
knowledge to form rational expectations [Kurz, 1p99n the contrary, each agent builds his
own theory of the future and the distribution o ttesulting private models of the economy

constitutes “a social state of belief”.



Variations in the distribution of beliefs can causelatility changes that are
uncorrelated with fundamental information. Theskatility changes, in turn, are the result of
correlation in beliefs among investors who areueficed by reading the same newspapers
and the same reports of the Wall Street analystsinfstance. In this framework, price
volatility observed on financial markets can be laxged by endogenous changes of the
structural link between private (primary) beliefs.

An alternative way to understand the role of bslief information processing is to
consider that investors faced with uncertainty heveeach a coordination game, based on
collective representations of the economy and reaaew information in reference to these
common beliefs [Orléan 2004, 2005]. This coordoragame then consists in guessing the
way other investors will react to news (knowing ttlmhers themselves adopt the same
behaviour). To coordinate each other, investore lthgn to converge towards a conventional
model by adopting a mimetic behaviour. Among othrerchanisms, the « salient point »
concept [Schelling, 1960] is proposed to explaiw lsnich conventional model (a “collective
belief’) can emerge .

Collective beliefs are drastically different fromdividual (or private) beliefs, which
concern what each individual thinks about the msic significance of a certain proposition P
(for example, “ESG information is relevant for lortgrm stock valuation”). In our
conventional model framework, a proposition P iso#lective belief if each individual of a
group G believes that, in the majority, the memlzérthe group believe that P is true. This
definition of collective beliefs is deemed in OM&R004] as “self referential” because it does
not involve any reference to the primary beliefsagents. It is also very different from a
(simple) shared belief as each individual has ®sgwhat the majority of the members of the
group think the collective belief is . Thus, breakiaway from the classical individualist
model that views collective representation as tima sf individual opinions, this mechanism
leads to the building of a self-governing/self-femting social belief potentially disconnected
from the primary beliefs of the agents. In thisgperctive, stock prices can be viewed as the
result of “social conventions”.

Analysis of institutional investors’ behaviour icdies that a number of investment
practices are ‘conventional’ meaning that they ereognised and accepted by all. For
example, practices such as stock valuation modséxd by financial analysts (such as
discounted cash flow models) or standard mean+vegigortfolio optimisation are generally

accepted and implemented by investment agents.



They are regarded as conventional practices. Astiommd in Boyer and Orléan
[1992], once a convention is established, no adest any incentive to deviate from it.
Moreover, the convention is self-sustaining as esggnt will behave in a certain way on the
expectation that others will also behave in thay.wehus, the perceived risks of making
decisions under uncertainty are diffused as invesgeek behavioural conformity which
constrain and influence their behaviour.

The dominant collective beliefs often obstruct #umption of a new practice, in the
context of this paper, eg. the integration of E®@rmation. In other words, established
conventions generally impede (or slow down) the rggiece of new ones. The research
conducted by Guyatt [2005, 2006a] shows that domif@xternal and internal) conventions
could impede fund managers ability to integrate BESf@Grmation into investment decisions.
External conventions relate to collective behavithat prevails across the market, while
internal conventions refer to conditions that aaetipular to an investment organisation (like
the internal team structure, culture, incentivaeysand attitude towards SRI). This research
found that short-termism and gravitation towardfedsible investment decisions constitute
the main behavioural impediment to the integratafnESG dimensions by institutional
investors. This finding was corroborated by recstudies [BSR, 2008, McKinsey, 2009].
According to these surveys, some investors andystisarecognize that ESG factors can
impact financial performance, however they judge potential risks generated and value
created too long-term compared to their investrhenizon.

One of the other dominant and recurring themeseherged from this research is the
narrow company valuation model that has become Iywiddopted across the investment
community. Indeed, analysis of institutional inast behaviour indicates that a number of
investment practices are ‘conventional’ meaning thay are recognised and accepted by all.
Indeed, it has become standard practice for estBnaf company valuations to over-
emphasise the importance of tangible, financiakda to derive the net present value of a
stock’s expected income stream, such that cashriétuvn on investment can be estimated. A
study on Swedish investors by Hellman [2000] fodhdt in making such estimates, close
attention is paid to financial ratios such as metom equity, return on capital employed, sales
growth, price/earnings ratios and technical/momenindicators. The integration of ‘other’
intangible factors is often overlooked in this \&lon process and a narrow framing of the
valuation criteria is not only conventional at tegternal’ market level, but is also ingrained

within the ‘internal’ conventions and processed fitavail within investment institutions.



Actually, many investment professionals point du difficulty inherent in translating
ESG information into monetary terms. According t@any surveys about the attitude of
mainstream financial investors toward ESG inforomtithe lack of universally accepted
methods for quantifying extra-financial informati@one of the major impediments against
the integration of ESG information [Guyatt, 2006aJaworski, 2007, BSR, 2008, McKinsey,
2009].

Among the other impediments highlighted by thesalist, the dissatisfaction of
investment professionals with the ESG informatiascidsed: available information is not
sufficient/ appropriate to enable effective assesgnof ESG issues also impedes the
integration of such information [Jaworski, 2007;FB3008; McKinsey, 2009]. However, the
most important barrier against the integration &GEinformation by mainstream financial
community is the scepticism about the link betwE&E factors and financial performance.

Many mainstream financial analysts and fund marsages still unconvinced about the
impact of ESG issues on stock value [Jaworski, 28R, 2008] . Indeed, there is no
consensus about the relationship between ESG pmafare and stock value within both
professional and academic communities [OrlitzkgleR003, Jemel, 2008].

However, we believe that the main barrier that idgsean effective integration of
ESG information is the absence of a collective dfedibout their recognized relevance for
long-term investment returns across the finan@atmunity. The absence of such a collective
belief obstructs the emergence of new methodologied perspectives of evaluating
companies and making investment decisions, thusdmg the mainstreaming of ESG
integration. Similarly, the development of a coliee belief is influenced by the practices and
efforts dispersed by the financial community repreatives over time. In other words, there
is a mutual reinforcement between the evolutiopraictices and the evolution of collective

beliefs. Figure 1 provides a representation ofni¢ual reinforcement loop described above.

Insert Figure 1 About Here

According to Guyatt [2006a], since the industrypysnature conservative and mindful
of fiduciary obligations to beneficiaries, a slowopess of change is more likely than an
abrupt change of existing practices. We argue thatchange is more likely to happen
through a long process of institutionalisation thall lead to a redefine or reshape the

dominant conventions.



2.2.  Process and mechanisms of institutionalisation

Zucker [1977] asserts that “institutionalisation bsth a process and a property
variable. It is the process by which individualasttransmit what is socially defined as real
and, at the same time, at any point in the prottesseaning of an act can be defined as more
or less a taken-for-granted part of this socialiyealnstitutionalised acts, then, must be
perceived as both objective and exterior” [Zucke&77]. So institutionalisation is viewed as
the social process by which individuals come tcept@ shared definition of social reality. It
operates to produce common understandings about i/l@propriate and, fundamentally,
meaningful behaviour [Zucker, 1983]. “Institutiorsaltion involves the processes by which
social processes, obligations, or actualities ctotake on a rule like status in social thought
and action” [Meyer & Rowan, 1977].

According to DiMaggio and Powell [1983] the procesk institutionalisation is
characterised by four elements that are recograsabany institutionalised field [DiMaggio
and Powell, 1983]:

1. An increase in interaction among organisationsiwighgiven field;
2. The development of inter-organisational structufesontrol and relational patterns;

3. An increase in the amount of information that ofgations within the field must

process; and,

4. The development of mutual awareness by membetseadrganizational field.

By organizational filed, DiMaggio and Powell [19838fan “those organizations that,
in the aggregate, constitute a recognized areastitutional life”. This addresses attention
“not simply to competing firms” but “to the totafiof relevant actors”. Through the process
of institutionalisation, fields become highly sttued. This process serves to stabilise and
make interactions between participants become meuby integrating them within the
structure of the field. As a consequence, organisstwithin a highly structured field exhibit
convergence towards normative practices, therebgel@ng the diversity of practices and
organisational forms within the field. As a resuitthe long term, organisations tend to adopt

similar and homogenous practices.
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Institutional theorists consider organizational iemvments as the sources of norms
and values that, over time, impregnate organizatanmd influence their practices. Within an
organizational field, organisations tend to resembhe another. In response to direct or
indirect, intentional or unintentional pressurd®yt develop similar practices. According to
DiMaggio and Powell [1983] the pressures can begmtsed in three types: coercive,
mimetic; and normative influences.

Coercive forces stem from political influence anmblpems of legitimacy. They
consist of the external pressures formally or infally exerted on organizations by other
organizations upon which they are dependant. Suebspres can arise from government,
regulatory agencies or other actors on which tlgameations depend for resources. These
pressures may be felt as force, as persuasiors mvaation to join in collusion [DiMaggio
and Powell, 1983, p.150]. In some cases, constraiome from government mandate and
regulations (environmental regulations) and in ttiibey can occur outside the governmental
arena. Indeed, coercive pressures can resultdsammange relationships such as relationships
between business partners. The greater is the depea of an organization on another one,
the more likely the dependant organization is tafoom to the imposed rules.

Mimetic changes result from standard responsestertainty. When organizations
face uncertainty, they are inclined to model thdagseon other organizations and to imitate
their activities, systems, or structures. Condgionf uncertainty can be linked to
misunderstanding of a technology, ambiguous goalsdaubt about cause-and-effect
relationships between variables. Under uncertasugh imitation may be undertaken without
any clear evidence of performance improvementsaAssult, organizations tend to adopt
practices of their peers that they perceive to beentegitimate or successful. “Models may be
diffused unintentionally, indirectly through empétsy transfer or turnover, or explicitly by
organizations such as consulting firms or industige associations” [DiMaggio and Powell,
1983, p.151].

Normative influences stem primarily from professibmation interpreted by
[DiMaggio and Powell, 1983]. As “the collectiveriggigle of members of an occupation to
define the conditions and methods of their workbridative forces represent the professional
standards resulting from the pressures exertedrdifegsional groupings on organizations to
adopt behaviours and practices considered to leeaei and legitimate. Two main vehicles
for the definition and promulgation of normativeles are identified by the authors:

universities and professional training institutipasd professional and trade associations.
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The first are an important source of developmenhafms through education and
academic production, while the second representggul mean for diffusing new standards
and models through networks that span organizationfct, socialization and exchanges of
information among professionals help contributdéhte definition of a common knowledge.
Other vehicles for professional norms can be f@ngxe consultancies, trade magazines, or
workshops.

The three institutional mechanisms create a certhinamic that can change a
convention. The mechanisms take place at the nmaged, that is at the organisational field
level. The identification of these mechanisms isyviemportant in understanding the type of
pressures that can support change. However thewanehow rather general and do not
capture the dynamics of change, which is what wetwaexplore in this paper. Therefore we
need to go to the micro-level to outline the dynasnin other words, we want to understand
the micro-activities that contribute to the ingiibmalization process and link them to the
institutional mechanisms as defined by DiMaggio &wlvell, [1983]. Scott [1994, 1995]
insists on the need to address more micro-levdbeations into institutional theory. Indeed,
there is little empirical work that deals with acmu-level in the study of institutional
processes. As [DiMaggio and Powell, 1991] notidost institutionalists prefer to focus on
the structural environments, macro to micro-levidas, and the analytic autonomy of macro

structures'.

2.3.  The theoretical framework

Our theoretical framework presents three levelsepsesented in Figure 2. The first
level focuses on micro-level. Actors have developedumber of micro-level actions that
contribute to the second level, the coercive, ntisaaor mimetic mechanisms suggested by
DiMaggio and Powell [1983]. We argue that the cuatioh of micro activities can help to
legitimize ESG integration and thereby contributethhe change process of the dominant
convention, the third level. The institutional manisms are useful to describe an institutional
process but also “to predict empirically” the engarge and the diffusion of new norms and
standards among an organizational field [DiMaggim @&owell, 1983, p.154]. The three
levels are in constant interactions.

12



Insert Figure 2 About Here

3. DATA ANALYSIS

3.1. Methodology

The empirical work consists of an exploratory reskabased on semi-structured
interviews and secondary data.

25 face to face semi-structured interviews weredooted between July 2007 April
2009 with financial and extra-financial analystsdaiund managers in France. Sell-side
financial analysts are employed by brokerage firtheir research and recommendations are
distributed to their investor clients. Buy-side lysts are employed by institutional investors,
their research and recommendations are intendeti¢agole use of their company’s portfolio
managers. Often, buy-side analysts use the respasulded by sell-side analysts to evaluate
companies. The analytical processes of buy-sidesaltgide analysts are not very different.

Table 1 gives an overview of the interviews. Themmbjective was to identify the
main initiatives and levers that encourage thegiatigon of ESG information and assess their

potential to become integrated by the mainstrearesitment community.

Insert Table 1 About Here

Sell-side financial analysts are employed by brager firms, their research and
recommendations are distributed to their investients. Buy-side analysts are employed by
institutional investors, their research and recomia¢éions are intended for the sole use of
their company’s portfolio managers. Often, buy-satmlysts use the research provided by
sell-side analysts to evaluate companies. The acallyprocesses of buy-side and sell-side
analysts are not very different.

In addition to the interviews, we collected infotioa on the different initiatives
through internet websites, surveys, reports andsppeiblications. The rational was to gather
the maximum of information about the initiatives ander to analyze their potential to

influence investment practices..
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Empirical data collected are qualitative data. tdeo to capture the essence of the
data, analyze and interpret them, we followed Misd Huberman [1984] approach
consisting in data reduction, data display, andchmion drawing/verification [Miles &
Huberman, 1984]. The interviews were analyzed bgguthe qualitative the qualitative data
analysis software program QSR NVivo was used tiit@e the analysis of the interviews.

Based on the data collected, we can retrace thegérgedynamics that seek to

mainstream the integration of ESG information imteestment decision processes.

3.2. ESG integration: an overview of an emerging &nd

Responsible investors have been the precursoiing &SG information in investment
decisions. The growing attention to ESG issues sacithe more traditional investment
community is considered as the mainstreaming of SRWever, it is important to note that
the integration of ESG information by mainstreavestment companies is a fundamentally
different approach than SRI. While SRI derives fromral and ethical concerns, the new
trend of integration of ESG information by mainaire investors is motivated by purely
financial considerations.

In fact, the historical roots of SRI are closelyngected to faith based organizations.
The first SRI practices were initiated by churchaorizations that didn’t want to support or be
associated with certain activities or companief€r, Lydenberg, & Domini, 1994; Kinder
& Domini, 1997; Kreander, Molyneaux, & McPhail, 2Z)0Sparkes, 1995]. They have
developed a negative screening strategy of invegsneonsisting in avoiding the so-called
‘sin’ stock usually referring to alcohol, tobaccgambling and weapons. One of the
emblematic and first SRI mutual funds was the Reotfiend set up in 1928 in the U.S. to meet
church institutions’ needs. In the 1970s-80s SRVexao a new phase, shifting from a moral
and ethical logic to a more activist logic embeduied the political and protest movements of
the day . This period marks the beginnings of SRihe contemporary sense of the term. It
then began a gradual transition to a less conftiom@ approach to expand towards the
mainstream financial community . At its beginnirthjs expansion has consisted in the
development of SRI funds within traditional investm institutions. Gradually, SRI research
has flourished inside investment houses and indepenresearch providers to support

professional investors in their decision proces®ating to the investment strategy adopted .
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On the other hand, the idea of including ESG asp@td mainstream investment has
emerged just recently within analysts and fund rgarea The first claims and practices linked
to the integration of ESG information into mainsireinvestment decision making appeared
publicly at the beginning of 2001. It was isolatptbjects launched by some pioneers
convinced that ESG analysis can help asset managerséinancial analysts to better assess
the risks and seize the opportunities for compamiesetheless, in a short time period, the
integration of ESG information into mainstream istveent decision-making has created a
growing attention within the financial communityycamany other initiatives have emerged to
encourage traditional institutional investors aredearch providers to consider ESG issues.
The paragraphs below, try to summarize the maicatdrs of the increasing trend of ESG

integration by the mainstream financial community.

» ESG research providers’ development

Historically ESG research activity has been linke®RI. Indeed, the main target of
the first research providers focusing on ethicakia and environmental issues was the
responsible investors -in particular, institutiomatestors. Following the increasing demand
for SRI in the late 1980’s, a humber of researajaoizations have sprung up to serve the
growing need for data to implement SRI strategied #ctics. During the 1990’s, an
increasing number of independent SRI research atons were created to provide
institutional investors with background data on #tiical, social and environmental records
of a sample of publicly traded companies. Besidesd independent organizations, many
research teams have been developed inside invastmaragement houses to support asset
managers to manage SRI funds. These SRI teams nesndiowever obviously totally
separated from the mainstream financial analysts fand managers. In fact, as noted by
Louche [2004], when SRI is part of a mainstreanariirial institution, it often remains an
island in its own organization: there is no or bed communication between the SRI
community and financial analysts.

At the beginnings of 2000, the research on envieml, social and governance
issues crossed a new stage with the creation dirfieESG research teams inside brokerage
houses. In fact, the development of ESG researamdewithin sell-side companies
symbolizes the first concrete steps towards thesti@aming of ESG information integration.
In November 2001, HSBC was the first sell-side krake firm in Europe, and the second in

the world , to offer ESG research.
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The creation of such a team within a major seleddoker constituted a shift for ESG
research as sell-side brokers do not target oslyomsible investors but the whole investment
universe. Indeed, these teams were created witbljeetive of broadening the scope of ESG
information from a marginal to a global use. Si@01, the number of ESG research
providers targeting mainstream investors has regdtan important growth. As we can see in
figure 1, the increase was accelerated markedlynakd?005. This acceleration probably
results from the activity created by some influginprofessional initiatives, in particular the

Enhanced Analytics Initiatives.

+ Institutional investors’ collaborations

The ESG integration has rapidly moved from scadténdtiatives to organized joint
programmes. Among the most influential professiooallaborations developed with the
objective of promoting the integration of ESG infation into mainstream research are the
Enhanced Analytics Initiative (EAI) and the Prirleip of Responsible Initiatives (PRI).

The EAI “is an international collaboration betwessset owners and asset managers
aimed at encouraging better investment researcpaiticular research that takes account of
the impact of extra-financial issues on long-temaestment” [EAI, 2007]. The EAIl was
launched at the end of 2003 by a founding group pus®ad of 7 institutional investors
managing some 364 billion in assets. Today, EAl2¥sembers and represents total Assets
under management of more than 1,8 trillion Eurasemcourage sell-side analysts to produce
ESG research, EAlI members have agreed to allodamiramum five percent of their
respective brokerage commissions to the brokerdging the best analysis of extra-financial
issues. In this perspective, EAl commissioned asallimg company to evaluate twice a year
the research submitted by the different researohigiers and to rank the best ones. Some
years later, the bet seems to have paid off, antimber of ESG research providers has
registered a significant growth since EAI was lehett In fact, figure 3 below shows that the
number of ESG research providers increased from@@ecember 2003 (launch of EAI) to 33

in June 2006. In the same period, the number ahgtéd reports increased from 16 to 173.
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Insert Figure 3 About Here

The PRI were launched in April 2006 by former UNc&tary General Kofi Annan in
collaboration with 20 major institutional investofide initiative consists of six principles that
provide a framework to incorporate ESG issues m&instream investment decision-making
and ownership practices (See Appendix 1). The sirciples are not prescriptive, the
signatories publicly commit to adopt and impleméném, where consistent with their
fiduciary responsibilities. By 2009, the PRI hadwn into a coalition of more than 400 of the
largest institutional investors and asset managertdwide representing some $15 trillion
dollars under management [Hobbs, 2008].

Recently (end of 2008), the PRI and the EAI annedniteir merger under the PRI
name. Their alliance is aiming at supporting th@egalization of ESG research and the
effective inclusion of ESG information into invesint decision practices: “this new approach
will represent a single, powerful voice within irmational investment markets, continuing to
encourage the production of better integrated anddr term research” [PRI, 2008]. This
decision will necessitate changes to the existiAgfocess, however, the new entity assures
research providers that they will continue to supgbose producing high-quality ESG
research through the allocation of commissions.

The Investor Network on Climate Risk (INCR) repmseanother important initiative.
INCR is a network of institutional investors andédncial institutions that promotes better
understanding of the financial risks and investmgmportunities posed by climate change.
INCR is coordinated by Ceres, a coalition of ineestand environmental groups working to

advance sustainable prosperity.

* Financial analysts’ collaborations

The financial analysts’ community has also withdssee emergence of professional
collaborations addressing the inclusion of ESG rimfation. In France for example, some
members of the SFAF, the French association ofnéizd analysts, founded in 2002 a
commission to discuss and exchange ideas abouarthalysis of sustainable development

information and to increase investment communitpr@ness of the importance of this issue.
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At a European level, the EFFAS CESG (European Rdider of Financial Analysts
(EFFAS) Commission on ESG Environmental, Social &&nance (CESG)) was founded in
October 2007 with the objective of “Facilitatingetintegration of ESG aspects of corporate

performance into investment processes”.

*  Other professional initiatives

Many consultancy companies have positioned therasdlv the emerging market of
services related to ESG information and financisliee. Some of them rely on their skills in
financial investment domains to propose new sesvimembining ESG issues analysis and
investment advice. The British consulting compangréér is among the pioneer investment
consulting firm that developed such new servicesnéwly-created division specializing in
responsible investment is progressively strivingthe extension of its services to mainstream
investors. Indeed, in 2007 Mercer created the PR)lémentation Service, including the
monitoring of ESG factors within investment at fumdnagers [Responsible Investors, 2008].
And in 2008, Mercer announced its intention to rallefund managers on their strategic
responses to environmental, social and governameeeens. This information is added to its
global database listing the characteristics of sunthnagers on which investors base their
choice for the appropriate fund or asset manager.

Several others consultancy companies have alsahadnservices to help investors to
develop investment approaches that integrate ES@&sswithin a fiduciary framework (See

Appendix 2).

*  Surveys, reports and publications
The number of reports, articles and surveys pubtisthe last years about ESG
information, usefulness to the financial commurdiyd ESG integration into investment
decisions, represent another indicator of the gngvinterest in these issues.
The EABIS/European CSR Alliance research projeédajuing Business’ [Amaeshi
2009] has identified 82 reports from accountingmfiy investor associations, business
coalitions, investment banks, multinational indtdos, consultancies and think tanks,
governments and multi-stakeholder fora published/éen 2000 and March 2009 (see Figure
4, EABIS/EU Laboratory, 2009). Although this list hot exhaustive it provides a good
indication of the most significant and used reparid of the increasing number of reports on
18



the topic. It is also interesting to note that ab®dlo of the reports have been produced by

multinationals, multi-stakeholder coalitions, Acating firms and think tanks.

Insert Figure 4 About Here

Similarly, the specialized press has shown a greaterest in the inclusion of ESG
issues in investment practices. A search in tharkiml Times, Wall Street Journal and the
Australian Financial review reveals a significantriease of articles published on the topic
since 2006-2007. “Environmental, social and goveceaas key words” were used as key

words.

3.3.  Micro-level actions aiming at institutionalizeESG integration

The preceding section retracing the genesis of E&&yration shows reveals that
there is an apparent willingness from many actorsnainstream the integration of ESG
information into investment decision-making. Insthiext section, we analyze the emerging
collaborative initiatives in the light of the threestitutional mechanisms, coercive, normative
and mimetic. It is however important to note tha three types of mechanisms defined are
not always empirically distinct. Indeed, within tigentified micro-level actions, some can
contribute to one or several mechanisms. For exangblorts implemented by EAl members
can be considered both as micro-level action supgpcoercive mechanisms and mimetic

mechanisms.

3.3.1. Micro-level actions supporting coercive mechanisms

We have identified two main actors who have dewedbmicro-level actions exerting
coercive pressures on the financial community, hanmstitutional investors especially
pension funds, and governments.

Institutional investors are essentially exercisipgessures through contractual
restrictions. Fund managers and sell-side finaramallysts may be contractually required by
the institutional investors to integrate ESG issuesthe management mandate. Such
requirements constrains fund managers and finaacialysts to consider ESG information.
Indeed, over the last ten years, many institutiomadstors have launched calls for tenders for

bond and equity mandates including such a restnicti
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As a result, many fund managers have agreed tecemmgait the necessary measures to
meet the requirements and win the mandate. Indrexh calls for tenders issued by major
institutional investors as for example the FRRFiance have contributed to the development

of extra-financial research within investment comipa.

“We were not opposed to introduce social aspectsun investment strategy but it
was not our priority. It was a potential projecteWiad had already discussed several
times about the creation of an SRI team and thadhwf an SRI or a thematic fund
but it was not a short time project... Let's sagtthe FRR mandate helped us to
accelerate its implementation... yes, it was imguartfor us to win this mandate”

[Fund manager].

In France, the call for tenders launched by the BRIRRd the EARP between 2004
and 2007 has served as a catalyst for change. Wjthat has not led to an effective
integration, it has contributed to the increaseterast of the mainstream investment
community in ESG information. It was an explicitjettive of the calls as Nada Villermain
Lecollier, head of responsible investment at FR&)ficmed in an interview published in
Responsible Investor in 2008 :

“It's a strategy that's worked well, even if it wasbitious. We haven’t imposed any
method of ESG research onto our managers; we'veljasdirectional. [...] In our
mandates, we say that we are attentive to ESG ratieg over the lifetime of the
mandate. [...] Part of our identity is to get ouanagers to integrate ESG into their
investment. It's hard-wired into the mandates”. &so adds: “We don't say that from
one day to the next we want to see results, butorguestion the managers regularly

on what they are doing”.

Norwegian and Sweden pension funds were amongriiad launch tenders to bring
asset managers to include ESG issues. This hastgybeen stimulated by the UN PRI
which has been endorsed actively and at an eabesby Denmark, Norway and Sweden
[Pension News, Oct 7th, 2008 ]. Similarly, an irr=i@g number of UK institutional investors
have adopted this strategy.
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The April 2009 Fair Pension’s report has pointed au‘trend among large UK
pension schemes to be more assertive with fund geseabout their responsible investment
credentials, notably when hiring for investment oetes .

The mandate requirement can be different from m@nttamandate. It may involve
the implementation of a specific criterion regagdone or more ESG aspects, a strategy of
shareholder engagement, and/or excluding certaitorse or activities. For example, the
tender launched in December 2007 by the UK Enviremmi\gency’s Pension Fund specified
that it would favour managers according to investirie climate change themes as well as
adherence to the UNPRI [Responsible Investor, gtebeber 2008]. Similarly, London
Pension Fund Authority (LPFA) said it “would no ter hire fund managers that failed to
comply with certain criteria on ethical, social agmvernance issues, including those that do
not sign up to the UN Principles for Responsibleekiment”’[Responsible Investor, 2008] .
The Government Pension Fund of Norway is anothamge of using a combination of
engagement, negative screening, and exclusion. @oiep can be excluded from the
investment portfolio when violating human rightse tenvironment or involved in corruption.
This has led to the June 2006 Wal-Mart case. Becaligbour right violation suspicions, the
Norwegian Government Pension Fund decided to divest the company. They held at that
time stocks of about US$ 430 million. This evendl lerge media coverage. Other groups of
investors give priority to engagement and sharedisldactivism. For example, in its
December 2008 investment mandate, the fund of NISGO(Northern Ireland Local
Government Officers’ Superannuation Committee) iregan engagement strategy.

These micro-level actions implemented by institagibinvestors are considered as
coercive pressures. They are developed in a cowtfegependency and power inequality.
Asset managers are very often dependant on lasgguiional investors such as the pension
funds. Institutional investors are their most intpat clients in terms of assets under
management. With assets of approximately €270ohillfas of December 31, 2007), the
Norwegian Government Pension Fund-Global is thgelstr pension fund in Europe and the
second largest pension fund in the world [Euro2@08]. In France the FRR and ERAFP
represent about 38bn euro of assets under manageAs@n increasing number of these
major investors are considering ESG integratiomdfunanagers are constrained to accept
their conditions to survive.
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Another source of coercive pressures that targetareh providers, in particular sell-
side financial analysts, is the EAI. Obviously, EBAbbjective is to push mainstream financial
analysts to cover ESG information by proving tonthimat 1) investors are interested in ESG
analysis and 2) institutional investors are pregat@ pay for it. As EAI represents an
important coalition of institutional investors, sessures can be felt as a constraint. Indeed,
this professional collaboration is constituted ofjon institutional investors in the world
representing a total Assets under management o than 1,8 trillion Euros. As highlighted
by one of its founding members in an article putgi$ in 2004 in Social Funds , EAI

members’ goal was to create the necessary comtgxtsh brokers to produce ESG research:

"The founding members recognized that there wabkieken and egg situation: sell-
side analysts currently do not routinely providealsis of extra-financial issues in
their reports and their clients, the fund managets, not ask for it. [...] The fund
managers do not ask for it [because] they are ofteaware of the implications that
these issues could have on the companies in whahitvest. [...]. By providing the
financial and business case for the sell-side tmiporate these issues, the EAI will

break this negative cycle".

Coercive pressure is also coming from regulatioitsaied by governments. Over the
last decade, many governments have launched navatems to establish ESG disclosure
requirements for pension funds. According to resegublished by SHARE (Shareholder
Association for Research & Education) in 2008. Tingt jurisdiction to establish a formal
obligation for pension fund ESG disclosure was Wmited Kingdom in 2000. Indeed, since
July 2000 the trustees of an occupational pensiod &re required to declare "the extent (if at
all) to which social, environmental or ethical ciolesations are taken into account in the
selection, retention and realization of investmemtisd “the policy (if any) directing the
exercise of the rights (including voting rights}aahing to investments" . Following this
pioneer initiative, many other governments put Emirules in place. Figure 5 below

recapitulates the regulations established worldwigléo February 2009.
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Insert Figure 5 About Here

3.3.2. Micro-level actions supporting mimetic mechanisms

Many sources of uncertainty surround the domaiE®6 information. As discussed
above, the main uncertainties stem from the lac&edr evidences on 1) the impact of ESG
aspects on companies’ financial performance anth@)elevant methods to quantify these
impacts [Guyatt, 2006a,b, Jaworski, 2007, BSR,820dcKinsey, 2009]. As a response,
actors within the financial community have develbgeveral micro-level actions.

One of them is the creation of professional coltabon networks about ESG
information such as EFFAS CESG or CERES . The mhjactive of these initiatives is to
facilitate the sharing of knowledge, methodologa®d expertise among the investment
community: “CESG will not confine itself to discusss but rather strive to define positions
on extra-financials, produce outcomes such as papsrommendations and seek to play an
active role in the dialogue with both investmerdfpssionals and corporates” [EFFAS,2008] .

Consulting firms, being viewed as experts, are plaging a role by diffusing models.
Consultants develop relationships with numerousmiggations to which they deliver similar
advice. In addition, their multiple interventionsthese organizations allow them to pick out
best practices and to transfer them from one org#ion to another. Likewise, the production
and diffusion of reports and studies by consulimegnpanies and research centres help the
transfer of ideas and methods. Indeed, as manyesdssegarding ESG information are
surrounded by uncertainties, many organizationd terget solutions and innovative practices
suggested by experts. For example, in June 200&otgultancy Trucost published a study on
the correlation between CO2 emissions and finarméaformance in the United Kingdom.
The same year, Yachnin & Associates published artep which concrete examples were
given to illustrate methodologies that allow quirig and isolating the effect of corporate
sustainable development practices on share prictorpgnce. Such advices and ideas
represent a vehicle for the diffusion of norms atdndards that help actors to reduce
uncertainties and to coordinate their actions.

EAIl can also be considered as a vehicle of mimegbaviours. By advocating the
importance of including ESG information into inv@ent decisions, EAl members influence

the investment industry.
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In fact, through their initiative, EAl members ingctly influence their peers in the
investment sector by demonstrating their own irtiete ESG information and by making
ESG research available to asset managers and thentiplly considered by them. Another
interesting development has been the launch ofraegéthe EAI's bi-annual rankings since
2004. The EAI rankings have had a significant inipac sell-side companies to create a
devoted ESG research team. First, because, theteavém be among the pioneers providing
extra-financial research and second because thénated companies are rewarded through
the financial commissions allocated by EAl membé@iss was confirmed in the interviews
conducted with sell-side analysts working in brakgr houses. Being on those rankings was

important to them:

“to appear among the brokerage companies abladapt quickly their competencies

and services in response to changing market demand”

and “to take advantage of the resources that defreen these activities” [sell-side

analyst].

Rankings and rewards regarding ESG research pmsvedem to have gained interest
as many of them have been established in thedasyéars such as the Thomson Extel Social
Responsible Investment Survey (in 2003) and the E8&ders Awards (in 2007). These
ranking and awards contribute by highlighting thiéorés undertaken by the financial
professionals in the domain of ESG integration. f@ytting them in the spotlight, they
encourage many others to join the movement.

A last factor contributing to mimetic behaviouramployee transfer. Many financial
analysts have moved from one company to anotharreeent years. For example, in order to
launch its extra-financial research activity in 20Citigroup hired the analyst who founded
the ESG research team in HSBC. In the same wayétédéénérale recruited two senior ESG
analysts from CM CIC to initiate its ESG researdivity in 2004. Those transfers are
helping the diffusion of models among differentamgsations because individuals come with
methods and practices developed in their origingbleyer and tend to replicate them in the

new company.
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3.3.3. Micro-level actions supporting normative metanisms

As the integration of extra-financial informationto investment processes is a
relatively new practice, many efforts have beeneutaken to organize the field.

Some members decided to collaborate in order tinelghe “profession” and the
acceptable methods of work in the field of resplolesinvestment research providers. A good
example is the creation of the Al CSRR (Associafmmindependent Corporate Sustainability
and Responsibility Research). The three first missidefined by the association express its
ambition of “developing and promoting high professl standards for organisations in the
field” [Al CSRR, 2009]. These missions are:

- “to defend and promote the interests of the inddpehCSRR sector;

- to represent the CSRR sector — inside and outsidepg - to professional
users, public authorities and the SRI community twedgeneral public, by way
of direct communication, open dialogue and trarespay;

- to develop, promote and maintain high professiatahdards, expertise and

codes of conduct for the CSRR sector” .

The Al CSRR has developed the first quality staddar corporate responsibility and
SRI research and analysis. This standard named €QBR.1 provides a general description
of principles and requirements regarding the adadisiof the field of responsible research. It
focuses mainly on the operational requirementsRifi8lated products and services.

Other normative micro-level actions also appeaough the growth of professional
initiatives based on knowledge produced by unitgrspecialists and legitimated through
academic credentials. Several collaborations hasen bdeveloped between professional
associations and academic groups to promote résekmking finance with social
responsibility and sustainability issues. The ¢omabf the French SIF Award is an example
of such initiatives. This award was launched in2@® order to support academic research,
still an emerging area in the domains of financd amstainable development: “By building
bridges between universities, stakeholders anfinbacial world, the Award aims to increase
investigative research allowing for new and innosatmanagement. The Award will also
give value to French and European university reseaas well as help promote Socially

Responsible Investment (SRI)".
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In 2008, PRI representatives initiated the PRI Agad Network to consolidate and
develop research in the domain of social respditgil@ind finance. It aims at “stimulating
interest in responsible investment research andigege multiple avenues for greater
interaction between academia and practitionersohf€ences and meetings are organized on
a regular basis to encourage the production ofviatiee research able to help professionals
and organizations to enhance their expertise. Elltepean Centre for Corporate Engagement
(ECCE) is amongst the most active research cemiii@shaves joined the PRI Academic
Network. ECCE was founded in 2004 by researchens fiMaastricht University and RSM
Erasmus University in the Netherlands. It aims tphpractitioners and scholars to
“understand how businesses and financial marketspcamote sustainable development by
considering Environmental, Social and Corporate gbaance (ESG) issues ”. In May 2009,
an agreement was achieved between PRI and the ID&oigernment to promote academic
research on responsible investment . Governmenggost to such initiatives gives more
weight to ESG integration & gives a significantredjto the financial community that these
issues are more than a temporary trend.

In February 2009, another similar initiative wasrnahed in Australia. The Australian
government announced $(Australian)2.5 million fumgdiover three years to establish the
Responsible Investment Academy. This Academy wél lthanaged by the Responsible
Investment Association Australasia (RIAA) and gost by an Australian and international
Advisory Council. Its main goal is “to offer a rangf premium Continuing Professional
Development (CPD) courses as well as diploma artdicate courses ”. The implementation
of a specific academic course is another way @béish and legitimate the area of responsible
investment.

4. CONCLUDING REMARKS

This paper has investigated way new investor letlaloorative initiatives are
impacting on the integration of ESG informationoimhainstream investment processes and
their potential to influence the standard valuatéord investment practices of global fund
managers. The results of this explorative studysti@t actors have developed a myriad of
micro-level actions to stimulate the integration BSG factors. The micro-level actions
support and reinforce three institutional mechasisooercive, mimetic and normative which
are vehicles through which the dominant collechedief may potentially evolve and change

to integrate ESG information.
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At this stage, it is difficult to predict if thesmicro-level actions will succeed to induce
a change in the dominant collective belief. Thatsgies implemented are relatively recent
while the diffusion and adoption of new conventiopiactices often necessitates a long time,
especially within a conservative industry like flancial investment sector.

This study is a first stage in the investigationttu emerging trend. It reveals that
micro-level actions may play an important role iranging dominant conventional practices.
DiMaggio and Powell (1983) have identified threechemisms —coercive, mimetic and
normative—that are very important in understandimginstitutionalisation process. However
they are somehow rather general and do not cagpierelynamics of change. This analysis
suggests that change of conventional practices isoraplex and progressive process
[Whashington and Ventresca, 2004] created througlores of, and interactions between,
actors and involving a portfolio of micro-level mets that go on in combination and
interrelation with each other.

The micro-level actions described above are othgtilative and need to be further
explored. They are of a different kind and natinaypening at different levels and different
times. They do not necessarily occur independentlythe contrary they are combined and
interwoven. They generate different outcomes Hutaidtribute to the change in the dominant
convention and thereby to the integration of ESI8 mainstream investment.

Future research would benefit from systematic eicgdiinvestigation of how multiple
levels, from personal through community to natiomald international organisations, are
implicated in whether and how individuals chooséatce action (or not), both as individuals
(private sphere behaviours, cf. Stern, 2000) and®rmembers of networks such as
professional collaborations.
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APPENDICES

Appendix 1: The Principles of Responsible Investmer(PRI)

1.

The six principles

We will incorporate ESG issues into investmeragsis and decision-making
processes.

We will be active owners and incorporate ESGessnito our ownership policies and
practices.

We will seek appropriate disclosure on ESG isbyeabe entities in which we invest.

We will promote acceptance and implementaticghePrinciples within the
investmentindustry.

We will work together to enhance our effectiveniesmplementing the Principles.

We will each reporton our activities and progtesvards implementing the Principles.
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APPENDIX 2:

Examples of investment consulting companies offergnservices related to ESG

integration

Creation

Name

Description

Country

2000

Trucost Plc

An environmental research organisation that wesbéshed to
help companies and investors understand the emaental
impacts of business activities. Trucost providds dad analysis
on company emissions and natural resource usaggrasents
these in financial as well as quantity ter

UK

2002

onValues Ltd.

A specialist investment consulting and researchpaom. Its
distinguishing feature is a focus

on investment strategies that take into considerdtng-term
value drivers, including

environmental, social and governance issues.

CH

2003

ASSET4
Milestones

A consulting company offering investment reseantbrimation
on the key economic, environmental, social and gauece
aspects of corporate performance that are materthle
competitiveness and share price of companies.

CH

2004

Mercer
(Responsible
Investment
Services)

Mercer’s global Responsible Investment (RI) busnast
provides advice to investment fiduciaries and ptiacers on all
aspects of RI. The RI business unit helps institiati investors t¢
develop investment approaches that integrate emviental,
social and corporate governance (ESG) issues watfittuciary
framework.

Mercer is a leading global provider of investmemnsulting
services, and offers customized guidance at evagef

The investment decision, risk management and imesst
monitoring process.

D

UK

2005

Yachin &
Associates
(Y&A)

A consulting group specialized in sustainable dewelent and
corporate social responsibility. Y&A is very actiwehelping
integrate considerations of SD into investmentslenimaking
and promoting related dialogue.

CA

2006

Sinclair &
Company, LLC

An investment advisory firm. We offer tailored istment
consulting to institutional investors integratingvgonmental,
social, and governance [ESG] factors into investrpeactice.
Sinclair & Company helps investors and their ckembderstand
the threats and opportunities of the sustainahitigga-trend.
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FIGURE 1

Mutual reinforcement loop
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Research framework

FIGURE 2

Potential change in the
collective believe

Institutional mechanisms

—
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Micro-level actions
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Interviews

TABLE 1

Financial Analysts SRI. Buy side 4
Sell side 5
Mainstrear Buy side 4
Sell side 4
Fund manage SRI 4
Mainstrear 4
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FIGURE 3

Growth in reports and Research Providers since begning of EAI Evaluations

(source: EAI Report, June 2006)
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FIGURE 4

ESG reports published between 2003 and 2009 (asGif July 2009)
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FIGURE 5

Disclosure regulations for pension funds
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