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ABOUT THIS REPORT
This report forms the third in a five-part series, Navigating Muddy Waters: securing investment 
returns under carbon and water constraints.The report represents a collaboration between the 
WWF Trucost, Carbon Tracker, SinCo and the Government Employees Pension Fund (GEPF). 

Climate change and water scarcity are two of the main drivers that governments, civil society and business 
need to seriously address in the transformation of the global economy into one that is resource efficient, 
low carbon, resilient and equitable. As a significant provider of financial capital, institutional investors 
play an important role in our ability to shape this transformation. On the other hand, these same investors 
face material financial risks if they are exposed to companies that are unprepared for this socio-economic 
transition.

The aim of the series is to provide empirical research to investors in and regulators of the securities markets 
that can guide policy and investment strategies to support the transition to a resource-efficient, low carbon, 
resilient and equitable global economy.

Part 1: Carbon and water risks for South Africa’s top companies, bonds and equity funds 
This report by Trucost provides evidence of the investment case for understanding the potential exposure 
to carbon and water scarcity through equity and bond investments in high-carbon, water-intensive 
companies. It includes an analysis of related financial risks for institutional investors, including the 
Government Employees Pension Fund (GEPF), demonstrates the availability of low-carbon capital market 
investment opportunities, and illustrates the need for the financial system to manage financial risk from 
carbon-intensive assets during the shift to a low-carbon economy. 

Part 2: Unburnable carbon: budgeting carbon in South Africa
A report by Carbon Tracker that analyses what the planned South African carbon budget might mean 
for investors in coal mining companies in South Africa. The report contains analysis of this risk to the 
Government Employees’ Pension Fund (GEPF).

Part 3: Institutional Investor attitudes to addressing climate change risks in portfolios 
A report by SinCo which, through interviews with both asset owners and managers representing institutional 
investors managing assets of close to ZAR 4 trillion (about US$ 470 billion), assesses the extent to which 
institutional investors are addressing the climate change risk in their portfolios.

Part 4: Responsible investing for climate change and water in South Africa, by WWF, uses a 
case study approach and empirical research from Trucost to investigate some of the investment mechanisms 
that are currently and potentially available to help decarbonise institutional investment portfolios, and 
demonstrates water stewardship from an investment perspective.

Part 5: Navigating Muddy Waters: securing investment returns under carbon and water 
constraints
A report by SinCo and WWF, which connects the findings of Parts 1 to 4 of the report series. The report 
synthesises key findings and provides recommendations on how to address the risks from investments 
in assets dependent on free, uncapped carbon emissions and unsustainable water use, and opportunities 
to investors that arise from the shift towards supporting a resource-efficient, low carbon, resilient and 
equitable economy from a carbon and water perspective.
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EXECUTIVE SUMMARY
The challenges facing the planet today are unprecedented; climate change, water scarcity, 
poverty, disease, a growing disparity between income and wealth, demographic shifts, trans-
border and internal migration, urbanisation and a global economy in a state of constant and 
dramatic volatility and flux, to name but a few. While governments and civil society will need to 
be part of the solution to these immense challenges, ultimately it will be companies and investors 
that will mobilise the capital needed to overcome them. The 2008 financial crisis should have 
been a huge wake-up call; proof that the narrow focus on short-term profits was destroying value 
on a grand scale and damaging the planet too. But despite on-going debate on environmental, 
social and governance (ESG) issues, the return to ‘business as usual’ has exposed the level of 
inertia in the system.

The fact remains that institutional investors have a significant influence on capital flows and company 
strategy. And climate change and water scarcity are two constraints to growth and prosperity that 
governments, civil society and business need to address as a matter of urgency. These are cross-cutting 
concerns, ultimately affecting all economic activities. Both the equity and fixed-income securities of 
portfolio companies are (and will increasingly be) influenced by these parameters, in line with the general 
characteristics of each asset class. 

Shuffling Feet, Report 3 of the Navigating Muddy Waters research series, explores the attitudes and 
integration of ES) factors in general - and climate change and water risks in particular - into the decision-
making and valuation models used by major institutional investors in South Africa. The qualitative 
research on which this report is based included a survey1 of investors managing assets of close to ZAR4 
trillion (about USD470 billion). The survey set out to assess the extent to which institutional investors 
are considering climate change risk in their portfolios2, and was supplemented with recent investment 
research reports, publicly available information and media reports. It was developed to:

•	 Explore the policies and practices used by major investors in South Africa and their integration of 
ESG factors, especially climate and water risks, into their investment strategies; 

•	 Test five problem statements (hypotheses)3 developed by WWF for the Navigating Muddy Waters 
series; and

•	 Offer suggestions about the opportunities to leverage and transform the investment value chain 
towards a more resilient, sustainable and conscious sector.

The response rate from investment managers exceeded expectations and included all twelve major South 
African investment managers, but only three responses were received from asset managers, which was 
below expectation.  
As is generally the case with emerging disciplines, only a small leader cohort (of, in this case, institutional 
investors) is at the forefront of global best practice in the ESG investment. The survey indicated that this 
is also the case in the South African context. Even so, the research findings point to a changing investment 
market overall, with increasing engagement or activity on ESG issues4. This is encouraging as investors 

1 The 27 survey questions used multiple choice, quantitative and qualitative inputs, with a second phase of the online survey directly testing the 
five hypotheses (see Exhibit 1 and Appendix 1) and the portfolio effects of misvaluations for carbon and coal reserves.  Fifteen respondents (three 
asset owners representing ZAR1,055,996,051,312 (USD121,997,256,358) and 12 investment managers representing ZAR 2,744,212,008,059 
(USD317,033,700,489), were surveyed (cross rate used: ZAR8.63521 : USD1; September-November 2012). The respondents were:  Mahesh Cooper 
of Allan Gray, Malcolm Gray of Investec Asset Management, Anthony Walker of Prudential Asset Managers (SA), Angelique Kalam of Futuregrowth 
Asset Management, Jon Duncan of Old Mutual Investment Group, Gordon Wessels of STANLIB Asset Management, Brad Preston of Mergence 
Investment Managers, Michelle Parkinson-Ismay of Kagiso Asset Management, Brendan Smith of Sanlam Investment Management, Adrian Bertrand of 
GEPF, Donovan O'Riley of Pathcare Retirement Fund, Nic Andrew of Nedgroup Investments, John de Kock of Momentum Asset Management, Gordon 
Archibald of Unilever SA Pension Fund, and PranayChagan of Coronation Fund Managers.
2 While the respondents represented this amount in total, overlapping owner/manager relationships imply some double-counting. Asset owners 
represented ZAR1,055,996,051,312 (USD121,997,256,358); investment managers ZAR2,744,212,008,059 (USD317,033,700,489). Cross rate used: 
ZAR8.63521 : US$1, from oando.com currency converter, 30 October 2012.
3 See Appendix 1 and 2.
4 CalPERS backing ESG engagement with stock purchases, Randy Diamond, Pensions and Investments online, 4 March 2013: http://www.pionline.
com/article/20130304/PRINTSUB/303049975, (accessed August 2013).

http://www.pionline.com/article/20130304/PRINTSUB/303049975
http://www.pionline.com/article/20130304/PRINTSUB/303049975
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have, until fairly recently, been relatively passive stewards5, conservative in investment philosophies and 
operating solely within their mandates.

The change seems to have been driven, in part, by the Carbon Tax Policy Paper published by the National 
Treasury in 2011 and amended in 2013, as well as by an amendment to pension fund legislation (Regulation 
28 of the Pension Funds Act), which contains prudential guidelines for retirement fund investments. This 
moved the importance of managing risks and opportunities related to the ESG performance of investments 
across all asset classes into the mainstream. Retirement funds’ investment policy statements must now 
indicate how they intend to apply and deal with ESG criteria and disclosures.

The new regulation was reinforced by a number of national and international policy initiatives, including 
the South African National Growth Path Plan, the King Code of Governance Principles for South Africa 
(King III), and a new Code for Responsible Investing in South Africa (CRISA), launched by the Committee 
on Responsible Investing by Institutional Investors in South Africa. CRISA requires institutional investors 
that choose to abide by the code to fully and publicly disclose to stakeholders the extent to which they have 
applied the code on an annual basis. If an institutional investor has subscribed to one of the principles 
of the code but has not fully applied it, the reasons for doing so have to be disclosed. For all signatories, 
disclosures of this nature and the policies on which they are based have to be made public. Similarly, the 
King III code requires that listed companies issue  integrated sustainability reports or explain why they 
are not doing so. As a result, sustainability reporting is relatively well developed and widespread in South 
Africa.

Globally, sell-side research and broker reports are increasingly covering ESG issues in company 
evaluations, and some reports even focus on ESG issues exclusively. In addition, some investment teams 
have established dedicated ESG research departments. 

Locally, this is not yet the case, and the lack of consistent and comparable ESG data has been one of the 
most substantial and persistent barriers to ESG integration. The lack of specific, mandated disclosures 
means that, even among leading corporate responsibility and sustainability reports, the data is likely to 
vary in terms of the issues covered and the methods of measurement used. 

High-impact, highly visible industries such as mining, oil and gas, which dominate in Africa, have 
experienced stakeholder pressure to be more transparent. But it is clear that a focus on ESG data reporting 
by investors and financers is only now gaining some momentum, and that reporting of ESG data appears 
to be increasing as well as improving. In addition, reporting on corporate responsibility by companies is 
becoming more uniform thanks to voluntary global initiatives like the Global Reporting Initiative (GRI) 
and the Carbon Disclosure Project (CDP). Just as there is a trend toward integrated reporting, initiatives 
are also being developed to link reporting on financial and non-financial data, which has the potential to 
increase data quality.

Without doubt, ESG integration continues to evolve rapidly in today’s highly dynamic marketplace. So 
too do the roles of asset owners, mainstream investors and companies in promoting and supporting ESG 
integration. To date, though, none of these groups have forcefully driven integration. Rather, as we see 
from this limited survey, the current landscape can be characterised in the same way as the authors of 
ESG in the Mainstream6 described it - as “a game of chicken, in which asset owners aren’t demanding 
integration, investor relations at public companies aren’t communicating about ESG, and investors aren’t 
asking about ESG policies or performance. Each side seems to be waiting for the other to demonstrate 
the significance or impact of ESG issues.” It is a tentative process. Within the few more progressive asset 
owners, the selection of asset managers on the basis of their application of ESG factors may soon be the 
norm. These asset managers seem to understand the concept of shared value - or at least grasp that it is 
important to respond to the changing environment - and are actively engaging with companies, encouraging 
research and creating new products that address some of the questions. 

5 Responsible Investment and Ownership: A Guide for Pension Funds in South Africa (Draft), 23 October 2012, International Finance Corporation and 
Sustainable Returns Project.
6 ESG in the Mainstream: The Role for Companies and Investors in ESG Integration by Laura Gitman, Blythe Chorn, and Betsy 
Fargo: www.bsr.org, September 2009.

http://www.bsr.org
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Institutional investors should tend naturally toward long-term investment horizons given the large size 
of their portfolios and their vested interest in growing those portfolios long term. All of the institutional 
investors responding to the question of time horizons in the survey clearly support longer periods for 
pension fund performance evaluation and, of those, 40% believe that the horizons should be no shorter 
than three years, but preferably five to seven years. Unfortunately, the historical processes inherent in 
professional investment management have had the unintended consequence of focusing on performance 
monitoring and metrics in ever shorter increments, in the belief that this would identify gaps requiring 
remedial action. Yet water and climate effects often don’t show up as a peak in the chart or as an obvious 
gap, as these effects can only be seen in trend analyses of particular indicators over a long period.

In general, investor views of the price and portfolio impacts of carbon and water scarcity risks, the two 
ESG risks considered in detail in the study, vary considerably. Unusually, investment managers prefer to 
rely on explicit ESG signals from their clients, in the form of mandates or investor reports, rather than 
on their own analyses, while claiming to offer ‘active’ investment management. Experience indicates that 
companies are often unaccustomed or reluctant to highlighting these risk issues with their investors, and 
as a result, the investment value chain for South African portfolios has embedded systemic risks that are 
not well understood, are poorly tracked, and may have significant impacts on valuations. Climate change 
risks – for example, carbon pricing and fresh water scarcity – appear not to be properly factored into 
investment decisions, even though these may be material. The widely held hypothesis that the majority of 
investors may be holding mispriced assets, therefore appears to be true7. 

While ESG is far from fully integrated into mainstream investments, increased communications between 
investors and companies on these issues can address many of the recurring challenges, and can work to 
improve ESG integration. When investors begin to assess ESG performance in the same robust way that 
they currently assess a company’s management team or external market risks, companies will begin to be 
rewarded or penalised for how they manage ESG issues as part of their efforts to improve overall business 
performance and, by default, long-term sustainable growth. 

While this is not yet a typical investment approach, there is exciting momentum in this direction. 
Most institutional investors who responded in the survey (73%) seem to recognise that there must be 
a correlation between ESG management and financial performance, and stated that they would be 
prepared to pay a premium of up to 10% for better environmental performance, partly as a proxy for good 
management. Investors with prudential8 mandates are attempting to balance the tension between demands 
for performance from clients and the risks and opportunities in portfolios. Until integration is achieved, 
however, companies with strong ESG performance may not be appropriately valued, and incentives to 
improve will remain weak. 

This study of the current attitudes and approaches of institutional investors supports the recommendation 
that the Navigating Muddy Waters series should promote a re-think of the ‘investment-as-usual’ 
approach, which continues to invest in a ‘business-as-usual’ economic path in South Africa. Investments 
across all asset classes have, to a greater or lesser extent, embedded ESG risks. This is especially true of the 
equities of some of South Africa’s major, publicly listed companies and/or the fixed income instruments of 
major state-owned enterprises (SOEs). This issue was explored by asking investors whether “the exposure 
of major investors to sectors that are particularly vulnerable to climate change risks is large relative 
to overall assets, particularly when investments in the state-owned entities of Eskom and Transnet are 
taken into account.”  The majority (90.9% of 11 respondents) agreed or strongly agreed.
Externalities9, including greenhouse gas emissions (GHG) caused by various companies, may significantly 
affect the value of global capital markets and their potential for growth as the regulatory context changes. 
This may certainly be the case in South Africa’s capital markets, especially as exchange controls limit 

7 In this survey, 54.6% of institutional investors agreed with the adjusted problem statement that “investors are mostly not pricing climate change and 
fresh water risks as a result of policy, technology and environmental impacts when making investment decisions, resulting in mispriced assets and 
potential systemic risk.” Opinions touched the role of the market in pricing externalities, the role of regulation and the lack of enforcement, as well as 
policy risk. Physical risk is not being priced. 27% disagreed, and18% had no opinion. 
8 Prudent: From the Latin ‘prudentia’. Characterised by the use of prudence; arising from careful thought or deliberation.
9 A negative externality occurs when an individual or firm making a decision does not have to pay the full cost of the decision. If a product has a negative 
externality, then the cost to society is greater than the cost the consumer is paying for it. Since consumers make a decision based on where their 
marginal cost equals their marginal benefit, and since they don't take into account the cost of the negative externality, negative externalities result in 
market inefficiencies unless proper action is taken. When a negative externality exists in an unregulated market, producers don't take responsibility for 
external costs that exist and these are passed on to society. From http://economics.fundamentalfinance.com/negative-externality.php (accessed April 
2014).

http://economics.fundamentalfinance.com/negative-externality.php
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diversification away from the country. According to a report by the International Finance Corporation 
(IFC), sustainable investment in Sub-Saharan African countries totals USD125 billion (representing 
approximately 20% of the total assets under management into which ESG issues are factored as a part 
of the investment decision-making processes)10. Findings from this research, however, are that in South 
Africa, investment practitioners at the major investment firms may still be characterised as novices on 
the sustainable investment development curve. Few institutional investors are thinking critically about 
how to invest in a profoundly changed future for South Africa, with too little water and too much carbon. 
Investment policies incorporating ESG risks are partly developed but not evenly implemented at process 
level. Sustainable investing faces the barriers of knowledge gaps, a lack of education, lack of capacity to 
process the conclusions arising from ESG analyses, missing technical skills, few agreed ESG metrics, and 
a lack of demonstrated success. 

Institutional investors, regulators and other actors in the investment value chain need to take steps to tackle 
the policy, economic, social and technological factors affecting the practice of investment management. 
There may truly be sustainable investment opportunities to the value of trillions of rand available, but 
these are not obvious or visible due to a current lack of emphasis. Undoubtedly, companies would respond 
if investors made more demands. Such demands, however, are a lot to expect in the current, economically 
constrained circumstances, with investors and managers alike casting around for something – anything – 
that will yield a prompt return. It is therefore hard to avoid the conclusion that little will change without 
regulatory or government intervention, even though respondents to the survey were split on this issue11. 
Climate change is not something that is confidently dealt with in investment circles in South Africa. This 
occurs for many reasons, some of which are intellectual while others are operational. While both the 
process of searching for opportunities and that of reducing risks are strong motivations for investors to 
include ESG factors in their investment process, doing so is not a simple exercise, and it requires that 
investors be well informed about the local factors that shape long-term risk. 

Although global ESG disclosure is expected to increase in coming years, investors are encouraged not 
to wait for improved levels of disclosure, but rather to take active steps towards the implementation of 
a responsible investment strategy for their emerging market investments. South Africa, as an emerging 
market with a well-developed financial system, relies on an active capital market to grow the economy, 
with major investment from retirement funds, a cornerstone of institutional investment. A significant 
responsibility therefore rests with these institutional investors to approach investment differently, by 
integrating externalities with due regard for resource boundaries, climate change risks and development 
challenges. Investing in a future with a changed climate implies that capital today ought be allocated 
to investment themes and asset classes that can build the economy, not as an ever-larger hydrocarbon-
dependent economic infrastructure, but as a system based on a low-carbon and inclusive path. Investors 
need to reach out to investee companies in order to overcome data gaps, as well as the gap that exists 
between many investors’ expectations and companies’ understanding of these expectations. This would at 
least be an appropriate initial step that will, in future, deliver strong societal returns.

Based on this glimpse into the state of attitudes and concurrent activities, this report offers some insight into 
and possible measures for policymakers, regulators, asset owners, investment managers and investment 
analysts to consider when responding to the shifting investment landscape, or at least to use in order to 
challenge the current system to improve market resilience and generate value in the long term. 

10 Bridging gaps effectively: Addressing ESG risks in emerging markets, Sustainanalytics (2012): http://www.sustainalytics.com/bridging-gaps-
effectively-addressing-ESG-risks-emerging-markets-1 
11 Institutional investors were ambivalent with regard to the question of whether“[a]dditional regulatory mechanisms need to be put into place in order 
for lower carbon financial markets such as covered bonds to develop”. 50% of respondents agreed or strongly agreed (12.5%), 25% disagreed and 
25% had no opinion.

http://www.sustainalytics.com/bridging-gaps-effectively-addressing-esg-risks-emerging-markets-1
http://www.sustainalytics.com/bridging-gaps-effectively-addressing-esg-risks-emerging-markets-1
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HIGHLIGHTS
The following highlights arose from the survey, related comments from investors and the 
background research undertaken for this report. They attempt to reveal the ‘state of play’ as well 
as to highlight some of the most important issues that require further exploration. 

1. Global research and surveys have revealed that only a small cohort of institutional 
investors are at the forefront of ESG best practice globally, and this is also evident in 
the South African context.

2. Similarly, sell-side research and broker reports are increasingly covering ESG 
issues in company evaluations overseas. Locally, this is not yet the case.

3. Despite this, there is acknowledgement from investors that ESG issues are becoming 
increasingly relevant, and that climate change cuts across all sectors and affects the entire 
value chain. There is a realisation that climate change and water availability may limit the 
ability of some sectors to grow in the future.

4. Almost all of the regulatory signals are focussed heavily on carbon pricing rather 
than on broader carbon risks, which is why it is used as a proxy for ‘climate risk’. 
This has become a distraction from quantifying other ESG aspects, including the issue of water 
scarcity.

5. The majority (90.9% of the 11 respondents) agreed or strongly agree  that “the exposure 
of major investors to sectors that are particularly vulnerable to climate change 
risks is large relative to overall assets, particularly when investments in the state-owned 
enterprises of Eskom and Transnet are taken into account”.

6. However, few institutional investors are thinking about how to invest in a 
profoundly changed future in South Africa, when there will be too little water and too 
much carbon.

7. All of the institutional investors responding to the question of time horizons in this survey were 
clear that longer periods for pension fund performance evaluation are preferable. 
Of those, 40% believe that the horizons should be no shorter than three years, and should 
preferably be five to seven years.

8. Most institutional investors who responded to this survey (73%) seem to recognise that 
there must be a logical correlation between ESG management and financial 
performance, and stated that they would be prepared to pay a premium of up to 10% for 
better environmental performance, partly as a proxy for good management. 

9. Investor views of the price and portfolio impacts of carbon and water scarcity risk 
vary considerably.

10. Sustainable investing both in South Africa and globally faces the barriers of knowledge 
gaps, a lack of education, the capacity to process the conclusions arising from ESG analyses, 
missing technical skills, few agreed ESG metrics, and a lack of demonstrated success.

11. In spite of the obvious challenges, none of the three groups of role players in the 
financial system (asset owners, investors and investment companies) have taken 
a decisive lead in driving integration. 

12. The drivers for ESG integration, supported by climate policy measures such as carbon 
taxes and growing water stress, are likely to support demand from asset owners for 
investment managers to incorporate climate change criteria, such as adaptation or mitigation 
policies and practices, into investment decision-making. 
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INSIGHTS
Some of the insights gained from this research were informed by the latest global work on the 
issue, as well as by conversations with and signals from investors. They give a valuable perspective 
in light of changing investment circumstances.

Awareness and understanding

1. Within a very short period of time, investors have been thrust into the ESG arena, with 
seemingly little prior warning, although global signals have made it difficult to ignore. This 
is uncomfortable territory for a sector that has never had to engage with the complexity of 
sustainability and resilience and their link to value.

2. Though investors recognise the importance of ESG issues, and are beginning to spend 
time and resources to research how they can take these issues into account in their investment 
practices, many have yet to make significant progress in integrating ESG issues into 
their processes. 

3. The application of the definition of ‘climate risk’ seems to be narrow. When investors 
respond to questions about climate change risk, they essentially regard the ‘cost of carbon’ to 
be in the form of carbon taxation or mitigation, rather than the cost of adaptation or 
the cost of externalities. The costs or risks are calculated using carbon emissions as a proxy. 
Sometimes water issues are considered as part of - or linked to - the climate equation, but most 
often they are examined separately. 

4. The practice of looking solely at financial reports means looking only at a narrow slice 
of that spectrum of information. Yet the information that lies in a company’s environmental 
practice, employee practices and in other non-financial factors can also be very important. At 
present, investigating these issues appears to be mostly up to the committed individual rather 
than the institution, in spite of what investment policies may state.

Limiting factors

1. There is a lack of sufficient ESG data. While company reporting on ESG issues – both in 
terms of breadth and quality – has improved significantly over the past decade, it is seen as 
falling short of the quality needed for investors to integrate the information into 
their investment research and decision-making processes. The major criticisms made 
of the ESG-related data provided by companies are that calculation methodologies are applied 
inconsistently and that companies commonly provide little information on the meaning 
or implications of the indicators being reported. Moreover, despite the growing interest in 
integrated reporting, most companies are rarely clear about which, if any, ESG issues are important 
value drivers for their business, do not provide a robust account of the financial relevance of 
ESG issues to their business, and do not do what is necessary to make information usable to 
investors.

2. Investors tend to focus on quantitative data, which sometimes precludes the use of 
qualitative elements in their decisions. It is natural that they would value most highly that 
which can be measured most regularly and easily, and which gives a level of certainty. Given 
that many ESG-related issues can be difficult to quantify, they are often ignored. 
This is why carbon and water are receiving so much attention, as the Carbon Disclosure Project, 
Water Disclosure Project and other initiatives have presented real numbers for investors to 
work with. Abraham Maslow, the renowned psychologist, famously quipped, “If the only tool 
you have is a hammer, every problem begins to look like a nail.”12 In the same way, if the only 
tool available for measuring value is a price tag, issues with no price tag attached to them may 

12 Abraham Maslow The Psychology of Science (1966):  http://www.afirstlook.com/docs/hierarchy.pdf (accessed November 2013).
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seem to have no value. And those that are not on a balance sheet can begin to look invisible and 
not worth taking into account. Other than labour costs, many ESG issues fall into this category.  

3. Barriers to investing in a low-carbon portfolio as cited by investors include the 
inertia against changes to investment practice, the absence of consistent frameworks 
for investment tracking and ESG impact attribution. Some institutional investors trying 
to apply ESG factors are unclear on how best to track impacts. Impact measurement and ESG 
performance attribution remain an intellectually challenging and operationally complex aspect 
of responsible investment practice. One participant pointed out that “more knowledge and 
information on how to evaluate the cost” is needed.

Demand

1. A common view is that there is a systemic lack of demand from asset owners for 
responsible investment. Many of the investment manager representatives interviewed for this 
project expressed the concern that efforts to make responsible investments did not seem to be a 
factor in the appointment of fund managers. They did, however, say that this is changing in the 
case of one or two of the more progressive firms for which responsible investment is becoming 
important. 

2. The lack of demand weakens the case for investors to commit resources to responsible 
investment and to do high-quality work in this area. Asset owners could generate demand 
by communicating their desire for investment products from investment managers that support 
this shift, such as low-carbon equities, green bonds and project finance securities, to enable 
capital to be re-allocated away from high-carbon, high-water investment to low-carbon, low-water 
investment. Participants commented that there could be “increased appetite from end investors”, 
that “more client demand for such investments is important.”; and that “client mandates must 
provide guidance on their views and how they wish it to be implemented.” 

3. Short-termism is a persistent issue. A few respondents to the survey highlighted the short-
term focus of most investment contracts and/or mandates. This drives a focus on short-term 
financial performance, with investment decisions being based on likely short-term 
movements in asset prices rather than on the companies’ longer-term strategies and 
prospects. This, in turn, has perverse consequences, as it incentivises companies to focus and 
report on activities that yield returns in the short term rather than on activities that will lead to 
success over 10 or 20 years. It also reduces the incentives for investors to engage on issues that may 
provide longer-term benefits to the company, and perpetuates short-term thinking among 
others in the investment value chain. Analysts, for instance, note that there is limited market 
demand for longer-term thematic research. The current pattern of communication between 
companies and investors therefore perpetuates and reinforces short-termism in the 
market.

4. Further exacerbating the problem is the ever-shortening length of CEO tenures, 
which have dropped from an average of eight years to an average four years in the past 20 years13. 
Investors tend to lose patience with strategies, whatever their long-term merits may 
be, if they don’t meet quarterly expectations for earnings growth. There is no incentive 
to bear the financial discomfort that can accompany upfront investment in innovative long-term 
solutions, particularly when the returns are not realised within a shorter time horizon. As a result, 
even good ideas don’t receive investment support if they don’t promise adequate 
short-term returns.

13 BSR at 20: Accelerating Progress (2013): http://report.bsr.org/en/forward-vision/financial-markets-that-promote-long-term-value (accessed November 
2013).
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What needs to change

1. All of the institutional investors responding to the question of time horizons in the 
survey were clear that longer periods for pension fund performance evaluation are 
preferable, and 40% of those believe that the horizons should be between three and seven years. 
This would necessitate a change in culture, mandates, incentive schemes, fund policies and other 
factors.

 
There is a whole new set of competencies which business leaders, investors and 
asset owners need in order to engage fully with the subject matter. It is vital that the 
investment community builds its capacity to use ESG information better. It is in the public interest 
- as well as in the interests of investors - that markets value companies as accurately as possible. 
Integrating ESG information into investment decisions should enable investors to make better 
decisions and stimulate the flow of capital into companies with enhanced ESG performance. The 
more attention asset owners, asset managers and analysts pay to this information, 
the greater the alignment will be between their financial interests. Studies have shown 
the materiality of ESG factors for business have, encouragingly, demonstrated that “(globally) 
investors are increasingly interested in non-financial information”14. The number of local 
studies and examples demonstrating a positive correlation between ESG factors and business 
success continues to grow. 

2. Developing the skills necessary to analyse ESG metrics in addition to traditional 
financial performance indicators will be imperative, as will the discipline necessary 
for pricing externalities into a more complete view of a company’s long-term value. 
While not all ESG issues are easy to quantify and include as line items in a model, it is nonetheless 
true that acknowledging or considering the impact of material ESG metrics to a company, even 
qualitatively, is an important first step. Factoring ESG issues into traditional investment analysis 
may not be perceived as the fastest route to creating wealth, but it is a necessary factor in evaluating 
the long-term viability of a business. As such, asset managers and financial analysts should 
collaboratively develop a more comprehensive valuation methodology. 

Consequences of the current paradigm

1. Findings from this study reflect that very few institutional investors are 
comprehensively assessing investment risks from CO2 emissions across their 
portfolios, investing in projects or equities with specific low-carbon outcomes or 
positioning investments for an expected fall in the value of carbon-intensive assets. 
Over half of the institutional investors (55%) agreed with the adjusted problem statement 
(Hypothesis 1) that “investors are mostly not pricing climate change and fresh water risks as 
a result of policy, technology and environmental impacts when making investment decisions, 
resulting in mispriced assets and potential systemic risk.” 

2. In the past decade, investors have suffered considerable loss of value following the mispricing 
exhibited in the dot.com boom and the more recent credit crunch. The carbon bubble 
could be equally serious for institutional investors – including pension fund 
beneficiaries - and the value lost would be permanent. At present, the price of a fossil 
fuel company’s shares is calculated under the assumption that all fossil fuel reserves will be 
consumed. With this in mind, investors were asked: “how does your fund/company consider 
the longer-term implications of pricing carbon emissions or other climate change costs 
into your investment calculations? For example, how would your investment valuations be 
affected if climate costs were applied to coal and coal reserves, either locally or globally?” 
Responses showed clearly that many investors don’t fully understand what is 
meant by a carbon bubble, nor do they factor this into their valuation models. 

14 Robert G Eccles, Michael P Krzus and George Serafeim, Market Interest in Nonfinancial Information (Harvard Business School Working Paper 12-
018, 2011).
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3. A surprising result is that, although the demand for water in South Africa is expected 
to outstrip supply by 202515, and is a far more serious crisis affecting growth prospects, 
investment interest in water issues is ad hoc. Respondents demonstrated conceptual buy-
in to the threats of water scarcity and/or business continuity, but no proactive processes for 
tracking impacts or mapping water scarcity risks at portfolio level are available.

4. Overall, there was a general view that the integration of ESG issues into investment 
practices and processes is occurring, albeit slowly, and is still a work in progress. 
Investment analysts and fund managers find that it is extremely difficult to add or show investment 
value through a focus on ESG issues and as a result, are sceptical about whether ESG issues are 
financially material or financially relevant to their investments. In part, this reflects the issues 
related to short-termism, data and market demand, but also reflects a general lack of experience 
in the investment industry as to how to integrate ESG issues into investment processes. This 
is compounded by a lack of guidance by consultants on how investors should approach this 
integration. 

Successful investment requires an accurate analysis of risk and reward. It may be a valid 
assumption, therefore, that ESG issues are critical to the assessment of both. Yet, even for such a 
straightforward concept, responsible investment practices across the sector still appear to be stubbornly 
opaque, and the question about estimating a portfolio’s fair value when taking these issues into account is 
still a matter that remains unanswered. 

Re-calibrating investment practice from investment-as-usual for a climate-constrained world therefore 
needs new thinking, adaptation or perhaps even a revolutionary approach to established investment 
methodologies. 

SCOPE OF STUDY

WWF South Africa has a particular interest in raising awareness of potential systemic carbon 
risk among South African investors and financial market regulators. The organisation’s concern 
is that the depth and breadth of collective financial exposure to high-carbon investments could 
become a major risk for investors as policy changes are implemented to facilitate the transition to 
a low-carbon economy. This centres around the fact that capital markets may be fundamentally 
mispricing assets and, as a result, building up a systemic risk that threatens long-term growth. 

Over time, as policy and technology work to reduce returns in high-carbon sectors while supporting those 
in low-carbon sectors, institutional investors, banks, companies, mutual funds and retail investors with 
holdings in high-carbon sectors could be exposed to stranded assets and lower returns. This risk may be 
compounded by the dual listing of several carbon-intensive stocks on the JSE and on other exchanges such 
as the FTSE and the NYSE, since carbon-related shocks that affect such stocks in one market will affect 
them in other markets too.  Consequently, professionals responsible for stewarding large portfolios made 
up of pension and savings capital should take steps to grow South Africa’s economy by fully valuing their 
investments in future cash flows within a climate-changed country.

There are also significant opportunities provided by the emergence of a green, low-carbon economy, such as 
opportunities to invest in renewable energy generation and the development of closed-loop manufacturing 
processes. These opportunities are currently limited, and require coordinated action by government policy 
makers in order to make them viable for investors seeking to move out of high-carbon-risk investments. 

15 "[T]he government expects demand to outstrip supply by 2025-2030, constraining farming and mining.” South Africa’s $40 Billion Water Gap 
Threatens Economy by Mike Cohen and JacoVisser, Bloomberg News. October 15, 2012:  http://www.businessweek.com/news/2012-10-15/south-
africas-40-billion-water-gap-threatens-economy. (accessed14 April 2013).
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In order to speed up the emergence of these new investment opportunities, WWF South Africa hopes to 
highlight some of the mechanisms that will support this process. This portion of the overall research (one 
part of four) set out to assess, through interviews and other methodologies, the extent to which institutional 
investors are addressing ESG risk in their portfolios. It did so by reveiewing fund manager policies and the 
integration of ESG criteria into investment decision-making for publically traded bonds and equities, using 
emissions and water scarcity as proxies for climate risk, which is the most commonly cited ESG issue.  

METHODOLOGY

In trying to understand institutional investment activity, it is always difficult to capture opinions 
and attitudes. This report has combined selective interviews, a survey and recent research into 
major asset owners and large institutional investment managers to offer a picture of how ESG is 
featuring in investment decisions in South Africa today. 

Using an online survey, WWF surveyed respondents in early September 2012 and again in early October. 
The asset owners surveyed represented ZAR1,056 trillion (USD121.997 billion) in funds under management, 
and institutional investment managers represented ZAR2,744 billion (USD317 billion)16. Taken together, 
this represents over half of the USD438,2 billion in total assets under management in the general asset 
management industry in South Africa (Sustainable investment in Sub-Saharan Africa, IFC, 2011). Asset 
owners and investment managers targeted for the survey were selected in consultation with WWF, and 
originally sought responses from at least eight major retirement funds and asset owners as well as eight 
major investment firms. 

The initial 27 survey questions used multiple choice, quantitative and qualitative inputs, with the second 
phase directly testing the five hypotheses outlined in Appendix 1. These were followed by ad hoc interviews. 
The emphasis of the survey was on climate change, although carbon is only one of several ESG factors that 
will become increasingly material to investors. 

The questions provided the opportunity for respondents to offer both data and opinion for analysis. 
Responses were supplemented with publically available investment information and media reports, as 
well as with secondary research from similar studies in both South Africa and from around the world. All 
inputs were interpreted in order to develop the findings and the recommendations outlined in this report. 

Recent research on investor attitudes and behaviour, low carbon and carbon taxes that were used to 
supplement responses from the survey included information compiled by WWF for the UN FCCC COP1717, 
the Sustainable Investment in Sub-Saharan Africa report (an IFC-commissioned study by SinCo and 
RisCura, July 2011)18, and the recent research on JSE40 companies and the 10 largest collective investment 
schemes (unit trusts) in Dirty Feet: Portfolio Carbon (SinCo and Trucost, January 2012)19.

16 While the respondents represented this amount in total, overlapping owner/manager relationships imply some double-counting. Asset owners 
represented ZAR1,055,996,051,312 (USD121,997,256,358); investment managers ZAR2,744,212,008,059 (USD317,033,700,489). Cross rate used: 
ZAR8.63521 : US$1, from oando.com currency converter, 30 October 2012.
17 Sustainable Investment in Sub-Saharan Africa report SinCo and RisCura, commissioned by the IFC, July 2011. The findings are based on a literature 
review and empirical analysis, including interviews with investment practitioners. Primary research was conducted in 2010 and 2011, and included  
interviews and correspondence with over 160 investors, lawyers, analysts, consultants, academics, and advisors active in investment in South Africa, 
Nigeria, and Kenya (13 asset owners, 37 asset managers, 52 private equity investors and 59 investment stakeholders): http://www.sincosinco.com/
siinssa  (accessed 12 September 2012).
18 Sustainable Investment in Sub-Saharan Africa report SinCo and RisCura, commissioned by the IFC, July 2011. The findings are based on a literature 
review and empirical analysis, including interviews with investment practitioners. Primary research was conducted in 2010 and 2011, and included  
interviews and correspondence with over 160 investors, lawyers, analysts, consultants, academics, and advisors active in investment in South Africa, 
Nigeria, and Kenya (13 asset owners, 37 asset managers, 52 private equity investors, and 59 investment stakeholders): http://www.sincosinco.com/
siinssa  (accessed 12 September 2012).
19 Dirty Feet: Portfolio Carbon, January 2012 - Portfolio risks and opportunities from the carbon intensities of the 40 largest listed companies in South 
Africa by Graham Sinclair, Stefano Dell’Aringa and Liesel van Ast. http://www.sincosinco.com/portfolio-carbon.php (accessed July 2012).
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1. INTRODUCTION
WWF’s benchmark for the consumption of natural resources, the Living Planet Index20, continues 
to fall. The 2012 edition of the Living Planet Report21 highlights the tremendous pressure that 
humanity is putting on the planet, using 50% more natural resources than the earth can provide. 
By 2030, even two planets will not be enough to meet the demand for natural resources. Natural 
capital is declining and the ecological footprint of human activity is increasing, while resulting 
social tensions are growing. From a greenhouse gas and climate change perspective, the numbers 
continue to increase, with global carbon dioxide (CO2) emissions from fossil-fuel combustion 
reaching a record high of 31.6 gigatonnes (Gt) in 201122. Ahead of the Rio+20 conference23 in 
June 2012, marking 20 years since the 1992 Earth Summit, the International Energy Agency 
(IEA) Chief Economist, Fatih Birol stated24 that “new data [presents] evidence that the … 2°C 
trajectory is about to close”. 

There is overwhelming scientific evidence that the earth’s climate is changing, precipitating such effects as 
the loss of water quality and availability, biodiversity loss etc. If left unmitigated, the social and economic 
implications of this could be extreme. The policy and regulatory environment is, however, also changing, 
and whatever one’s view of the nature and timing of the physical effects of global climate change, it is 
evident that, from a policy perspective we are moving towards a carbon-constrained future that presents 
substantial risks and opportunities for business. Within this context, the marketplace is changing, as 
stakeholders across all sectors shift their expectations of business on this issue. Investor groups across the 
world are demanding greater transparency on environmental, social and governance (ESG) performance, 
customers are beginning to include ESG factors in their purchasing choices, and many civil society bodies 
are engaging governments and businesses alike on ESG actions, in particular climate change. 

The sustainability meta-trend25 plays out in themes such as demographics, infrastructure, energy, mobility, 
food security, nutrition, accessibility and urbanisation. Investors, as with all sectors, must face resource 
constraints, and any expectation of unrestrained growth into the future is unlikely. Against this background, 
there is growing awareness that investment can play an essential role in tackling the social and economic 
challenges in the region, and that resulting economic growth will benefit investors in the long term. The 
importance of integrating ESG factors into investment is particularly important for developing countries 
such as South Africa, which have limited resources to mitigate or adapt to rapid urbanisation or the 
anticipated effects of climate change, and which also experience agricultural production swings and food 
price volatility. Institutional investors therefore need to take a variety of steps in order to tackle the policy, 
economic, social and technology factors affecting the practice of investment management.

Institutional investors are defined as professional investment entities managing large portfolios of assets, 
for example pension funds, insurance companies, investment managers, investment banks, foundations, 
endowments, wealth managers, trust funds, family offices and collective investment schemes. A significant 
role is played by institutional investors because of their size and because of the impact their decisions on the 
‘shape’ of the market, the returns generated and the assets they choose to invest in. Institutional investors 
directly and indirectly influence over ZAR3,5 trillion in assets in South Africa today, with ZAR1,05 trillion 

20 The Living Planet Index (LPI) is an indicator of the state of global biological diversity, based on trends in vertebrate populations of species from around 
the world: http://www.zsl.org/science/research-projects/indicators-assessments/index,134,ZI.html (accessed 24 October 2012).
21 Living Planet Report, WWF (2012): http://wwf.panda.org/about_our_earth/all_publications/living_planet_report/2012_lpr/
22 Global carbon-dioxide emissions increase by 1.0 Gt in 2011 to record high, 24 May 2012: http://www.iea.org/newsroomandevents/news/2012/may/
name,27216,en.html (accessed 12 June 2012). “In 2011, a 6.1% increase in CO2 emissions in countries outside the OECD was only partly offset by a 
0.6% reduction in emissions inside the OECD. China made the largest contribution to the global increase, with its emissions rising by 720 million tonnes 
(Mt), or 9.3%, primarily due to higher coal consumption.”
23 Rio+20, United Nations Conference on Sustainable Development held in Rio de Janeiro, Brazil on June 20-22, 2012:. www.uncsd2012.org/ (accessed 
12 June 2012).
24 Global carbon-dioxide emissions increase by 1.0 Gt in 2011 to record high, 24 May 2012: http://www.iea.org/newsroomandevents/news/2012/may/
name,27216,en.html (accessed 12 June 2012). “In 2011, a 6.1% increase in CO2 emissions in countries outside the OECD was only partly offset by a 
0.6% reduction in emissions inside the OECD. China made the largest contribution to the global increase, with its emissions rising by 720 million tonnes 
(Mt), or 9.3%, primarily due to higher coal consumption.”
25 Five meta-trends that are shaping our world (2004) David Snyder, The Futurist Magazine, July/August edition/
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in assets directly controlled by the Government Employees Pension Fund (GEPF), a sovereign wealth fund 
that is the largest in Africa and one of the 20 largest in the world. On average, asset owners affect the 
economy26 while institutional investors, primarily retirement funds, “dominate global financial markets”27. 
These investors are increasingly faced with future investment scenarios bounded by climate realities, and 
are seeking higher yields and greater risk diversification in frontier and emerging markets in Africa28.

2. CONTEXT

2.1 SOUTH AFRICA’S UNIQUE SITUATION
South Africa is the world’s third-largest coal exporting country, exporting 25% of its production29. 
The country uses 53% of the balance of its coal production for electricity generation (Eskom), 33% for 
petrochemical industries (Sasol), 12 % for metallurgical industries (ArcelorMittalSA) and 2% for domestic 
heating and cooking. 

Africa’s “largest economy30 is also the continent’s biggest polluter and is one of the 20 biggest emitters 
of greenhouse gases worldwide”31, with estimated total 
emissions of about 500 million tonnes of CO2e (carbon 
dioxide equivalent) a year32. As would be expected for the 
country’s largest emitter, which accounts for around 45% 
of emissions according to the CDP 2012 report, Eskom has 
faced some tough questions by parliamentary committees 
on its approach to emissions limits and its adoption of 
renewable technologies33. 

South Africa’s energy sector is critical to the economy 
as the country relies heavily on its large-scale, energy-
intensive mining industry34. For decades, the government 
has lured industrial investment with the promise of cheap 
coal-fired energy. This strategy has locked the country 
into a particular energy supply scenario. The fact that the 
resource is readily available and that there are many years 
of reserves still available has made the value proposition 
all the more attractive. Thus, the assertion that South 
Africa is “addicted to coal” has some validity, both as a 
power generation input and as a dollar export earner. 
However, developing countries such as South Africa face 

26 Defining Momentum: The Retirement Fund Investment Value Chain And The State Of ESG In South Africa”, SinCo commissioned by the IFC, July 
2012.  Asset owners as a whole are ‘universal owners’. Ultimately, the asset owner has a vested interest in the whole economy and, taken to its logical 
extreme, to the planet on which all economies exist. The sum of all asset owners in southern Africa – the government, state-owned enterprises, private 
sector companies, the financial sector and retirement funds -  as well as international investors,  in aggregate, have a vested interest in regional longer-
term economic growth that is sustainable.
27 Global Standards and Emerging Markets: The institutional investment value chain and CalPERS' investment strategy by Tessa Hebb, School of 
Geography and the Environment, Jesus College, University of Oxford and Dr.Dariusz Wójcik and Rothermere American Institute presentation to New 
School Conference entitled Pension Fund Capitalism and  the Crisis of Old-Age Security in the United States, New York, September 10-11 2004.
28 See also Africa chapter in Evolutions in Sustainable Investing: Strategies, Funds and Thought Leadership Cary Krosinsky (ed.) (Wiley Finance, 2011).
29 Speaking to a large audience at the Investing in African Mining Indaba in Cape Town, McCloskey Group founder Gerard McCloskey, as reported 
in South Africa: Biggest Loser in Coal Investment Boom (2011). Online Review, by minrfund.com, 8 February 2011: http://www.resourceinvestor.
com/2011/02/08/s-africa-biggest-loser-in-coal-investment-boom (accessed 31 October 2012). Research by the Energy Information Administration (EIA) 
in the USA has acknowledged that what the EIA terms “estimated recoverable reserves (ERR)” cannot technically be called “reserves” because they 
have not been analysed for profitability of extraction.
30 Since this publication, Nigeria has over-taken South Africa as the continent’s largest economy, however South Africa retains its status as the largest 
emitter of greenhouse gases in Africa.
31 South Africa to introduce carbon tax, by Wendell Roelf, Reuters, 22 February 2012: http://www.reuters.com/article/2012/02/22/safrica-budget-carbon-
idAFL5E8DM4VA20120222 (accessed 7 April 2013).
32 South Africa’s CO2e emission from the consumption of coal from 2006-2010 (the most recent data) was 357.660 to 377.380Mt respectively.
33 Fall in line on climate change, Sasol by John Yeld, IOL, 11 November 2011: http://www.iol.co.za/scitech/science/environment/fall-in-line-on-climate-
change-sasol-told-1.1176349#.UWrJxxmhMts (accessed 12 October 2012).
34 South Africa Country Overview by EIA, 17 January 2013: http://www.eia.gov/countries/cab.cfm?fips=SF (accessed 14 April 2015).

NO EXTERNALISING
"Any intelligent person would make the assumption 
that in the years to come it will not be possible to 
externalise the cost of greenhouse gas emissions. 
And so, you need to price in these future costs now. 
But even apart from our responsibility to keep the 
lights on, what also drives clean energy procurement 
is straightforward commercial sense. Why build 
20,000 MW of coal-fired power stations when you 
know that you are going to have to pay a high price 
for emissions in 25 years’ time? I think these are 
the questions policymakers need to ask themselves. 
You'll have to pay the full cost of everything as time 
goes on. So to ensure our energy security on the 
continent, we need to do things differently, to look at 
alternative ways to lay on cleaner energy capacity for 
Africa tomorrow."  
- Valli Moosa, President of the International Union 
for the Conservation of Nature 2004-2008 and 
former Minister of Environmental Affairs and 
Tourism 1999-2004,  quoted by Credit Suisse, 
2008.
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the challenge of promoting development and addressing climate change goals simultaneously35.It is well 
documented that coal is the dirtiest of power-generating fuels in widespread use. It has a large emissions 
footprint and public health cost, with fatalities and long-term health issues for the men and women who 
mine it. 

A major research paper by the Harvard School of Public Health, published in 2011, outlines criticism of 
the waste stream and multiple hazards for health and the environment during the life-cycle cost of coal 
through the stages of extraction, transport, processing, and combustion. The costs of these wastes, health 
hazards and environmental impacts is currently making coal “falsely cheap”, because they are transferred 
onto society as “externalities” to the coal industry”36. Consideration needs to be given to the development 
of policies and strategies that aim to decouple economic growth and GHG emissions, which in the South 
African environment is going to be challenging. Perhaps it should also be highlighted that a delay of action 
to mitigate climate change will not delay climate change itself, or its inherent impacts.

International support for a global agreement to transition to a low-carbon future is still far from certain. 
South Africa is under immense political pressure to announce a range of mitigation plans and actions, or to 
face the possibility that its trade partners will penalise the country through their trade policies, using such 
mechanisms as border control taxes. This pressure has intensified annually because, for many negotiating 
countries, South Africa is not seen as fitting neatly into the ‘developing country’ category. 

With international progress having effectively stalled, and with growing concern about the potential loss 
of investment and trade competitiveness due to the country’s energy-intensive economy, the South African 
government has responded to the climate change challenge through a number of policies and plans, 
specifically through the National Climate Change Response White Paper (published in October 2012), the 
Integrated Resource Plan 2 (IRP2010), and the Carbon Tax Policy Paper. 

A price was modelled for carbon emissions in the electricity sector in the Integrated Resource Plan 
(IRP2010), which was published first. The IRP described power-generation options in a policy-adjusted 
scenario that seeks “a trade-off between least-cost investment, carbon emissions, technology risks, water-
use implications, localisation and regional imports”37. National Treasury commented in its initial 2010 
carbon tax paper38 that: “Government is of the view that South Africa needs to reduce GHG emissions 
while working to ensure economic growth, increase employment, and reduce poverty and inequality. 
These goals are not necessarily mutually exclusive. Environmentally related taxes have an important role 
to play in discouraging activities that impose high social costs, and in helping to ensure that economic 
growth and development are sustainable.”

But mitigation and ‘cleaner coal’ (e.g. in situ coal gasification) needs significant work and investment. The 
current permit conditions state that neither of the new Eskom power plants, Kusile and Medupi, will be 
commissioned without the latest scrubbing or carbon sequestration technology having been installed. The 
International Energy Association’s position is that “[c]oal’s future depends on making power stations more 
efficient and [on] the development of technologies like carbon capture and storage, coal bed methane and 
underground coal gasification. Old coal-fired power stations need to be shut and the newer ones made 
more efficient”39. 

35 “Mineral resources minister Susan Shabangu insisted that SA could not afford to let outside forces, especially those from developed countries, stop 
it from exploiting its plentiful thermal coal assets … [she]  expressed little support last week for water minister Edna Molewa's call for a special levy 
on mining companies to pay for the costs of fixing the legacy problems of acid mine drainage: .”http://www.fm.co.za/fm/2012/04/10/what-about-coal  
(accessed 24 October 2012) and quoted in What about coal? Consumption won't abate by Charlotte Mathews, Financial Mail, 10 April 2012: http://www.
fm.co.za/fm/2012/04/10/what-about-coal (accessed 1 October 2012).
36 A major research paper by the Harvard School of Public Health published in 2011 outlines criticism of the waste stream and multiple hazards for 
health and the environment during the life-cycle cost of coal through the stages of extraction, transport, processing, and combustion. The costs of 
these wastes, health and environmental hazards is currently making coal “falsely cheap”, because they are pushed onto society external to the coal 
industry as “externalities.” Researchers estimated that the life cycle health and environmental hazards effects of coal and the associated waste stream 
externalises costs of up to USD500 billion annually to the US public: “[m]any of these so-called externalities are, moreover, cumulative. Accounting for 
the damages conservatively doubles to triples the price of electricity from coal per kWh generated, making wind, solar, and other forms of non-fossil fuel 
power generation, along with investments in efficiency and electricity conservation methods, economically competitive”. In a 2011 report, environmental 
advocacy group Greenpeace described the "True Cost of Coal in South Africa”. To determine what ‘The True Cost of Coal’ is in South Africa, Greenpeace 
commissioned an independent study from Business Enterprises at the University of Pretoria (Pty) Ltd (BE at UP) to assess the external cost of coal-fired 
power generation in South Africa, focusing specifically on the case of Kusile.
37 A powerful new strategy to shape SA’s energy future by Anton Eberhard, 21 August 2012, Business Day. Prof Eberhard is a member of the National 
Planning Commission.
38 Discussion Paper For Public Comment Reducing Greenhouse Gas Emissions: The Carbon Tax Option, December 2010
39 John Kessels, a senior analyst in the International Energy Agency's (IEA) Clean Coal Centre at a conference on Zimbabwe coal organised by the 
Fossil Fuel Foundation, reported in What about coal? Consumption won't abate by Charlotte Mathews, Financial Mail, 10 April 2012:  http://www.fm.co.
za/fm/2012/04/10/what-about-coal  (accessed 24 October 2012).
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Long-term, the coal market demand may drop in 
developed markets, for example in the US. The 
Environmental Protection Agency (EPA) has already 
announced that “companies may retrofit most coal-
fuelled generating units with controls to reduce 
pollution, and that 2% to 12% of coal-fuelled capacity 
may be retired”40.  The International Energy Agency 
(IEA) predicted in 201241 that global power generation 
from hydropower, solar, wind and other renewable 
sources will increase by more than 40% to almost 
6,400 terawatt hours — roughly one-and-a-half times 
the current US electricity production — over the next 
five years. The growing market for alternative energy 
is enabled by improvements in renewable energy 
technologies which, in conjunction with enabling policy 
and market frameworks, is increasing investment 
interest.

Regardless of this debate, South African companies are 
reliant on carbon-intensive coal-powered electricity, and 
will be hit by any mitigation policies both within South 
Africa and in the country’s export markets42.

2.2 SOUTH AFRICA IS VULNERABLE TO GLOBAL CHANGE
South Africa is seen to be especially vulnerable to the 

impacts of climate change, and faces specific socio-economic issues that are likely to exacerbate the impacts 
of climate change on business and on the country as a whole. This is due to a high relative dependency 
on agriculture and natural resources for income, exports, employment and food. The potential damage 
to infrastructure could further constrain the country’s economic development and undermine its general 
adaptive capacity. South Africa is also known for its biodiversity hotspots43 and is already a water-stressed 
country, with almost all of its water resources currently being utilised. Specific climate change impacts 
that are expected to occur in South Africa include alteration in the quality and productivity of natural 
resources, as well as increased water stress due to changing rainfall patterns and rising temperatures44. 
GHG emissions reductions will help to achieve development goals through improvements in local air 
quality. Local air pollutants impact negatively on the environment and impose significant health costs on 
people, particularly the poorest who have the fewest resources to adapt to or change their circumstances. 

Over the next five years, electricity prices will more than double from the current 61c per kilowatt hour 
to 128c per kilowatt hour.45 Energy efficiency, demand management and switching from fossil fuels to 
renewable energy sources in power generation are expected to provide the greatest cost-effective climate 
change mitigation opportunities. Because of the electricity price increases and the imminent carbon 
tax regime, mitigation has been the main focus of industry. There is, however, much more at stake, and 
investment in new infrastructure will have to consider broader climate change impacts to avoid the costs 
not only for mitigation but for adaptation too. 

40 “It is uncertain how power companies may respond to four key Environmental Protection Agency (EPA) regulations, but available information suggests 
companies may retrofit most coal-fuelled generating units with controls to reduce pollution, and that 2% to 12% of coal-fuelled capacity may be retired”. 
Quoted in EPA Regulations and Electricity: Better Monitoring by Agencies Could Strengthen Efforts to Address Potential Challenges, US Government 
Accountability Office, GAO-12-635, 17 July 2012: http://www.gao.gov/assets/600/592542.pdf (accessed 31 October 2012).
41 IEA sees renewable energy growth accelerating over next 5 years, IEA, 5 July 2012 covering Medium-Term Renewable Energy Market Report 2012: 
Market Trends and Projections to 2017:  http://www.iea.org/newsroomandevents/pressreleases/2012/july/name,28200,en.html (accessed 9 November 
2012). “Further technology development, grid and system integration issues and the availability of finance will also weigh as key variables.”
42 For example, according to the International Centre for Trade and Sustainable Development (ICTSD) (2011), Developing Countries’ Trade Vulnerabilities 
to EU Climate Policies, Issue No.19, South Africa would be hardest hit by an EU carbon border tax
43 UN IPCC Chapter 9 Assessment Report: http://www.ipcc.ch/pdf/assessment-report/ar4/wg2/ar4-wg2-chapter9.pdf (accessed November 2013).
44 Climate Change and Shareholder Value, Incite and Irbaris on behalf of Investec, 2011
45 Eskom applies for power tariff increase of 16% a year by Siskeo Njobeni, Business/Energy, Business Day, 22 October 2012: http://www.bdlive.co.za/
business/energy/2012/10/22/eskom-applies-for-power-tariff-increase-of-16-a-year (accessed 22 October 2012).

ESG VS SRI: WHAT’S THE DIFFERENCE? 
“ESG integration refers to the incorporation of 
environmental, social, and governance criteria into 
investment analysis based on the belief that ESG 
issues are a driver of financial returns. 

Integration denotes a wide range of activities, from the 
use of one or two ESG criteria into the cost of a specific 
product to the incorporation of ESG criteria into  all 
valuation models across an entire company. 

Socially Responsible Investment (SRI) is the 
integration of social and environmental criteria into 
investment decisions with the goal of aligning financial 
activities with social and environmental objectives, 
values, or beliefs. This is often achieved through 
negative or positive screening, as well as through 
shareholder activism. The line between the two is 
increasingly blurring, but BSR seeks to focus largely on 
the ESG Integration investment space, rather than the 
SRI firms that at least have a more explicit objective of 
improving companies’ ESG performance. “

Laura Gitman, Business for Social Responsibility in 
ESG in the Mainstream: The Role for Companies and 
Investors in ESG Integration (2009)

http://www.gao.gov/assets/600/592542.pdf
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There will be opportunities for investment in more resource-efficient infrastructure and in measures to 
make infrastructure more resilient to floods and drought. This survey showed that while investors may not 
be moving very quickly within their own environment from a policy perspective, they do see opportunities 
in energy efficiency and renewable energy projects as having the highest priority, suggesting gradual 
changes to institutional investors’ strategic allocations46.

2.3 MAKING THE SUSTAINABLE INVESTMENT CASE
2.3.1 Global perspectives on ESG risk

Sustainable investment describes investment management that integrates ESG factors into investment 
philosophy, processes and practices. ESG factors and other sustainability factors have become a commonly 
used means of identifying companies with superior business models47. Many versions of this definition exist, 
with various sub-themes and different technologies being applied, for example ESG integration, impact 
investing, clean-tech investing or development finance. Research by Deutsche Bank (2012)48 suggests that 
“at an analytical level”, ESG factors are useful to investors and companies “both in terms of [the] cost of 
capital and corporate financial performance [on a market and accounting basis].”

Investors need both investment returns as well as a 
society and an environment in which to enjoy them. It is 
therefore logical to assume that they would want to invest 
in companies that are part of the solution to sustainable 
development and, equally, to work to improve those that 
are part of the problem. Fundamental equity analysis and 
the contribution that an analysis of ESG factors can make 
towards an accurate valuation of a listed company is 
referred to as ‘integrated analysis’49, and is a pre-requisite 
for estimating fair value and for facilitating a move 
towards significantly improved valuation models.

The PRI (Principles for Responsible Investment) 
initiative defines ‘responsible investment’ as an approach 
to investment that explicitly acknowledges the relevance 
to the investor of ESG factors, as well as to the long-
term health and stability of the market as a whole. It 
recognises that the generation of long-term sustainable 
returns is dependent on stable, properly functioning 
and well-governed ESG systems. Within this overall 
definition, responsible investment is generally considered 
as including the incorporation of ESG issues into 
investment decisions, active ownership (or engagement), 
a commitment to transparency and a commitment to 
constructive engagement with public policy50.

Indications of a growing trend in ESG integration among 
more mainstream investors are noticeable if one observes 
the number of international signatories to the UN 
Principles for Responsible Investment (UNPRI), which 
have increased to over 1,220 (271 asset owners, 756 
investment managers and 193 service partners), 
representing assets under management of 

46 Through the Looking Glass: How Investors Are Applying The Results Of The Climate Change Scenarios Study, Mercer,  January 2012: 
47 http://www.ESGmanagers.com/sustainable_investing/what_is_ESG (accessed August 2013).
48 "Sustainable Investing: Establishing Long-Term Value and Performance", DB Climate Change Advisors (DBCCA), 13 June 2012: http://www.dbcca.
com/dbcca/EN/investment_research.jsp (accessed 14 June 2012).
49 The PRI Listed Equities ESG Integration Working Group defines integrated analysis as “integrated fundamental analysis”, that is, the use of ESG 
information in the estimation of a company’s fundamental value
50 How investors are addressing environmental, social and Governance factors in Fundamental equity valuation, A PRI Publication, February 2013: 
http://d2m27378y09r06.cloudfront.net/viewer/?file=wp-content/uploads/Integrated_Analysis_2013.pdf (accessed August 2013).

Examples of ESG Risks

Direct Operations Risk
·	 Environmental: Pollution, carbon 

emissions, water pollution, penalties 
and fines

·	 Social: Employee strikes, wage 
concerns, health and safety

·	 Governance: Board composition and 
independence

Supply Chain Risk
·	 Social: Child labour 

·	 Environmental: Natural resource use, 
such as the use of palm oil, old-growth 
forests and water

·	 Weather: Changes in weather patterns 
causing supply disruptions 

·	 Governance: Certification for sustainable 
sources of supply

Product Risk
·	 Environmental: Effects of toxic additives, 

pesticides, genetically modified 
organisms (GMOs), biodiversity loss

·	 Social: Product performance, product 
recalls, boycotts, consumer choice 
of cleaner/environmentally sound 
alternatives 

·	 Governance: Reliability or verification of 
eco-labelling

EXAMPLES OF ESG RISKS
Direct Operations Risk

•	 Environmental: Pollution, carbon emissions, 
water pollution, penalties and fines

•	 Social: Employee strikes, wage concerns, health 
and safety

•	 Governance: Board composition and 
independence

Supply Chain Risk

•	 Social: Child labour 

•	 Environmental: Natural resource use, such 
as the use of palm oil, old-growth forests and 
water

•	 Weather: Changes in weather patterns causing 
supply disruptions 

•	 Governance: Certification for sustainable 
sources of supply

Product Risk

•	 Environmental: Effects of toxic additives, 
pesticides, genetically modified organisms 
(GMOs), biodiversity loss

•	 Social: Product performance, product recalls, 
boycotts, consumer choice of cleaner/
environmentally sound alternatives 

•	 Governance: Reliability or verification of eco-
labelling
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USD 35 trillion51, approximately 20% of the world’s capital. The 2012 PRI Trends Report notes that 200 
institutional investors filed or co-filed shareholder resolutions last year, and that the number of mutual 
funds in the US using ESG factors had doubled since 201052. The same survey noted that since 2011/12, 
50% of investors filed and/or voted between 1-10 proxies for South African companies in response to 
environmental issues. 

The global financial crisis seems to have increased the investment community’s interest in using a broader 
set of metrics for assessing management quality and risk.

The first principle of the PRI, which relates to the commitment to incorporate ESG issues into investment 
analysis and decision-making processes, has been challenging for the signatories. Methodologies that are 
used to do this are in their emergent stages, and are often cited as difficult to apply given the high levels 
of uncertainty and long time frames. Managing assets under conditions of uncertainty is more difficult 
than usual, just as fulfilling mandates to provide clients with the necessary long-term performance will 
become increasingly challenging. Investors are, however, accustomed to dealing with uncertainties, and 
are familiar with calculating intangible value in other categories, so there is no reason why this challenge 
cannot be overcome.

A range of other investor initiatives has intensified the awareness of broader ESG issues, specifically climate 
risk. Yet despite a number of studies analysing the effects of climate change on business profitability and 
investment value, there are still a number of investors for whom climate change as a concept remains 
disputed or is deemed irrelevant53. 

The sustainable investment case has been partially compromised by the failure of global and regional 
regulations as well as by self-imposed voluntary guidelines to manage climate risk. Global regulations 
seek to reflect the full cost of doing business, including both positive and negative externalities. But the 
continuous impediments posed by the global climate change regulations, such as the second commitment 
period of the Kyoto Protocol, has had an indirect impact on institutional investment, as investors and 
businesses must now learn to operate within an intricate web of rules from region-to-region and industry-
to-industry. Investors consistently cite this regulatory ‘uncertainty’ as a major barrier to action. As a result, 
while more than USD52 trillion is managed by the world’s 1,000 largest pension funds, less than 2% of this 
is invested in low-carbon assets54, and socially responsible investing (SRI) still represents only 11.3% of the 
US financial market55.

Despite many investors still questioning the rationale for and effectiveness of sustainable and responsible 
investment (SRI) strategies, empirical evidence from surveys conducted by Business and Social 
Responsibility (BSR) suggests that SRI in developed economies is gradually moving from the fringes 
of investment strategy and is becoming a mainstream consideration. Making the case for sustainable 
investment has also become more sophisticated with advances in thinking, the increased availability of 
ESG ratings and the probability of investment setbacks that demonstrate the material usefulness of ESG 
factors to investment analysis.

An increasing number of case studies are showing that ESG 
events can occur at any time in the form of a short-term 
shocks which, if repeated, can chip away at a company’s 
performance or result in large-scale catastrophes of the 
black swan56 variety, especially for companies already 
facing a tough business environment. SRI can therefore 
help to mitigate some of the more urgent policy pressures 

51 http://www.unpri.org/about-pri/about-pri/ (accessed August 2013).
52 http://www.responsible-investor.com/images/uploads/reports/RI_MSCI_Round_Table_2013.pdf (accessed August 2013).
53 Climate Change and Shareholder Value, Incite and Irbaris on behalf of Investec, 2011.
54 Deutsche Bank Climate Change Advisors, January 2010, referenced by Asset Owners’ Disclosure Project: http://aodproject.net/index.php/about/
about-us (accessed 29 October 2012).
55 Deloitte Shows the Market Value of Strong ESG Management: http://www.triplepundit.com/2013/03/deloitte-shows-market-value-strong-ESG-
management/,, March 11, 2013 (accessed August 2013).
56 Nassim Nicholas Taleb’s concept of ‘black swans’—the ‘unknown unknowns’ that have the potential to cause major disruptions in economic and 
broader societal terms.

“All it takes is a serious two-year drought coupled 
fires and social unrest to send the market a correction 
message.”
-  Institutional investor interview, 
   September – November 2012
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and carbon risks by using ESG information to measure and adjust for both the negative and positive 
externalities generated by portfolio investee companies, projects and investment vehicles.  

For asset managers, this means investing for the long term and adopting incentive structures that reward 
such behaviour. It means carefully considering the effect of sustainability factors on the valuation of 
companies, and then changing their mind-sets and financial models in response. 

2.3.2 South African perspectives on ESG integration

South Africa seems to be developing an organic approach to sustainable investment. As an emerging market 
with a mature financial system, the country relies on an active capital market to grow the economy, with 
significant investment by retirement funds being a cornerstone of institutional investment. Institutional 
investors directly and indirectly influence over ZAR3,5 trillion in assets, with ZAR1,05 trillion being directly 
controlled by the Government Employees Pension Fund (GEPF), the largest pension fund in Africa and one 
of the 20 largest pension funds worldwide57. 

Foreign currency exchange control laws require institutional investors to invest at least 75% in domestic 
assets, with the opportunity to invest a maximum of 5% in Africa and 20% globally. Climate risks directly 
affecting South Africa are therefore present mainly in the domestic concentration of institutional investors 
and their investor clients due to these limits on investment outside South Africa58. Apart from a government 
with heavy exposure to major industries through state-owned enterprises like Eskom, Sasol, SAA, Denel 
and Transnet, the heavy domestic concentration of investment capital in South Africa makes it all the more 
important for investors to obtain the best returns on behalf of each individual pension fund investor, while 
also navigating ESG risks that might be unique to the region. 

According to the recently published Dirty Feet Report59, the carbon footprint of the FTSE/JSE Top 40 
Index was 541 tonnes of carbon for every USD1 million of revenue in 2010. The absence of utilities, which 
are not listed on the JSE, may imply that the relative carbon intensity of the Top 40 is lower than that of 
other major stock exchanges whose utilities are listed. However, the overall carbon footprint of the Top 
40 companies is larger than that of several developed countries and emerging market indices. In addition, 
because of South Africa’s mining, oil and gas assets, seven out of the 10 major South African equity funds 
(unit trusts) had larger carbon footprints than the FTSE/JSE Top 40 Index, indicating a bias towards more 
carbon-intensive investments.

Research conducted for this Navigating Muddy Waters series shows that the costs of emissions and water 
scarcity are concentrated in key sectors (see Report 1 by Trucost), such as the basic resources sector. Further 
risks may be incurred through a progressive fall in demand for carbon-intensive products such as coal and 
coal-to-liquid fuels (see Report 2 by Carbon Tracker) as national or global regulations on pollution pricing 
shifts. South Africa’s major business daily, Business Day, has reported that investors and their portfolio 
companies urgently need to deal with climate risks, citing experts by saying that it is “probably too late to 
arrest the inevitable trend of global warming”60.

It is clear that there are both drivers and a multitude of other signals which indicate a dramatic shift is 
taking place, and that climate change poses policy, legal, operational, strategic and geophysical risks to 
investors and their portfolio holdings.

57 For this reason, the GEPF has been a partner in the Navigating Muddy Waters report series.  
58 Regulation 28 on SA National Treasury web site: http://www.treasury.gov.za/publications/other/Reg28/ (accessed 29 October 2012).
59 Dirty Feet: Portfolio Carbon, January 2012 - Portfolio risks and opportunities from the carbon intensities of the 40 largest listed companies in South 
Africa by Graham Sinclair, Stefano Dell’Aringa and Liesel van Ast
60 ‘Adaptation to climate change’ should be focus by Sue Blaine, National/Science and Environment, Business Day, 18 October 2012:  http://www.
bdlive.co.za/national/science/2012/10/18/adaptation-to-climate-change-should-be-focus (accessed 22 October 2012). The research was described as 
"very, very important" by Professor Mark Swilling, programme co-ordinator of the University of Stellenbosch School of Public Leadership’s Sustainable 
Development Programme. 

“All it takes is a serious two-year drought 
coupled fires and social unrest to send the 
market a correction message.”
-  Institutional investor interview, September – 
November 2012
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3. DRIVERS FOR CLIMATE CHANGE ESG INTEGRATION

3.1 LOCAL POLICY DEVELOPMENT
As already mentioned, the South African government approved a National Climate Change Response 
White Paper in October 2012, in response to immense international pressure to curb emissions. The White 
Paper laid out the National GHG Emissions Trajectory Range that will inform forthcoming policies aimed 
at stabilising the country’s emissions by 2025 at the latest, and at reducing them significantly by 2050. The 
upper and lower limits for GHG emissions were described in the paper as a peak, plateau and decline (PPD) 
plan that will underpin the development of “desired emission reduction outcomes” or carbon budgets for 
significant sectors or sub-sectors, which are to be created by 2014, and for the development of a multitude 
of market-based instruments by 2015. 

The White Paper makes it clear that government will require high-emitting companies and sectors to 
develop mitigation and low-carbon development strategies to translate carbon budgets into company-level 
emissions reductions. These will likely lead to emissions allowances or caps on emissions, paving the way 
for a possible trading scheme. The methodology for calculating a carbon budget is still to be clarified, 
though, and many commentators have been critical of an approach that adds complexity to an already very 
complex regulatory framework. According to the policy, sector plans will also need to include adaptation 
responses, focussing on critical issues such as water. 

Government had had disclosure on its agenda for some time, because it is impossible to determine a suitable 
budget without a verified emissions inventory. Similarly, it is not possible to impose a carbon tax without 
this information. The policy therefore made reporting on emissions and energy mandatory for companies 
that emit more than 100,000 tonnes of CO2e or for those whose electricity use results in emissions that 
meet this threshold by 2014. Companies responsible for more than 0.1% of industrial emissions from 
their sectors will be regulated under the Air Quality Act 39 of 2004, and mitigation plans will need to be 
approved under rules to implement pollution prevention plans. 

In June 2013, the National Treasury released a carbon tax policy paper, which laid out the details of a 
proposed carbon tax for South Africa, and which is expected to be implemented on 1 January 2015. Carbon 
pricing has been the subject of much debate since it was mooted more than two years ago, and since then 
the Treasury has been running models and undertaking sector research to examine the economic impacts 
of introducing a carbon tax. In order to do this, it has been using five primary criteria: emissions; sector 
performance and competitiveness; employment and investment; income inequality; and economic activity. 
In this way, it has assessed how the different uses of carbon tax revenues would affect the outcomes. 

The initial discussion paper created a ripple effect within various industry sectors, which immediately 
challenged the quantity and the proposed mechanisms, and questioned the notion of a ‘tax neutral regime’, 
citing the fact that Treasury had ignored the other environmental taxes that are already being levied. For 
instance, South Africa already has an electricity levy of 3.5c per kWh on electricity generated from non-
renewable resources, and buyers of new vehicles also have to pay a carbon tax. 

The subsequently published - 2013 policy paper intends 
to impose a carbon tax rate of R120 per tonne of carbon 
dioxide equivalent61, which is proposed to increase at a 
rate of 10% per annum. Because of the tax-free threshold 
and additional tax relief measures built into the proposed 
design of the carbon tax, the Treasury expects that the 
effective carbon tax range will be between R12 ($ 1.13674) 
and R48 ($ 4.54871), depending on the sector concerned, 
and is still in the process of finalising an emissions 
threshold for determining which entities would be liable 
to pay the tax.  

61 The proposed carbon tax will only apply to direct emissions, also known as Scope 1 emissions.  Examples of direct emissions included emissions 
from fuel combustion and emissions for non-energy industrial processes. The tax will apply to gases known to contribute to the greenhouse gas effect 
such carbon dioxide, methane, nitrous oxide, perfluorocarbons, hydrofluorocarbons and sulphur hexafluoride.

“To accelerate the shift toward truly integrated 
business models, three things need to happen: We 
need to focus on total value creation, improve our 
measurement and management of ‘intangibles’, and 
align incentives more effectively and explicitly. “

BSR at 20: Accelerating Progress Report   (2012): 
www.bsr.org 

http://www.bsr.org
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It is understood that the Treasury may adopt the existing threshold defined in the National Climate Change 
Response White Paper for the proposed mandatory Greenhouse Gas (GHG) reporting system62, although 
this has not yet been confirmed.  

The tax would be applicable to government entities such as Eskom and municipalities if they emitted 
more than the maximum threshold of GHG emissions which, of course, can be expected to be passed onto 
consumers. Interestingly, the policy document accepts that “investors need certainty over the medium to 
long term”, yet is not willing to commit to a taxation schedule beyond 2020. In the meantime, electricity 
prices continue to rise. The obvious disconnect between legislation governing GHG emissions, carbon 
taxation and electricity pricing has caused much debate and confusion.

It has become apparent that any sophisticated modelling of the investment impact of the recommended 
carbon tax requires analysis of the structure of the electricity markets, the mitigation options that are likely 
to influence costs, the carbon intensity of the energy mix and price-setting regimes in order to assess if there 
will be any loss of value63.There is currently a lack of coherence between carbon budgets, the proposed tax 
regime and the current form of the IRP2 and, although the price has been announced and gives investors 
some level of certainty, actual implementation makes it very difficult to predict the effects, other than 
pricing for taxes on Scope 1 emissions. The balance between social demands at lowest immediate costs 
versus growth within a long-term sustainability framework remains a crucial debate in policy circles and 
the GEPF, which has acknowledged the difficulty faced in balancing these goals64. Investors have a vested 
interest in ensuring that pricing is accurate, and the country has a vested interest in ensuring that full 
lifecycle costs are known and mapped against future scenarios. 

During the same period, the South African government also passed an amendment to Regulation 28 of 
the Pensions Funds Act, effective January 2012. The new regulation contains prudential guidelines for 
retirement fund investments, placing ESG risks and opportunities in the mainstream65. The amendment 
was followed by the Code for Responsible Investment in South Africa (CRISA), a voluntary initiative that 
was launched in July 2011.The principles outlined in CRISA were developed with the help of major capital 
owners that represent around ZAR2 trillion (USD 231,610 billion) in assets. This represents a major portion 
of Africa’s R7 trillion (USD 810,635 billion) Gross Domestic Product (GDP). In Principle 3, CRISA states 
that “where appropriate, institutional investors should consider a collaborative approach to promote 
acceptance and implementation of the principles of this Code and other codes and standards applicable 
to institutional investors”. This correlates with the UN-backed Principles for Responsible Investment 
(PRI) launched in March 2006. These principles encourage collaborative engagement to better incorporate 
ESG issues in decision-making and ownership practices.

There are similar recommendations for such issues as engagement, stakeholder consulting, working 
jointly and collective action embedded in the King III Report on Governance for South Africa (2009)66, the 
International Corporate Governance Network (ICGN) Statement of Principles on Institutional Shareholder 
Responsibilities (July 2007) and the UK Stewardship Code (July 2010)67. It is likely that the understanding 
of ESG factors is likely to grow as investors develop investment analysis and practices in line with this multi-
stakeholder investor initiative, which outlines five principles with which to make institutional investment 
more accountable, and which has signalled an important next step in Africa for investors. 

3.2 THE PARTICIPANTS IN THE INVESTMENT VALUE CHAIN – WHO IS DRIVING?
Institutional investors are defined as professional investment entities managing large portfolios of assets, 
for example pension funds, insurance companies, investment managers, investment banks, foundations, 

62 The response White Paper indicates “reporting of emissions data will be made mandatory for entities (companies and installations) that emit more 
than 0.1 Mt of GHGs annually, or that consume electricity which results in more than 0.1 Mt of emissions from the electricity sector.”  The Department of 
Environmental Affairs is expecting to implement the mandatory reporting system for GHG emissions in June 2014.
63 Investment analyst firm CA Cheuvreux estimated in 2012 that the South Africa carbon tax will have an impact of USD5/MWh,-  approximately ZAR40/
MWh - on wholesale electricity prices.
64 John Oliphant, Head Actuarial and Investments, in reply to question from Graham Sinclairr in a Q&A session at Sustain Our Africa conference, 25 
October 2012.
65 http://www.world-exchanges.org/insight/views/southern-african-pension-funds-tackle-responsible-investing  and ftp://ftp.fsb.co.za/public/documents/
R28_0508.pdf 
66 www.iodsa.co.za 
67 http://www.iodsa.co.za/?page=crisa (accessed August 2013)
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endowments, wealth managers, trust funds, family offices and collective investment schemes. Institutional 
investors, primarily retirement funds, “dominate global financial markets”68. A significant role is played 
by institutional investors because of their size – collectively owning trillions in assets69 – and the impact 
of their decisions on the ‘shape’ of the market, the returns generated and the assets they choose to invest 
in. Either inadvertently or intentionally, institutional investment decisions have systemic effects because 
of the effects of capital flows in influencing how and where investment is allocated70. Increasingly, these 
investors are faced with future investment scenarios that are influenced by climate realities, and yet are 
seeking higher yields and greater risk diversification in frontier and emerging markets in Africa71. 

The investment value chain may be described in a simplified form of the three simple steps in asset 
management: asset gathering; generating positive investment returns (performance net of fees and 
inflation) while reporting on progress; and the liquidation and return of assets to their beneficial owner. 
By definition, the chain of services in the investment value chain needs to be adding more value at each 
stage than it costs in fees and expenses. A simplified description of the investment value chain consists of: 
asset owner > advisor/asset consultant > investment managers/multi-managers > investment research 
and analysis, ratings and benchmarking > investment information and technology services > securities 
trading and execution > securities exchange/s > investment in security of the company/project. 

If the investment value chain succeeds for its end investor, it adds value net of costs over time. Fund 
members then benefit from the positive effect of compounding interest over uninterrupted time frames. If 
this process is effective, the investment fund will return back to the fund member their contributed assets 
plus a growth in the asset base, either through dividends and/or the growth in share prices net of costs and 
inflation. Each group in the sequence has a role to play in the success of a portfolio. Previous research72 has 
emphasised the influence of stakeholders along the investment value chain, including the availability of 
investable ESG ratings research, competition amongst investment managers for ESG services, legal advice 
on fiduciary duties, and asset consultants as gatekeepers.

It is helpful to consider the main role players, and the process towards achieving these returns, as well as 
to point out which companies in each category responded to the survey. 

3.2.1 Asset owners 

Asset owners are the actual beneficial owners of the investments. Assets are pooled or accumulated by fund 
members, policyholders, stokvels73, foundations, endowments, bank customers or companies. Ultimately, 
the asset owner has a vested interest in the whole economy and, taken to its logical extreme, to the planet 
on which all economies exist. 

Using some kind of legal structure (such as a retirement fund, trust or collective investment scheme), assets 
are placed under the fiduciary responsibility of decision-makers, often called fund trustees or management 
company directors. Most institutional investors use an investment committee, and investment decisions 
are made based on a majority vote. These recommendations are considered by the governing body which, 
for retirement funds, is a board of trustees which is at least 50% member-elected. The fund that owns 
the assets is established on the basis of its investor risk profile/s. Formulated into an investment policy 

68 Global Standards and Emerging Markets: The institutional investment value chain and CalPERS' investment strategy, by Tessa Hebb, School of 
Geography and the Environment, Jesus College, University of Oxford and Dr.Dariusz Wójcik, Rothermere American Institute, presentation to New 
School Conference: Pension Fund Capitalism and the Crisis of Old-Age Security in the United States, New York September 10-11 2004.
69 In 2009, the net worth of South African households was estimated at USD690 billion (USD600 billion in financial assets, USD250 billion in tangible 
assets and USD160 billion in debt). Of this, roughly a third was invested in retirement (pension) funds. Institutional investment in South Africa can be 
disaggregated to examine four underlying groupings: collective investment schemes, institutional asset management of pension/retirement funds (the 
focus of this paper), assets underwriting long-term insurance policies, and financial services balance sheets. The size of domestic collective investment 
funds passed the ZAR1 trillion mark in 2012. Sourced from K. Kuhn, Note on household wealth, South African Reserve Bank Quarterly Bulletin, 
September 2010; South Africa National Treasury, Regulation 28: Response Document to Public Comments Received,2 December 2010; Association for 
Savings and Investment South Africa (ASISA), media release 25 April 2012..
70 Defining Momentum: The Retirement Fund Investment Value Chain And The State Of ESG In South Africa, SinCo, commissioned by the IFC, July 
2012.
71 See also Africa chapter in Evolutions in Sustainable Investing: Strategies, Funds and Thought Leadership Cary Krosinsky (ed.) (Wiley Finance, 2011).
72 Defining Momentum: The Retirement Fund Investment Value Chain And The State Of ESG In South Africa”, SinCo, commissioned by the IFC, 
July 2012 and Investment Consultants and Responsible Investing: Current Practices and Outlook in the United States (USSIF, 2009): http://ussif.
membershipsoftware.org/files/Publications/Investment%20Consultant%20FINAL.pdf (accessed 7 April 2013).
73 Stokvels are a form of community-based savings club.
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statement or fund prospectus, investor risk profiles form the basis for professional investment management 
through a contract with investment managers, and are either directly or indirectly subject to the relevant 
regulations. 

Institutional owners are therefore described as ‘universal owners’ because they may own a slice of most 
investments in a market or region. Large institutional investors such as the Government Employees Pension 
Fund (GEPF), which holds stakes in an economy-wide cross-section of publicly traded equity and/or fixed 
income securities, cannot manage systemic risks sufficiently through diversification or arbitrage74. In the 
case of passive investors buying index-tracking investments, the investment performance is directly tied 
to the basket of all firms in that benchmark. Portfolio performance is typically driven by asset allocation, 
stock selection and related trading activities75. 

Strategic asset allocation uses weighting across different 
asset classes to achieve portfolio objectives, such as a 
targeted rate of return for a given range of risk in order 
to comply with mandate requirements, for example 
value-at-risk76. Asset owners are coming under greater 
scrutiny for ESG issues, for example through the Asset 
Owners Disclosure Project, which is an independent 
not-for-profit global organisation whose objective it is 
to protect members’ retirement savings from the risks 
posed by climate change by improving the level of 
disclosure and industry best practice77.

The asset owners that were interviewed for this study 
(collectively representing USD122 billion in assets under 
management (AuM) were: 
1. The Government Employees Pension Fund (GEPF), 

representing USD121.3 billion AuM. 

2. The Unilever SA Pension Fund, representing 
USD651.1 million AuM. 

3. The Pathcare Retirement Fund, representing 
USD41.6 million AuM. 

3.2.2 Investment managers

As mentioned above, assets are managed by investment managers according to the mandate from the asset 
owner. Asset owners select the investment managers, often based on analysis from asset consultants using 
some kind of empirical comparative framework. Investment managers offer a service that, through their 
skill and experience in making investment decisions, will grow the assets measured against a performance 
benchmark. Investment managers rely on internally-generated investment ideas and research, as well as 
on what they buy from independent and investment bank (‘sell-side’) analysts to decide on themes or 
individual assets to invest in. 

Assets increase (and/or decrease) as the portfolio managers invest (and/or divest) the portfolio across a 
range of asset categories such as equities, fixed income, private equity or real estate. They select individual 
securities or baskets of securities within the asset class, which may include such instruments as equity 
shares, government bonds, privately held companies and/or commercial property. Investment practices 
take place within the context of global and national laws, and various strict limits on assets, risks or practices 
permitted by investment regulations. For example, the fund must report regularly to the regulators on the 
underlying portfolio holdings or investment performance.

74 http://www.unpri.org/files/uop_long_report.pdf
75 http://www.sajems.org/index.php/sajems/article/view/277/95 (accessed 10 October 2012).
76 Value at Risk - VaR' is “a statistical technique used to measure and quantify the level of financial risk within a firm or investment portfolio over a specific 
time frame. Value at risk is used by risk managers in order to measure and control the level of risk which the firm undertakes.”: http://www.investopedia.
com/terms/v/var.asp (accessed 7 April 2013).
77 Interview with Executive Director, March 2013 and materials from http://www.aodproject.net (accessed 7 April 2013).

Key questions asked about investment policy in 
the survey included: if or how policy is applied, 
and whether policy was applied equally across 
the organisation and/or all asset classes. 

As would be expected in a country with recent 
updates to its pensions regulation, a voluntary 
code on responsible investment (CRISA), and 
networks promoting sustainable investment, 
comments from investors revealed that many 
processes are “in progress” or “still being 
considered”. 

Broadly, investment policies reflected the 
signatory status of the organisation, and two-
thirds of the respondents referred to their 
commitment to CRISA or UNPRI in the form of 
an institution-wide integration of ESG factors. 
They also indicated that they are seeking to 
embed these issues into the investment process, 
although they are all at different stages (and 
depth) of implementation.

http://www.unpri.org/files/uop_long_report.pdf
http://www.sajems.org/index.php/sajems/article/view/277/95
http://www.investopedia.com/terms/v/var.asp
http://www.investopedia.com/terms/v/var.asp
http://www.aodproject.net
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As professionals managing money in the investment management value chain, the practitioners at 
institutional investment firms sampled for this study were, in general, very experienced, had been working 
in the industry for an average of five to twelve years, and were aware of new trends and regulations78. The 
investment managers interviewed in November 2012 for this survey were as follows:

1. Kagiso Asset Management: USD487,5 million AuM
2. Mergence Investment Managers: USD949,4 million AuM
3. Prudenial Asset Managers (SA): USD12,6 billion AuM
4. Futuregrowth Asset Management: USD13,1 billion AuM
5. Nedgroup Investments: USD15 billion AuM
6. Momentum Asset Management: USD20,8 billion AuM
7. Allan Gray Investment Counsel: USD38,5 billion AuM
8. STANLIB Asset Management: USD39 billion AuM
9. Coronation Fund Managers: USD39,2 billion AuM
10. Investec Asset Management: USD39,4billion AuM
11. Sanlam Investment Management: USD41,6 billion AuM
12. Old Mutual Investment Group SA: USD56,3 billion AuM

Ninety three percent of the respondents, including both asset owners and asset managers, declared that 
they are signatories to the Code for Responsible Investment in South Africa (CRISA), 86% are signatories to 
the UN Principles for Responsible Investment (UNPRI)79, while 36% support the Carbon Disclosure Project 
(CDP), which means that they utilise the CDP data and support the concept. Other voluntary initiatives such 
as the Africa Sustainable Investment Forum (Africa SIF) (29%)80, the International Corporate Governance 
Network (21.4%) and the Principles for Sustainable Insurance also feature (see Graphic 1 below). 

 

78 In the response cohort of 12 investment managers and 3 asset owners, 12/15 had been  in an investment and/or financial role for more than 5 years; 
8/12 had been in an investment and/or financial role for more than 12 years;  9/15 had been involved with retirement funds operations for more than 
5 years; and 9/15 had been with their fund/portfolio for more than 5 years. SinCo analysis, November 2012.
79 http://www.unpri.org/networks/index.php  (accessed 22 October 2012)..
80 www.africasif.org (accessed 22 October 2012).

Carbon Disclosure Project (CDP) 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
Code for Responsible Investment in South Africa 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
International Corporate Governance Network 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
Equator Principles (EP3) 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
Global Reporting Initiative (GRI) 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
Principles for Responsible Investment (PRI) 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
Africa Sustainable Investment Forum (AfricaSIF.org) 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15

FIGURE 1: VOLUNTARY INITIATIVES
Increasing penetration of voluntary initiatives for investor collaboration on ESG issues

NOTES:  Frequency of responses to question: Please mark the  initiatives your firm or fund is a signatory to and/or member of and/or com-
mitted to. Online survey and interviews with selected institutional investors based in South Africa; n = 14 respondents, 1 skipped; 1 other. (3 
asset owners represented ZAR1,055,996,051,312 (USD121,997,256,358) and 12 investment managers represented ZAR 2,744,212,008,059 
(USD317,033,700,489). Cross rate used: ZAR 8.63521 : USD1; September-November 2012; SinCo analysis. SOURCE: SinCo 2012

http://www.unpri.org/networks/index.php
http://www.africasif.org
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4. RESEARCH RESULTS

4.1 INSTITUTIONAL INVESTMENT POLICIES AND 
THEIR IMPLEMENTATION
Across all asset classes, the sum of all asset owners in 
Southern Africa, including governments, state-owned 
enterprises (SOEs), private sector companies, the 
financial sector and retirement funds, have a vested 
interest in regional longer-term economic growth that is 
sustainable81. 

One way of finding out if asset owners or asset managers 
are responding adequately to the increasing pressure to 
consider sustainability in their decision-making, is to 
look at their investment policies. The investment policy of 
an institutional investor is determined by its philosophy 
and the policy it chooses to express that philosophy. 
The survey probed the aspects of each respondent’s 
investment policy, philosophy, fund prospectus and/or 
mandate that covers ESG issues. A review of the policies 
available online provides some insight into the different 
investment philosophies, and also offers a sense for the 
language used as well as how integrated the programmes 
are in each investment house82. In marked contrast to 
similar research in 2009 - 2011, there was an increase in 
examples of online availability of policies and approaches 
from major parties, which include OMIGSA83, Investec 
Asset Management84, Sanlam Investment Management85, 
Allan Gray86, Futuregrowth Asset Management87, and 
Kagiso Asset Management88. The GEPF’s codes89 on 
Responsible Investment and Developmental Investment 
have been online since their launch in 2010 and 2011 
respectively. The positive role of institutional investors in 
a growing economy is evident in, for example, the tone of 
Sanlam Investment Management’s comment: “[Sanlam 
Investment Management] intends doing all that is 
needed to play our part in securing a sustainable future 
for our land and all those who live in it.”90 

81 Defining Momentum: The Retirement Fund Investment Value Chain And The State Of ESG In South Africa”, SinCo, commissioned by the IFC, July 
2012.
82 The language of sustainable investment varies, illustrated by the range of depictions used by funds reported in South African Investing for Impact 
Barometer of Industry Funds, a new annual survey published by the Bertha Centre for Social Innovation and Entrepreneurship at the UCT GSB, April 
2013: http://www.gsb.uct.ac.za/files/The_south_africa_impact_barometer_2013.pdf  (accessed 5 April 2013).
83 http://www.oldmutual.co.za/corporate/asset-management/ominvestment-group-(sa)/responsible-investing/ri-resources.aspx (accessed 16 October 
2012) and 
84 http://www.investecassetmanagement.com/south-africa/institutional-investors/strategies/responsible-investing/investment-philosophy/ (accessed 7 
April 2013).
85http://www.sanlam.co.za/wps/wcm/connect/sanlam_investments_en/SanlamInvestments/Our+Businesses 
Sanlam+Investment+Management+%28SIM%29/About+Us/Corporate+Governance/ (accessed 16 October 2012).
86 http://www.allangray.co.za/AboutUs.aspx#responsible-investing (accessed 16 October 2012).
87 http://www.futuregrowth.co.za/page/responsible-investing (accessed 16 October 2012).
88 http://www.kagisoam.com/en/un_pri#un-pri (accessed 16 October 2012). 
89 http://www.gepf.co.za/images/pressReleases/GEPF_Investment_Policy_Statement.pdf (accessed16 October 2012).
90 SIM policy (accessed 12 October 2012).

A WAITING GAME
“While the market may not be pricing all of these risks 
correctly there is definitely an awareness of the risks 
for some of the companies with the highest risk levels. 
Sasol is an example; the market is definitely aware of 
the risk of the carbon tax impact and is pricing it in to 
some extent.” 

-  Institutional investor interview, September – 
November 2012

Framing prudential investment management as using 
the best of available information and intellectual 
thinking to deliver investment returns for end 
investors, one respondent couched the demand 
question differently, saying: “[a]ll of our existing and 
prospective clients expect us to fulfil our fiduciary duty 
as asset managers. Responsible investing adopts a 
stakeholder perspective, which also takes the needs of 
society, government, employees and other corporate 
stakeholders into account when making investment 
decisions. This perspective leads to consideration of 
social, environmental and corporate consequences 
of investment decision-making, as well as financial 
aspects. We are awaiting more direct leadership 
from clients and their consultants in this regard.”

-  Institutional investor interview, September – 
November 2012

NEW REALITY
“Anyone who thinks that there is not a dramatic change 
in weather patterns is denying reality. We have a new 
reality, and old infrastructures and old systems.” 

- Andrew Cuomo, Governor of New York State, USA, 
briefing on impact of Superstorm Sandy, 

30 October 2012  

http://www.gsb.uct.ac.za/files/The_south_africa_impact_barometer_2013.pdf
http://www.oldmutual.co.za/corporate/asset-management/ominvestment-group-(sa)/responsible-investing/ri-resources.aspx
http://www.investecassetmanagement.com/south-africa/institutional-investors/strategies/responsible-investing/investment-philosophy/
http://www.sanlam.co.za/wps/wcm/connect/sanlam_investments_en/SanlamInvestments/Our+Businesses/Sanlam+Investment+Management+%28SIM%29/About+Us/Corporate+Governance/
http://www.sanlam.co.za/wps/wcm/connect/sanlam_investments_en/SanlamInvestments/Our+Businesses/Sanlam+Investment+Management+%28SIM%29/About+Us/Corporate+Governance/
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4.1.1 Investor manager application of policies

Some investment managers still use the traditional ‘investment-as-usual’ approach, with one stating 
that “[the firm] … considers any factors that may impact on a company’s valuation and subsequent 
investment performance”. Another stated that “(a)sset managers are guided by the mandates drafted by 
the asset owners. Very few mandates specify any ESG factors or provide any guidelines on their view.” 
Yet another described the common compliance-driven approach as “client mandate dependent, together 
with regulatory input (Regulation 28 of the Pension Funds Act references ESG issues)”. Still another 
described the company’s approach as: “Our investment policy statement covers ESG factors in investment 
decisions. Most importantly, governance (both internally and externally) that will yield high long-term 
returns for members is considered on an ongoing basis”. 

Only a few of investment managers described how ESG factors are calculated for company risk premia 
that drives equity valuations. One respondent stated: “We use a quality score of an investment to cover 
our ESG decisions. This includes ESG factors and financial stability. We also rate sectors according to 
their strengths and weaknesses”. Another described how every equity in the investment universe might be 
evaluated in terms of ESG by the research team. The respondent from OMIGSA summed up the experience 
so far and spoke of the multi-speed approach to executing the ESG policy: “We accept that different parts 
of the business will move at different speeds with respect to the policy”, with one fund currently bringing 
“property and fixed interest investments into the process.”

As is reflected in many international studies, integrating ESG into all asset classes seems to be following a 
slow course, but the effectiveness or efficiency of that process is beyond the scope of this study. Amongst the 
institutional investor groups in the study, the application of ESG policy also differed according to whether 
the portfolio manager had discretion in its implementation, and according to whether CRISA is anticipated 
to have a positive impact at the company level. Implementation uses techniques such as a “quality score of 
ESG factors and financial stability”. A third of the practitioners argued that ESG risks are best mapped at 
sector level, because defining relevant ESG factors alone across portfolios can be a challenging task. One 
respondent reported that “rating sectors according to ESG strengths and weaknesses” is their method at 
present. This sector-based ESG approach is rational and relevant for this research series, given the findings 
on CO2e and water footprints in sectors like mining and food in Navigating Muddy Waters Reports 1 and 
291.

Rather than trying to integrate analysis of all identifiable ESG criteria, some investors are using the concept 
of materiality to identify specific ESG issues that have a potential impact on financial performance. As 
Citigroup described92 in an article published by Business for Social Responsibility (BSR) “we lump together 
a lot of ideas under the banner of ‘ESG’ that we may in the end find aren’t at all related”. Since they don’t 
have an overall objective to improve social and environmental performance, mainstream investors don’t 
need to look at the universe of ESG issues for each company. Rather than evaluating all ESG factors with 
available data, mainstream investors are first evaluating which of these extra-financial issues are likely to 
significantly influence clients, their companies’ products and their market share, and then integrating 
only performance indicators for those particular issues and for those particular companies or sectors if 
they have the data. While these issues will necessarily vary by sector and even by company, two consistent 
issues that transcend all sectors are climate change and governance.

Whereas integration by institutional investors is increasing, real capability seems to be most evident 
where specific niche products and services have been created. As revealed in this survey, large mainstream 
investors, with the exception of Investec, Futuregrowth and OMIGSA, have not managed to integrate ESG 
criteria across their full portfolios. Others, like Nedgroup, have designed specialised products to meet the 
demands of a specific client base. These specialised or thematic funds and indices seem to have been created 
in order to provide an option for requesting clients or for use as a pilot within the company, rather than 
in overall recognition of the impact that ESG factors can have on company performance. Niche products 
provide good opportunities for investors to gain familiarity with ESG issues, to test the value of integration, 
and to become acquainted with the marketplace for ESG investment. However, they also reveal that ESG 
integration is still viewed as one type of investment strategy as opposed to a fundamental component of 
valuation that should be a part of any investment strategy.

91 Navigating Muddy Waters: Institutional Investor Attitudes To Climate Change Portfolio Risks
92 ESG in the Mainstream: The Role for Companies and Investors in ESG Integration,  LauraGitman, Blythe Chorn, and Betsy Fargo: www.bsr.org, 
September 2009

http://www.bsr.org
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4.1.2 Asset owner policies

The mandates of asset owners are especially crucial as a driver for integrating ESG into decision-making, 
bearing in mind that most of the initiatives - other than those governed by Regulation 28 - are voluntary. In 
the survey, investors were asked if or how the revised Pension Funds Act Regulation 28, effective 1 January 
2012, has changed the way in which institutional investors are investing in low-carbon, low-water and/or 
high-positive-social-impact investments in southern Africa. Sixty-seven percent stated that Regulation 28 
led to a review or update of their fund’s or firm’s investment policies in order to integrate ESG factors. One 
of the respondents emphasised that, since this review, requests for ESG investments have increased across 
the business in South Africa, and clients want to know how the firm approaches this issue and what kind 
of reporting it can provide. 

One respondent was careful to highlight the duty of care aspect: “The preamble to Regulation 28 states that 
a fiduciary duty of a fund is to support the adoption of a responsible investment approach to deploying 
capital into markets that will earn adequate risk-adjusted returns […] Prudential investing should 
give appropriate consideration to any factor which may materially affect the sustainable long-term 
performance of a fund’s assets, including factors of an ESG character. It should be noted that adoption 
of the sustainability perspective of responsible investing marks a change in the objective of investment 
management from maximising returns to earning adequate risk-adjusted returns. We are on a journey 
to invest more responsibly. Regulation 28 has confirmed that we are on the right route. What we need 
now is more leadership from asset owners and their consultants, expressed via mandates, setting out 
their specific requirements.” 

4.2 Are South African investors responding to ESG signals?

As the definition of ESG suggests, each company’s ESG activities have the potential to positively impact 
its financial performance in the long term. Within the South African context, carbon emissions and 
water availability have become symbols of this area of work, and have been the basis for most voluntary 
initiatives, policy changes and debate. 

From an environmental perspective, evidence that proper consideration of ESG factors can significantly 
reduce a portfolio’s risk exposure is slowly being collected. A study by Allianz and Risklab (2011)93 suggests 
that ‘tail risks’, namely “the risk of unlikely events causing catastrophic damage”, can be reduced by nearly 
40% by optimising ESG risk exposure in emerging market equity portfolios when compared to adopting an 
ESG-risk-neutral strategy. The study, using various ESG metrics provided by several research providers, 
concludes that, while all portfolios gain from ESG risk management, this benefit is greatest for emerging 
market investments. 

The study warns: “… merely focusing on traditional risk factors such as equity markets, credit spreads, 
interest rates and inflation risk is not enough. Investors are well advised to also look at sustainability 
criteria such as ESG as a new class of risk. These supposedly soft factors may materialise unpleasantly 
in the future as financially significant tail risk factors, and may have a severe impact on investment 
results across all asset classes.” Though there is increasing evidence that sustainability criteria contained 
within ESG factors are too important to be ignored when making investment decisions today, there are 
indications that financial markets are currently inefficient with respect to interpreting certain ESG criteria, 
and that full integration at this stage is unrealistic and premature, despite the urgency.

In looking at integration by PRI signatories of ESG by asset class94, listed equity was the most common 
asset class subject to internal integration. Ninety-four percent of UNPRI investment manager signatories 
reported that they had incorporated ESG criteria into some internally managed listed-equity assets in 
developed markets, and 84% reported some integration for listed equities in emerging markets. Yet the 
extent to which ESG criteria were applied across their portfolio of listed equities is unknown. 

93 Allianz Global Investors and Risklab, Responsible Investing Reloaded: Sustainability Criteria Matter, April 2011. 
94 How investors are addressing ESG factors in fundamental equity valuation, UNPRI, February 2013: http://d2m27378y09r06.cloudfront.net/
viewer/?file=wp-content/uploads/Integrated_Analysis_2013.pdf (accessed August 2013).

http://d2m27378y09r06.cloudfront.net/viewer/?file=wp-content/uploads/Integrated_Analysis_2013.pdf
http://d2m27378y09r06.cloudfront.net/viewer/?file=wp-content/uploads/Integrated_Analysis_2013.pdf
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Similarly, a recent survey by Mercer of ESG integration by asset class revealed that almost 70% of 
investment strategies incorporating ESG were in listed equities95. Although ESG integration is rising, not 
all ESG strategies - including ESG integration, screening, ESG-branded investment, governance and active 
ownership - achieve the same level of integration. Presumably, this trend is due to the ease of marketing 
equity funds, and the momentum that has been created in client demand by the rising importance of 
climate change.

4.2.1 The ESG market

In 2009, the net worth of South African households was estimated at USD690 billion (USD600 billion in 
financial assets, USD250 billion in tangible assets, and USD160 billion in debt). Of this, roughly a third was 
invested in retirement (pension) funds. 

Institutional investment in South Africa can be disaggregated to examine four underlying groupings: 
collective investment schemes, institutional asset management of pension/retirement funds (which is 
the focus of this paper), assets underwriting long-term insurance policies, and financial services balance 
sheets. The size of domestic collective investment funds passed the ZAR1 trillion mark in 2012. 

The market for ESG96 is both small and large. In addition to ethical motivations, many investors have 
recognised that by factoring ESG risks into their investment decisions, they are more likely to protect value 
and deliver greater long-term wealth to shareholders, particularly in a world of increasing transparency. 
As a result, the broad category of responsible investors today ranges from those who ‘negatively screen’ 
harmful products or practices, to those who also address ESG risks through active ownership, and to a 
much wider universe of investors who look at ESG risks as a part of their overall analysis of the portfolios 
they hold.

The extent to which ESG factors are central to the selection of investment varies widely within the universe 
of investors. Recent research97 reflects that less than 1% of AuM is invested in ‘ESG-branded’ portfolios, 
but that the market of self-described ESG-integrated policies in South Africa was close to USD125 billion, 
making it a global Top Ten market for sustainable investment. Factors driving the increase in interest in 
ESG98 include demand activity in the investment industry, regulatory drivers and a growing knowledge 
base, which is tied to the obvious need to grow the economy in South Africa. 

Building upon ‘best-in-class’ SRI, a few investors have deeply integrated ESG factors into their investment 
analysis, and have begun pro-actively looking for ESG opportunities, selecting companies which they believe 
will outperform the market because they operate or have the potential to operate in a more sustainable 
way than their peers. This ‘sustainable investing’ (SI) centres on backing businesses that can flourish in a 
changing landscape, and can be distinguished from ‘responsible investing’ (RI) because it focuses not just 
on protecting value against risk but on creating additional value through both investment selection and 
portfolio management. 

While SI focuses on how companies behave in a changing social and environmental context, ‘thematic 
investing’ (see Graphic 2b) goes beyond this to focus on businesses that can actively shape that context by 
offering solutions to a pressing social or environmental issue. For example, a clean-energy mutual fund 
might focus on climate change, while a private-equity firm might focus on affordable healthcare, water 
scarcity or investment in low-income areas. In these situations, where a social or environmental need 
creates a commercial opportunity, there may be the potential to deliver returns in line with the market or 
even greater than the market. From a South African perspective, this is a market that is still to emerge, 
although some products are being tentatively tested.

95 ESG in the Mainstream: The Role for Companies and Investors in ESG Integration,  LauraGitman, Blythe Chorn, and Betsy Fargo, www.bsr.org 
(September 2009).
96 The integration of ESG considerations into the mainstream investment market
97 Self-reported data at 31 December 2010 in Sustainable Investment in Sub-Saharan Africa, SinCo and  RisCura. Commissioned by the IFC, July 2011. 
Primary drivers are: Good investment returns; explicit and tangible ESG benefits/impact; more information; government/regulator incentives; demands 
from clients/investor mandates/shareholder pressure.
98 ESG is the catch-all term for the criteria used in what has become known as socially responsible investing.

http://www.bsr.org
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However, examples of thematic investments specifically developed for the low-carbon economy or for more 
focused ESG outcomes are few (in South Africa, these activities are often referred loosely  as investments 
in ‘the green economy’). A recent example of green economy investment activity is the GEPF’s mandate to 
its designated investment manager, the Public Investment Corporation (PIC), to subscribe to an Industrial 
Development Corporation (IDC) Green Bond99, a type of bond that is “used to finance green economy 
projects” of up to ZAR5 billion (about USD579 million). The major banks have presented investment 
products for retail100 and institutional investors based on the ‘green’ opportunity in renewables purchasing 
through the IPP programme. 

In investment management, Mergence Investment Managers’ Low Carbon Fund was launched in June 
2010 as South Africa’s first institutional Low Carbon equity fund101,  The objective of the Mergence Low 
Carbon Fund is to produce a level of return similar to that of the JSE Shareholder Weighted Index [SWIX] 
while investing in companies with a lower level of carbon emissions intensity on average than that of the 
SWIX Index.

 

NOTES:  Frequency of responses to question: What demand for including environmental, social and governance (ESG) factors in South Africa 
investment, from your current or prospective clients (as % of clients), have your fund/s experienced since 1 September 2011?  Online survey and 
interviews with selected institutional investors based in South Africa; n = 15 respondents (3 asset owners represented ZAR 1,055,996,051,312 
(USD121,997,256,358) and 12 investment managers represented ZAR 2,744,212,008,059 (USD317,033,700,489). Cross rate used: ZAR 8.63521: USD 
1; September-November 2012, SinCo analysis. SOURCE: SinCo 2012

The drivers for ESG integration, along with climate policy measures such as carbon taxes and growing 
water stress, are likely to support demand from asset owners for investment managers to incorporate 
specific climate change criteria into investment decision-making. For example, while Nedgroup has been 
marketing investment products such as a proprietary ‘environmentally-tilted index’ and a ‘green bond’ 
investing in renewables and energy efficiency, findings from this study indicate that there is still “[v]ery 
low demand currently from the retail market”.

The experience of investment managers marketing funds varies, but thus far “members and pensioners ... 
have not explicitly demanded such inclusion of ESG factors”. Failing to address ESG or climate risks may 
undermine the savings and livelihoods of the very retirement fund savings system that the government 
relies on for its citizens’ welfare. If more pensioners were aware of the implications, there would be pressure 
to move the economy towards a low-climate - and potentially lower-risk - path. Sadly, most pensioners or, 
in fact, citizens are not well informed on these issues, and do not demand a different investment strategy.

99 Pension fund invests R1bn in IDC 'green bond'  by Carol Paton, Business Day, 4 April 2012:  http://www.bdlive.co.za/articles/2012/04/04/pension-
fund-invests-r1bn-in-idc-green-bond (accessed 19 October 2012).
100 Nedbank has above-the-line advertising of the bank’s Green Savings Bonds based on financing for alternative energy:.http://www.nedbank.co.za/
website/content/products/product_detail.asp?Subcatid=502&SubSubcatid=1869&ProductID=639 (accessed 15 April 2013).
101 The fund was conceptualised and designed by Rowan le Roux. Brad Preston assisted in designing the mathematics to support it in order to ensure 
the tracking error and management of the fund was in line with its mandate of SWIX returns with a lower carbon footprint (21% lower footprint for SWIX 
return (20%p.a.). It is also a great example of how looking at intra-sector relative carbon intensity rather than penalising high emitters in favour of low 
emitters inter-sector can be a better way to design low-carbon funds. All investment decisions in the fund are based on emissions levels and view of their 
potential carbon tax liability: http://www.mergence.co.za/fund-fact-sheets” (correspondence with co-author, September 2012).
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FIGURE 2: DEMAND FOR ESG IN SOUTH AFRICA
Marketplace demand for ESG ranges from low to high, reflecting client mix expectations 
and influence of regulations
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4.2.2 Active ownership

Active ownership is becoming more critical as the importance of proxy voting and the monitoring of corporate 
governance practices is considered an essential component of fiduciary duty within the mainstream financial 
community. Most institutional investors (73%) (Graphic 3 A and B) who responded in this survey seem 
to recognise that there must be a correlation between ESG management and financial performance, and 
stated that they would be prepared to pay a premium of up to 10% for better environmental performance, 
partly as a proxy for good management. 

Investors with prudential102 mandates are attempting to balance the tension between demands for 
performance from clients and the risks/opportunities in their portfolios. Until integration is achieved, 
however, companies with strong ESG performance may not be appropriately valued, and incentives to 
improve will remain weak.

102 Prudent – From the Latin Prudentia. Characterised by the use of prudence; arising from careful thought or deliberation.
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FIGURE 3A: PROXY VOTING IN SOUTH AFRICA IN RESPONSE TO ENVIRONMENTAL ISSUES, 2011-2012
Institutional investors are making very few votes at South Africa company meetings

NOTES:  Frequency of responses to question: Please mark the  initiatives your firm or fund is a signatory to and/or member of and/or com-
mitted to. Online survey and interviews with selected institutional investors based in South Africa; n = 14 respondents, 1 skipped; 1 other. (3 
asset owners represented ZAR1,055,996,051,312 (USD121,997,256,358) and 12 investment managers represented ZAR 2,744,212,008,059 
(USD317,033,700,489). Cross rate used: ZAR 8.63521 : USD1; September-November 2012; SinCo analysis. SOURCE: SinCo 2012
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One investment manager spoke of “embedding a deeper stewardship approach” in which “all proxies, 
where possible, are voted across all equity funds … and [e]ngagement increasingly takes place across 
[funds]”, while another stated: “We have written policies for proxy voting, engagements and environmental 
sustainability.” 

A useful finding from this study is that opinions are mixed on the rewards for ESG considerations. Some 
investors assume that integrating ESG factors will reduce the investment performance of portfolios, 
but other respondents are willing to pay a premium for better ESG performance. To test this thinking, 
institutional investors were asked to respond to a question based upon a hypothetical investment in Africa 
today, testing for willingness to pay to purchase the company with the better environmental performance. 
While just over a quarter of respondents would not pay a premium, over half said they would pay in the 0 
< 5% range, with just over a quarter willing to pay 5 < 10% premium. 

Comments ranged from philosophical challenges to the issue of pricing externalities to that of seeking 
accurate pricing, illustrated by this comment on the conceptual challenge of explicitly valuing externalities: 
“… hard to say, it depends on the type of environmental impacts and the extent to which externalities 
carry a price in the market”. As one may expect from many investment professionals seeking to ‘buy low 
and sell high’, a quarter of the respondents expressed a reluctance to pay a premium for positive ESG 
performance because they see the ESG pressures on companies as an inherent part of doing business. One 
respondent, for instance, commented: “… [we] prefer not to pay an additional premium, since this should 
be a norm for all companies going forward, and investors should not be required to pay additional 
premiums”. This argument is intriguing, suggesting that better environmental performance will be the 
‘new normal’, that all companies are expected to perform at some new, higher standard. 

Engagement activities have been continually increasing due to the emergence of national and international 
collaborative initiatives. Respondents to this study are anxious to emphasise the usefulness of having on-
the-ground relationships with companies they own, and a robust view of the ESG risks they face. Local 
communities, civil society organizations, NGOs and activists are having some success in garnering media 
attention and/or entering into litigation in order to highlight sustainability or stakeholder issues, as noted 
by this respondent: “… [a]n increasing number of disputes between SA mining houses and communities 
are reaching the courts, with judges favouring the environment and the interests of civil society”103. South 
Africa has some best-practice laws and regulations, but often falls down on implementing these effectively. 

103 Litigation: Mines under siege in SA courts, Shepstone and Wylie, Legalbrief: http://www.wylie.co.za/NewsItem/134 (accessed 24 October 2012).

FIGURE 3B: HOW MANY TIMES IN 2011/2012 DID YOUR FUND/S FILE AND/OR VOTE YOUR FUND PROXIES FOR SOUTH AFRICA COMPANIES IN RESPONSE TO ENVIRONMENTAL 
ISSUES, INCLUDING CLIMATE CHANGES ISSUES?
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FIGURE 4: PREMIUM FOR BETTER COMPANY ENVIRONMENTAL PERFORMANCE
More institutional investors willing to pay some premium for better environmental performance

NOTES:  Frequency of responses to question: As an investor in a hypothetical investment in Africa today, you have the choice of investing in one 
of two companies (A and B) that are similar in every way EXCEPT for the fact that one company (A) has better environmental characteristics 
than another company (B). Hypothetically, what PREMIUM would you be willing to pay to purchase the company with the better environmental 
characteristics (i.e. A not B)?  Online survey and interviews with selected institutional investors based in South Africa; n = 15 respondents 
(3 asset owners represented ZAR1,055,996,051,312 (USD121,997,256,358)  and 12 investment managers represented ZAR2,744,212,008,059 
(USD317,033,700,489). Cross rate used: ZAR8.63521 : USD1, September-November 2012, SinCo analysis. SOURCE: SinCo 2012
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Companies have been implicated in defying the environmental regulations by paying fines for non-
compliance after the fact104, or in pressing for further mining even when existing environmental laws have 
been broken, indicating very real concerns about governance. Environmental issues may also bring mining 
exploration or mine operations to a halt when, for example, mines contravene the National Environmental 
Management Act or the National Water Act.

The April 2012 conviction of a director and several employees of Anker Coal and Mineral Holdings marked 
the first time a mining company and one of its directors had been convicted of contravening environmental 
laws, including the National Environmental Management Act and the Mineral and Petroleum Resources 
Development Act105. These historical legal precedents form the foundation upon which other similar 
cases will be heard. Nevertheless, investors’ views of corporate behaviour and company reporting may 
not always be comprehensive. Investors expect to be more cautious about companies operating in high-
visibility, high-ESG impact sectors - extractives, mining, oil and gas - that will face greater degrees of 
government and civil society scrutiny, and where non-compliance has legal implications. Institutional 
investor respondents referred to the Farlam Commission into the Marikana106 shootings, which is likely to 
have significant impacts for mining firms by re-calibrating the ESG factors that investors need to assess. 

4.2.3 Portfolio externalities: Materiality a tool for ESG integration?

A key argument supporting ESG investing from the perspective of an asset owner is the grasp of portfolio 
externalities. Portfolio externalities affect production 
and/or consumption, and can result in unrelated parties 
incurring costs for which no appropriate compensation 
is paid. Such unpriced economic costs or benefits can 
often be internalised in investors’ investment portfolios, 
typically through cross-holdings. While investors are 
directly compensated by the current returns of their 
investment portfolios, they also indirectly own the 
externalities generated by companies, which may 
offset the portfolio’s return in future. 

Most long-term investors have the fiduciary responsibility 
to ensure the sustainability of their portfolios over multiple 
reporting periods107. However, a comment from one of 
the investors interviewed expressed the need for investor 
relations and senior management to identify which ESG 
issues that are material for their companies through 
annual reporting and other communications methods. 
Such guidance not only helps investors to determine how 

to structure valuation models that incorporate ESG factors, but also reflects companies’ overall awareness 
of external and emerging issues and management quality. After all, companies have unique expertise on 
how and why ESG factors are material and core to their business as they understand their businesses best. 
Meanwhile, asset managers have not gained access to this information through current ESG questionnaires 
and desk research, and tend to focus more on reputational issues. Some of the asset managers commented 
that they generally find the information contained in sustainability reports difficult to use for the purposes 
of valuing a company. 

104 The Department of Environmental Affairs has found itself hobbled by the National Environmental Management Act (Nema), which it claims some 
businesses are using to side-step prosecution for transgressing the Act itself. “There was a trend towards companies budgeting to pay the fine, 
and then starting an activity without the proper authorisation”: Reported in National/Science and Environment: Companies use environment act ‘to 
avoid prosecution by Sue Blaine, 11 October 2012: http://www.bdlive.co.za/national/science/2012/10/11/companies-use-environment-act-to-avoid-
prosecution (accessed 31 October 2012).
105 National / Science and Environment: Victory for farmers as court fines mine by Sue Blaine, Business Day, 19 October 2012: http://www.bdlive.
co.za/national/science/2012/10/19/victory-for-farmers-as-court-fines-mine (accessed 24 October 2012). Golfview Mining had two contraventions of the 
National Environmental Management Act and one of the National Water Act. The company was fined R1 million, conditionally suspended for five years. 
The conviction and sentencing was by plea agreement and conditional on Golfview paying R1 million each to the Mpumalanga Tourism and Environment 
Department, the province’s parks board and the Water Research Commission. The case demonstrated the power civil society has to hold mining 
companies to account in terms of the law, and the farmers’ group and the National Prosecuting Authority were commended for their dedication. Coal of 
Africa had paid a bigger fine for its environmental transgressions, but it was the result of administrative, not criminal, action.
106 http://mg.co.za/tag/marikana-commission-of-inquiry (accessed 24 October 2012).
107 Mercer Integration across Asset Classes : A Synopsis and Review - Topic of the Month, May 2013: http://www.msci.com/insights/factsheet/
TopicOfTheMonth_May13_IntegrationAcressAssetClasses_v2.0.pdf (accessed August 2013).
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A cluster of responses pointed to the need to formulate a common understanding of the financial materiality 
of ESG factors and forward-looking sustainability considerations in business value and investment 
decisions. This is particularly true when taking the likely impacts of externalities into account, and because 
there may be disagreements about what is material for a company as opposed to what is material for an 
investor. In the absence of this, one investor’s position was always to refer to the client’s mandate: “… [the 
value] would be dependent on the mandate and the nature of the environmental advantage”. Another 
respondent spoke generically of making “investment decisions based on valuation and price relative to 
the market” and said the firm “would purchase a share with better environmental characteristics to the 
extent that they result in a discount to our measure of intrinsic value.” Another investment manager 
responded that they “… do not have sufficient data on climate or water risks, let alone the mentioned 
likely impacts. This is an uncertainty to investors.”

It is therefore likely that mainstream investors’ focus on materiality as a tool for integration will continue. 
As companies continue to identify material ESG issues for their own risk management purposes, it is also 
to be expected that more analysts will take notice, and that integration will expand beyond niche products 
and approaches to emerge as part of overall investment philosophies. 

4.3 CAPACITY OF INVESTORS TO ASSESS ESG RISKS
4.3.1 Disclosure remains an issue

While there has been significant progress in improving the reporting of sustainability metrics (e.g. the 
Carbon Disclosure Project and the Global Reporting Initiative), most disclosure is still not conducive to 
mainstream use by investors, since it typically lacks clear links with the company’s financial performance 
and long-term prospects for success. Moreover, some companies with the capacity to measure non-
financial data, which they do for internal purposes, are hesitant to publish any information that goes 
beyond regulatory requirements for fear of disclosing additional information to competitors or increasing 
their exposure to lawsuits. This is one of many reasons why new regulation must be enacted to level the 
playing field. 

So, understandably, most fund managers look to third-party rating agencies to analyse company 
sustainability disclosures and provide ratings for them to interpret. With more than a hundred rating 
agencies providing such advice, there is significant variation in the quality and value of the various rating 
systems108. The commitment that some mainstream data companies, such as Bloomberg and Thomson 
Reuters, have made toward sustainability, increased standardisation and improved quality has been widely 
praised. 

According to international research by Eccles and Krzus, few fund managers have analysts with the skills 
required to do bottom-up analyses of non-financial metrics109. In South Africa, the Johannesburg Stock 
Exchange set an exemplary precedent in its 2011 decision to require all listed companies to either produce 
an integrated report or explain why they were not doing so. Even so, the mandating of integrated reporting 
is just the first step, as reporting standards around ESG information and its link to financial metrics will 
need to be refined continuously. What is critical is that the information provided is material to investors and 
relevant to the specific sector and company. ‘Cookie-cutter’ forms that do not take into account variations 
in what is most relevant from one sector to another are not adequate. Additionally, accountants must work 
to provide assurance on non-financial information that is comparable to what they provide on financial 
metrics, and must provide assurance of the integrity of both. 

4.3.2 Factoring in climate change

108 SustainAbility, Rate the Raters: Phase Two (2010): http://www.sustainability.com/library/rate-the-raters-phase-two. 
109 Robert G Eccles and Michael Krzus, One Report: Integrated Reporting for a Sustainable Strategy (2010), and Robert G Eccles, Beiting Cheng and 
Daniela Saltzman (eds.) The Landscape of Integrated Reporting (2010).
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Leaving aside the issue of the carbon shock – pricing changing quickly and unsettling the markets - how 
would an institutional investor’s investment valuations be affected if climate costs were applied to coal 
and coal reserves, either locally or globally? The number of institutional investors that failed to answer the 
question - or who had no clear idea of what the impact would be - reflects some of the lack of capacity or 
perhaps the complacency referenced in previous work on institutional investors’ poor appreciation for how 
climate risks may impact on them, and suggests the need for more pressing action. 

At the portfolio level, one respondent spoke of having “recently started to receive environmental damage 
cost data” although they have “not yet incorporated the data into valuations”, and another stated that “[t]
his is still something we are working on and cannot confirm the quantum at present”. This does indicate 
that investors are concerned, but in the context of growing industry sophistication around ESG issues, one 
respondent felt that “SA investors are still grappling with responsible investing and ESG issues; they 
haven’t really come to terms with climate change issues yet.”

When respondents were pressed to offer a recent example in funds or portfolios where climate change issues 
featured in a decision to buy or sell an investee company or portfolio, they offered a range of responses that 
reflected active appreciation of climate risks at the top of the range right through to a failure to reference 
any such impact at the bottom of the range 

Some institutional investors advocated: “ESG factors are considered as part of the investment valuation 
process for all companies that we research”. Specific examples of companies and issues were cited, ranging 
from “understanding of a company’s carbon footprint as a factor in our investment decisions” to “[w]e 
conducted a few debt and equity transactions recently into low-income housing. These did not feature in 
a buy or sell decision but the companies displayed good examples of lowering their carbon footprint by 
employing water- and energy-efficient technologies in an effort to green the buildings.” Another relevant 
example where ESG factored into the investment decision was the “development of a new nitric acid 
plant by Omnia and the plan to have the project accredited as a carbon development mechanism (CDM), 
[which] was relevant to the long term investment case for Omnia”.

The fact that so few cases where ESG issues affect investment decisions are tracked demonstrates areas 
for immediate improvement. In presentations to investors in 2011, industrial services firm Aveng Water 
offered its perspective on South Africa’s key challenges110, namely “water scarcity (stressed natural 
water resources, coupled with high and increasing demand by key economic sectors and a growing 
population, as well as climate change impacting on water resources); water quality (pollution and 
water contamination affecting water quality e.g. acid mine drainage (AMD), agricultural run-off, 
discharge from industry, investing in and maintaining water infrastructure); low levels of investment, 
skills and capacity; and extending water service provision to an under-serviced population”. However, 
the positioning of institutional investor portfolios in response to high water consumption patterns in 
businesses or the overarching impact of water scarcity that may affect other holdings in the portfolio, have 
not featured in attitudes and activities covered by this research, even though environmental issues may 
stall mine or other industrial development. For example, JSE-, ASX- and LSE-listed mining company Coal 
of Africa (LON:CZA) was fined ZAR9,2 million for environmental transgressions after being raided by the 
Green Scorpions in 2010111 and, on 17 October 2012, the Ermelo Regional Court in Mpumalanga convicted 
Golfview Mining (Pty) Ltd of various contraventions of the National Environmental Management Act (No. 
107 of 1998) and the National Water Act (No. 36 of 1998). The court imposed a fine of ZAR4 million and 
an order that forced Golfview to rehabilitate the wetland it had illegally mined, according to an approved 
rehabilitation report. The potential cost of the rehabilitation was estimated at between ZAR50 million 
and ZAR100 million. The ruling followed the conviction and sentencing of Anker Coal and Mineral 
Holdings (Pty) Ltd and its director Albrecht Frick in April 2012 for similar infringements of environmental 
legislation and the provisions of the Mineral and Petroleum Development Resources Act (No. 28 of 2002). 
The conviction of Anker Coal was the first time that a mining company had been held criminally liable for 

110 “Water issues are increasingly and correctly being elevated as a strategic priority for all sectors of SA society: 1. Government’s initiative on tackling 
the AMD matter is a welcome development; 2. Further, Government should make it a focus to invest in and upgrade water infrastructure particularly at 
local level; 3. Water will limit development and the country will fall short in providing a sustainable water supply to its population; 4. Currently available 
and effective technologies should be used to treat; 5. AMD and to provide new water resources; 6. Further investment in new technologies and 
incremental innovation have to be made now by the public and private sectors to address the demand in the medium to long term. As a country, we need 
to start developing realistic and coherent strategies for new sources of water which will be required to meet the demand of the medium to long term” 
Aveng Water Perspective, presentation to investors, 2011.
111 Coal enters $100m placement deal with Beijing group, NIdéleEsterhuize, 1 Ocyober 2012:  www.miningweekly.com.

http://www.miningweekly.com
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the contravention of environmental legislation. It was also the first time that provisions of environmental 
legislation were invoked to hold a director of a mining company criminally liable112.

4.3.3 Traditional valuation approaches foster short-termism

A typical equity valuation in the mining sector in South Africa will, for example, seek to build a valuation/
price comparison by reviewing the balance sheet, income statement, cash flows and related company 
financial characteristics, including dividends flow and future prospects. Mining firms are typically valued 
using a discounted cash flow (DCF) model with an adjusted terminal value of zero at the end of the mine’s 
life, net of closure costs113. ESG issues typically enter the modelling as costs and/or risks, for example the 
cost/risk of environmental remediation, but may also reasonably be modelled as governance factors. An 
example of this would be the case of the license to operate being granted or renewed based on offering 
a non-corrupt, transparent and community-validated approach to managing stakeholder relationships. 
Externalities are conventionally not factored into a valuation calculation. 

The current valuation models therefore foster ‘short-termism’ by calculating the costs and by reporting 
value and performance within the conventional quarterly and annual reporting framework. In spite of this 
convention, all of the institutional investors responding to the question of time horizons in this survey were 
clear that longer periods for fund performance evaluation are preferable, especially for pension funds, and 
of those, 40% believed that the horizons should be between three and seven years ”Longer – over the full 
economic cycle – five to seven years”; “pension funds annually over a rolling three-year period”; “at least 
five years”; “three to five years” and “in general, the performance of a fund should not be measured on 
anything less than three years”.

Critically, the integration of ESG information in investment processes can appear before or after the 
investment decision. Before the investment decision, investment managers can include ESG datasets in 
their stock selection and portfolio management choices. After the investment decision, managers can 
employ in-house ESG or external engagement services that discuss potential improvements in ESG aspects 
with invested companies. 

For asset owners, integration of ESG factors into the investment process may help address the ‘gap’ between 

112 From: Polity, Criminal convictions and Fines for Environmental Offences , Webber Wentzel, Creamer Media, 29 October 2012  
113 The sum-of-the-parts DCF model will price the sum of the above-ground and below-ground operations and future projects, using this methodology 
to value the firm in isolation as well as against sector and/or regional peers. The nominal weighted average cost of capital (WACC) applied to cash flows 
in future will be estimated using the investment analysts’ views of future commodity prices and inflation, with a multiple applied to the DCF-derived net 
asset value reflecting the investment analysts’ views on the company. This, in turn, will be relative to the cross-rates of the mining firms’ operational 
costs and dollar-based commodity prices, given that most mining firms operate in more than one country. The valuation model will include some risks 
to the target price/s, typically including the increase in exploration, sustaining and development capital expenditure plans, assumptions about trends in 
commodity pricing, success in above- and below-ground operational management, taxes (on average 30% across regions in the medium- to long-term), 
and input costs, such as labour. Input costs like labour will also include assumptions about productivity, and work-safety stoppages related to accidents 
and fatalities in operations.

INVESTOR TYPE / ASSET CLASS MONTHLY SEMI ANNUAL ANNUALLY 2 YEARS >2 YEARS N/A OTHER RESPONSIVE 
COUNT

Private equity investors 0 0 3 0 9 0 4 13
Insurance companies 1 0 4 0 9 2 3 14
Property investors 0 0 5 1 10 0 4 14
Pension funds 1 0 4 1 10 0 6 15
Public equity investors 1 1 5 1 10 0 5 15
Fixed income investors 1 1 8 3 8 0 3 15

FIGURE 5: INVESTMENT HORIZONS AND PERFORMANCE MEASUREMENT
Institutional investors suggest reviewing performance over > 2 years or annually

NOTES:  Responses to question 5:  “In your opinion, what length of time should these types of firms / funds / portfolios use to measure 
investment performance?”. Online survey and interviews with selected institutional investors based in South Africa; n = 15 respondents; 7 other. 
(3 asset owners represented ZAR1,055,996,051,312 (USD121,997,256,358)  and 12 investment managers represented ZAR 2,744,212,008,059 
(USD317,033,700,489). Cross rate used: ZAR 8.63521 : US$ 1; September-November 2012, SinCo analysis. SOURCE: SinCo 2012
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the long-term nature of their investments (30 years and longer for certain pension funds) and the short-
term behaviour of their managers. For asset managers, integration of ESG factors into the investment 
process aims to better assess long-term risks or risks that have high impact but low frequency of occurrence. 

The current pattern of communication between companies and investors also reinforces short-termism. 
In particular, there is inadequate sustainability disclosure in terms of both the quality of the content and 
the volume of reporting, compared to what is necessary to make information usable to investors.  Any 
evaluation of the risk and opportunities to shareholder value created by an ESG factor such as climate 
change needs to capture the complexity of the issues across the business system.

4.3.4 Claiming sustainable investment credentials

Many investors may not mean to overstate their sustainable investment credentials, but their current 
ESG practices may not match their ESG policies. Only one retirement fund reported that trustees received 
training on ESG and conducted research on current asset managers to determine commitment to ESG and 
proxy-voting issues: “… [this was] extensively debated. Trustees received training on RI. [They] researched 
current asset managers to determine commitment to RI and proxy voting issues, and surveyed fund 
members to determine RI. Trustees [are] working to develop policy”. Two funds have also proactively 
surveyed fund members to determine which ESG issues are important.

5. CLIMATE EXPOSURE IN INVESTMENT PORTFOLIOS

A theme of the Navigating Muddy Waters research reports is that CO2e and water scarcity – as markers 
for two key climate change issues – are not reflected accurately in the way in which investment decisions 
are being made today, nor are a great number of new opportunities being explored that look at sustainable 
use of other resources beyond carbon and water. Investments across all asset classes have, to a greater or 
lesser extent, embedded ESG risks, especially in the equities of some of South Africa’s major, publicly-
listed companies and/or the fixed income instruments of major state-owned enterprises (SOEs).

Externalities including greenhouse gas emissions (GHG) caused by companies may significantly affect the 
value of capital markets and their potential for growth as the regulatory context changes. This will affect 
South Africa’s capital markets, especially in a country where exchange controls limit diversification away 
from the country. International investment limits mean diversified portfolios114 cannot escape country-
level systemic risks. The costs of failing to integrate, for example, the carbon tax costs was illustrated by the 
Portfolio Carbon: Dirty Feet report (2012)115.

5.1 CARBON RISK
Analysts describe the ‘carbon bubble’ as asset prices that are incorrectly valued because they fail to include 
the costs of climate change116. In 2011, Carbon Tracker Initiative published a report ‘Unburnable Carbon: 
Are the world’s financial markets carrying a carbon bubble?’117 which argued that only 20% of proven 
reserves owned by private and public companies could be burned if the world is to keep below the arbitrary 
figure of a 2°C average temperature rise, beyond which climate change has been judged to be dangerous. 

A carbon bubble is a type of hypothetical economic bubble that could affect the valuation of fossil fuel-

114 http://www.unpri.org/files/6728_ES_report_environmental_externalities.pdf
115 Dirty Feet: Portfolio Carbon, January 2012 - Portfolio risks and opportunities from the carbon intensities of the 40 largest listed companies in South 
Africa by Graham Sinclair, Stefano Dell’Aringa and Liesel van Ast. Findings show that while carbon costs will initially have a limited impact overall, carbon 
risks could be material for some companies and investors. The companies directly emitted almost 109 million tonnes of GHG emissions, measured 
in carbon dioxide equivalents (Mt CO2e) globally, which equates to 20% of South Africa’s carbon emissions in 2010. If the companies were to pay the 
carbon tax rate of ZAR75 (USD8.97) per tonne of CO2e for direct operational emissions globally, carbon costs could amount to almost USD974 million. 
This would equate to 0.2% of revenue or 1% of earnings before interest, taxation, depreciation or amortization (EBITDA) on average across all 40 
companies: http://www.sincosinco.com/portfolio-carbon.php (accessed July 2012).
116 A carbon bubble is a type of hypothetical economic bubble that could affect the valuation of fossil fuel-based assets. Currently the price a company’s 
shares is calculated on the assumption that all fossil fuel reserves will be consumed.
117 Unburnable Carbon – Are the world’s financial markets carrying a carbon bubble?’ Trucost (2011), accessed at http://www.carbontracker.org/wp-
content/uploads/downloads/2011/07/Unburnable-Carbon-Full-rev2.pdf 

http://www.unpri.org/files/6728_ES_report_environmental_externalities.pdf
http://www.sincosinco.com/portfolio-carbon.php
http://www.carbontracker.org/wp-content/uploads/downloads/2011/07/Unburnable-Carbon-Full-rev2.pdf
http://www.carbontracker.org/wp-content/uploads/downloads/2011/07/Unburnable-Carbon-Full-rev2.pdf
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based assets. The argument is that many energy companies are significantly overvalued on the basis of their 
reserves of coal, oil and gas, since climate change policy will make these reserves impossible to exploit and 
therefore ultimately worthless. In the past decade, investors have suffered considerable value destruction 
following the mispricing exhibited in the dot.com boom and the more recent credit crunch. The carbon 
bubble could be equally serious for institutional investors – including pension beneficiaries - and the value 
lost would be permanent.

Another risk for institutional investors in South Africa is that the reserves attributed to mining companies, 
which are often a major portion of balance sheet assets, but which have a marginal influence on the market 
valuation of listed companies - especially coal mining companies - may not be accurately expressed because 
the assumptions about the economics of their exploitation may be significantly changed as future regulations 
on safety, health and the environment lead to a more complete valuation of the direct and indirect costs of 
production, especially those pertaining to coal. The Carbon Tracker118 analysis of companies listed in South 
Africa indicates that mining firms have coal reserves equivalent to 38.9 GtCO2e. Government’s Long Term 
Mitigation Scenario (LTMS) has suggested a total budget of 16,4 GtCO2e for all sectors from 2010 to 2050. 
But Carbon Tracker’s calculations indicate there are already 19,2 GtCO2e of reserves owned by companies 
operating in South Africa, with 1,.7 GtCO2e of this attributed to those listed in Johannesburg. This means 
that the potential emissions from all sectors (if all coal reserves are utilized) could be 300% 
more than the proposed LTMS threshold. This implies that the calculated value of those assets 
will be significantly affected if South Africa’s energy policy severely limits their exploitation. The market 
reaction to a policy change could be dramatic. This was seen in the US when the benchmark Stowe Global 
Coal Index, which is a list of companies that produce and sell coal, dropped to its lowest level since the 
recession in 2009 after an announcement by President Obama in July 2013 that new policies regarding the 
use of coal were to be drafted119.

Currently, the price of a fossil fuel company’s shares is calculated using the assumption that all fossil 
fuel reserves will be consumed. As coal is regarded by many as a ‘strategic asset’, the question was asked: 
“how does your fund/firm consider the longer-term implications of pricing carbon emissions or other 
climate change costs into your investment calculations? For example, how would your investment 
valuations be affected if climate costs were applied to coal, including coal reserves, either locally or 
globally?” Four respondents (see Graphic 6a below) skipped the question, 36% (4) responded that they 
had “no idea”, and one respondent said there would be no effect. In the remaining six, opinions were split. 
Half felt that it could be affected by 10 - 20%, while the other half believed it could only be affected by 0 
- 5%. Two investors are looking into this, and comments included: “We have recently started to receive 
environmental damage cost data. We have not yet incorporated the data into valuations” and “[t]his is 
still something we are working on and cannot confirm the quantum at present”. Overall, the responses 
showed that many investors don’t fully understand what a carbon bubble means, nor do they factor it into 
their valuation models.

118 Carbon Tracker Report 2 commissioned by WWF, November 2012.
119 The Stowe Global Coal IndexSM (Chicago Mercantile Exchange Ticker: COAL) is designed to serve as a fair, impartial and transparent measure of the 
performance of the global coal industry. It embodies certain characteristics that distinguish it from other indexes that attempt to cover the same industry. 
Stowe Global Indexes LLC, is a rules-based, modified capitalisation-weighted, float-adjusted index consisting of publicly traded companies worldwide 
that are engaged in the coal industry. The Index provides exposure to publicly traded companies worldwide that derive greater than 50% of their revenues 
from the coal industry, have a market capitalisation exceeding USD200 million, and have a three-month average daily turnover greater of than USD1 
million. The Index comprises a globally diversified group of global coal companies, including those engaged in coal transport, equipment manufacturing 
and the production of clean coal. Source: Google Finance/Reuters and http://stowe.snetglobalindexes.com/pdf/coal-IndexInsights-20121011.pdf, SinCo 
analysis (accessed 31 October 2012).

Valuations drop 20 > 10% 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
Valuations drop 10 > 5% 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
Valuations drop 5 > 0% 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
No change in valuation 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
No change in valuation 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
No idea 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15

FIGURE 6A: VALUATIONS AFFECTED IF CLIMATE COSTS WERE APPLIED TO COAL, INCLUDING COAL RESERVES
Institutional investors anticipate portfolio valuations impacts from climate costs applied to coal / coal reserves

NOTES:  Frequency of responses to question: How would your investment valuations be affected if climate costs were applied to coal, including 
coal reserves, either locally or globally?  Online survey and interviews with selected institutional investors based in South Africa; n = 11 
respondents, 4 skipped; 1 other. (3 asset owners represented ZAR1,055,996,051,312 (USD121,997,256,358) and 12 investment managers represented 
ZAR2,744,212,008,059 (USD317,033,700,489). Cross rate used: ZAR 8.63521 : US$ 1; September-November 2012; SinCo analysis. SOURCE: SinCo 
2012.

http://stowe.snetglobalindexes.com/pdf/coal-IndexInsights-20121011.pdf
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Furthermore, almost all investors interpret ‘carbon risks’ to be equivalent to the risk of ‘carbon taxes’. 
Comments such as the following indicate that they see this as a simplistic calculation of an assumed or 
statutory amount: “In the case of large emitters we apply a discount in our valuation by quantifying 
a potential carbon tax”; “We have run an analysis across our investment universe to measure margin 
sensitivity to carbon taxes. For the companies with the highest potential liability we have included 
detailed sensitivities in our valuations.”; and “We presently include a price for carbon in our valuations. 
This price is based on our understanding of the current proposed carbon tax in South Africa”. 

A few respondents showed a deeper appreciation of the broader risks that would need to be considered: 
“Equity investments are done by three equity managers according to their individual valuations. We do 
not prescribe individual stocks into which to invest. Mandates include limits on individual stockholdings. 
Investment managers are required to consider all ESG issues in valuations including the cost of reducing 
environmental impact and the purchase of carbon credits and/or penalties that could impact return on 
the investment” and “We have initiated some work in this area. This issue is complex and we are only at 
the early stage of working through some of the possible implications, although we are not clear on all of 
the possible implications.” Given that carbon taxes or penalties on emissions, imposed either nationally or 
internationally, are likely, this is not a surprising outcome, even though the carbon tax is only one narrow 
slice of the broader ESG risk profile. 

Broader ESG risks refer to risks that are not only attributable to carbon taxes but wider climate/water/
social vulnerabilities. Legislation and incentives to promote alternative energy are increasing, and many 
experts expect that the attention policymakers pay to water use may also intensify in the next decade. 
Similarly, social issues such as labour are getting more consideration from policymakers, particularly 
in the mining and agricultural sectors. And, of course, the financial crisis has brought renewed focus on 
governance issues. The issues of executive compensation, board oversight and shareholder rights have 
been highlighted in policy debates arising from the economic crisis and, in this instance, legislation is 
likely in the US. All of these policies and proposed legislation have the potential to significantly impact the 
operating environments for businesses, and the requirements for how companies manage different ESG 
issues.

5.2 PRICING CO2E IN PORTFOLIOS
Previous studies120 of the development of institutional investor approaches to sustainable investment in 
South Africa identified a small group of ESG first-mover retirement funds, service providers and asset 
managers with an established ESG competency demonstrating global best practice. This emerged in some 
of the responses to the critical question posed in the survey undertaken for this report, asking what price 
for a carbon tax in South Africa the fund/portfolio/models had priced into the valuations for portfolios/
securities/financing for the next three years (R/per tonne CO2e emitted). 

120 Defining Momentum: The Retirement Fund Investment Value Chain And The State Of ESG In South Africa”, SinCo commissioned by IFC, July 2012.

FIGURE 6B: HOW WOULD YOUR INVESTMENT VALUATIONS BE AFFECTED IF CLIMATE COSTS WERE APPLIED TO COAL, INCLUDING COAL 
RESERVES, EITHER LOCALLY OR GLOBALLY?
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Bearing in mind that this question was asked prior to the Carbon Tax Policy Paper being released by 
National Treasury, the “price for carbon” in valuations was, in one investor’s words, “based on our 
understanding of the current proposed carbon tax in South Africa”. Critical thinking on the issues led 
to the comment that “we think it’s at 20 - 30% overvalued” with expectations for the future being “[w]e 
plan to obtain an ESG valuation for the companies in our universe”. Active appreciation of portfolio risks 
included scenario and sensitivity analyses: “[w]e have run an analysis across our investment universe 
to measure margin sensitivity to carbon taxes. For the companies with the highest potential liability we 
have included detailed sensitivities in our valuations”. 

Institutional investors responding to the question may have demonstrated some awareness of the pricing 
issues, but have not figured out how to integrate them. A number of respondents replied evasively “not 
applicable” to the direct pricing question. Generalised comments such as “[we]realise that some industries 
and sectors have a greater impact in terms of climate change and therefore considering and pricing 
for these longer-term implications is appropriate”, seem to illustrate that carbon pricing is considered 
relevant, but that they may not yet be factoring this into the investment strategy or valuation process. For 
one asset owner, giving autonomy to the asset manager was considered sufficient: “… [n]ot applicable as 
we do rely on our asset managers to determine this in their investment strategy.”, assuming that the asset 
management firm would assess the readiness and apply the relevant methodology. Other investors have 
not allocated time or resources to model more precisely the pricing impact, or to measure carbon in their 
portfolios. 

5.3 INVESTING IN CLIMATE OR WATER-FRIENDLY ASSETS
Following from the direct carbon tax pricing question, institutional investors were asked how they 
measured the results and/or impacts of their funds’ ‘climate-friendly’ assets121. Responses reflected how 
far the approach to investing in new, low-carbon paths still has to go (see Graphic 8 below). Almost 70% of 
the respondents collectively said that they either did not measure the impacts or that the impacts were not 
applicable (40% said “We do not measure ‘climate-friendly’ assets” and 27% chose “not applicable”). The 
conceptual and philosophical aspects of the issue are, however, clearly being considered, for example: “[w]
hile we are mindful of climate impacts, we have not as yet undertaken a total review of climate-friendly 
assets across the business. This is, however, a proposed project under consideration”; “[n]ot at this stage 
but we are planning in the future”; and “not specifically yet, but we are considering a possible approach 
currently”. 

121 Using the IFC definition of “investments that lead to reduced greenhouse gas (GHG) emissions per capita”, IFC 2012.

FIGURE 7: PRICING CARBON
Low prices now, medium prices later

NOTES: R/per tonne CO2e emitted.  Frequency of responses to Question 13:  Please provide a percentage (of total fund/firm AuM) breakdown of 
current allocation by your FUND per ‘climate-friendly’ asset/theme category? Online survey and interviews with selected institutional investors 
based in South Africa; n = 10 respondents, 5 skipped. (3 asset owners represented ZAR1, 055,996,051,312 (USD121,997,256,358) and 12 investment 
managers represented ZAR2,744,212,008,059 (USD317,033,700,489), Cross rate used: ZAR8.63521 : USD1; September-November 2012; SinCo 
analysis. SOURCE: SinCo 2012

Approximately what price/s for a carbon tax in South Africa has your fund / portfolio / models priced into the valuations 
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Altogether, 67% of respondents have not advanced to this stage. Not surprisingly, 6.7% (2 respondents) 
chose the indicators relating to renewable energy or energy efficiency. This appears to be another area 
under development, and it is therefore premature to expect answers. Respondents’ comments revealed 
that this is going to take time.

A number of hypotheses were then put to the investors. Hypothesis 1122 suggested: “Investors are not 
pricing climate change and freshwater risks as a result of policy, technology and environmental impacts 
when making investment decisions, resulting in mispriced assets and potential systemic risk”. Roughly 
55% agreed or strongly agreed with the hypothesis, with one stating that: “there is pricing for policy risk 
as well as some technological risk, although physical risk is not being adequately priced”; and another 
saying: “While the market may not be pricing all of these risks correctly there is definitely an awareness of 
them for some of the companies with the highest risk levels. Sasol is an example: the market is definitely 
aware of the risk of the carbon tax impact and is pricing it in to some extent,” and another: “this can be 
seen by results of investing in industries where there is insufficient control of damage to water resources 
or insufficient investment in developing water resources. South Africa is facing a water crisis if no action 
is exercised soon. This will increase costs dramatically. Municipalities have also indicated that in future 
grey water will be recycled for potable water.” 

When investors were asked if “the presence of dual or triple-listed stocks results in the climate change risks 
in one market being mirrored in other markets” (Hypothesis 2), 54.5% of respondents agreed. This was 
presumably based on the view that risks are embedded within sectors and the impact on valuation due to 
climate change risks will be carried through to different markets, although one respondent pointed out that 
there is a lack of evidence either to support or oppose this theory. 

Hypothesis 3 queried whether ‘the exposure of major investors to sectors that are particularly vulnerable 
to climate change risks is large relative to overall assets, particularly when investments in the state-owned 
entities of Eskom and Transnet are taken into account” was true, and also found agreement with 90% 
of respondents. It was clear that all recognised that the impact of climate change and the carbon tax on 
the cost structure of Transnet and Eskom, as well as the availability of their services, has significant local 
impact.

122 Hypothesis 1: “Investors are not pricing climate change and freshwater risks as a result of policy, technology and environmental impacts when 
making investment decisions, resulting in mispriced assets and potential systemic risk.”

FIGURE 8: INVESTING IN “CLIMATE SENSITIVE” ASSETS
Insignificant investment allocations, averaged up by GEPF
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Graphic 8: If / how has your fund / firm / portfolio chosen to invest in the low-carbon and/or low-water theme/s in South 
Africa, and through which asset class/es?

NOTES:  Responses to question:  “The following assets categories/themes may be labelled as ‘climate-friendly’ because they lead to reduced greenhouse 
gas (GHG) emissions per capita. If available, please provide a percentage  breakdown of the current allocation by your FUND per ‘climate-friendly’ 
asset/theme category”.  Online survey and interviews with selected institutional investors based in South Africa; n = 10 respondents 4 skipped; 1 
other. (3 asset owners represented ZAR1, 055,996,051,312 (USD121,997,256,358) and 12 investment managers represented ZAR 2,744,212,008,059 
(USD317,033,700,489). Cross rate used: ZAR8.63521 : USD1; September-November 2012; SinCo analysis. SOURCE: SinCo 2012
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Just over half of the investors interviewed agreed with Hypothesis 4, that “given South Africa’s high-
carbon infrastructure, its institutional lock-in and the lack of significant low-carbon market incentives, 
market correction for climate change risks will take place over an insufficiently long period of time for an 
orderly adjustment of the portfolios of financial institutions, and therefore viable, low-carbon investment 
market opportunities are required in order for market correction for climate change risks to take place in 
an orderly manner.” Arguments included that “this does not mean it is NOT priced in already. It is. It may 
take some time to discover the alternatives that increase value above where it is now” was noteworthy. 
The long time period for structural change was flagged, together with the warning that “all it takes is a 
serious two-year drought, coupled with fires and social unrest to send the market a correction message”. 

In response to the question “Looking at your overall investment policy, what portion of your South African 
investment is covered by a policy that includes the integration of climate-related criteria into investment 
decisions?”, only four investors responded, two of whom stated that the percentage was zero, while the 
other two commenting that “ESG factors are taken into account in our valuations” and “all pension 
funds are now required to consider ESG issues, and we are signatories to bodies that promote such 
matters”. The other nine respondents skipped the question, signifying that there is, as yet, no significant 
move by institutional investors to explicitly move toward low climate investment strategies (where assets 
categories / themes may be labelled as “climate-friendly” because they lead to reduced greenhouse gas 
(GHG) emissions per capita).  

When asked “In the next five years, to make low-carbon and/or low-water investment more attractive to 
investors like you in South Africa, what is the one thing you need to see happen?”, respondents pointed 
to several ways in which to increase momentum for low-carbon investment from across the supply chain, 
including reviews of pricing models and standards and the global regulatory context for pricing externalities. 
Institutional investors claim they need ‘pull’ factors to address some of the fundamentals, such as fiscal 
incentives or new asset mandates with longer time horizons in order to be attracted to engaging with the 
low-carbon and water scarcity concepts. 

Some of the responses were as follows: “Investment-grade climate and water policy is critical to give 
investors certainty. Such a policy should introduce a mechanism to reflect the true cost of these resource/
externalities”; “… [we need] a global standard for disclosure, which would allow relative comparisons 
across companies.”; “Taxes to increase visibility of pricing.” Comments such as: “… there need to be 
vehicles to invest in”; “… [we need] bankable projects that are packaged appropriately for investors to 
come on board” reveal that there is a willingness to look at options.

Finally, when investors were asked whether “additional regulatory mechanisms need to be put in place in 
order for lower-carbon financial markets such as covered bonds to develop” (Hypothesis 5), only 36.4% 
of the 11 respondents agreed, 36.4% disagreed (18.7% strongly disagreed), and 27.3% had no opinion. 
Respondents did acknowledge that regulations which increase disclosure for investors and companies may 
improve the valuation and market price discovery process, but baulked at the prospect of new rules such 
as, for example, green bond benchmarks. But ‘push’ factors do force ESG issues to be taken more seriously. 
For example, carbon taxes and global carbon regulations impact on company exports and/or input costs, 
as so investment regulations requiring disclosures, such as the Pension Funds’ Act Regulation 28 (effective 
1 January 2012). Regulatory changes, alongside demand for new sources of energy and low-carbon 
economies, may also create opportunities for new markets and green jobs123. The analysis of responses to 
Hypothesis 5124 suggests that market incentives are better placed than regulations. 

123 Global, Regional, and National Fossil-Fuel CO2 Emissions. Boden, T.A., G. Marland, and R.J. Andres. 2010. Carbon Dioxide Information Analysis 
Center, Oak Ridge National Laboratory, U.S. Department of Energy, Oak Ridge, Tenn., U.S.A.. 
124 Hypothesis 5: “Additional regulatory mechanisms need to be put in place in order for low carbon financial markets, products and services to become 
established, for example, covered bonds”
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6. CONCLUSIONS - SHUFFLING FEET OR SHIFTING GEAR?

Pension funds, sovereign wealth funds, foundations, endowments, and other investors with long-
term liabilities need to match the performance of their assets to the maturation of those 
liabilities. Naturally, the integration of ESG issues that have a material impact on the long-term viability 
of companies should be an essential step in their valuation and investment process, and therefore the 
ability to manage the integration of ESG issues undoubtedly should be a key consideration 
for investors when selecting an asset manager. Furthermore, with the amendment to the Pensions 
Fund Act (Regulation 28), giving due consideration to ESG issues is fundamental to the fulfilment of any 
investor’s fiduciary duty. Impending regulation of governance issues and climate change has raised the 
profile of ESG, particularly within certain sectors, and the number of new policies is intensifying. Climate 
change policies that serve to restrict greenhouse gas emissions, such as the implementation of carbon 
budgets, are also gaining traction, and the commercial viability of carbon-intensive assets – 
particularly fossil fuels – will be increasingly threatened, creating stranded carbon assets 
and a carbon bubble. 

Investors by nature are forward-looking as they seek to benefit from future company cash flows. Both the 
equity and fixed-income securities of portfolio companies will be affected by climate change and other ESG 
factors, in line with the general characteristics of each asset class, and it stands to reason that systemic 
risks faced by individual companies are aggregated in investment portfolios. Limited responses showed 
that investors and their clients are beginning to see that they may be locked into a certain 
level of climate risk because of the limits on investment outside of South Africa (for example, 
a maximum of 25% for retirement funds)125. The domestic concentration of investment capital in South 
Africa due to these foreign exposure limits, as well as an inherent home-country bias towards mining 
and other energy-intensive sectors, means that long-term investment vehicles such as pension funds are 
particularly vulnerable to climate change risks. Thus, the over-arching hypothesis that the majority 
of investors may be holding mispriced assets therefore appears to be true, which could 
mean that the ability of the economy or society to respond to these challenges will continue 
to be limited. Ignoring this possibility only makes those funds even more vulnerable. 

Even though policies and global concerns are driving change, and the South African investment rules have 
the effect of concentrating climate risk due to our heavy investment in carbon-intensive industries, the use 
of ESG criteria in general and, more specifically, the ability to quantify carbon and water 
risk, is still not mainstream. A number of systemic barriers are blamed for this that will likely continue 
to evolve over the next decade. Barriers to growth in sustainable investment include lack of adequate 
information to evaluate investment targets, lack of evidence that ESG factors will increase 
financial returns and /or reduce risks, and lack of skilled advisors and the necessary 
expertise to capture the complexity of the issues across the business system. Investors are not 
entirely comfortable integrating ESG factors into their analyses across asset classes as the methodologies 
are not well defined or standardised. They prefer clear rules and regulations as they seek to estimate how 
an investment may perform in an uncertain future. 

A small cohort of investors is nevertheless gradually factoring ESG factors into their 
valuation processes for new investments, in spite of the many who remain unconvinced about the near-
term financial impact of sustainability issues on the performance of their portfolios. The consequence of this 
scepticism is that very few institutional investors have retrospectively checked their portfolios for carbon 
exposure, nor are they going further in allocating a greater portion of these portfolios to 
‘climate-friendly’ assets126. 

125 Regulation 28 on SA National Treasury website. For more: http://www.treasury.gov.za/publications/other/Reg28/ (accessed 29 October 2012).
126 Using the IFC definition of “investments that lead to reduced greenhouse gas (GHG) emissions per capita”.

http://www.treasury.gov.za/publications/other/Reg28/
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Investors may instead be indirectly investing in low-carbon initiatives127 or water-scarcity initiatives128 
through their portfolio companies, perhaps assuming that each company, particularly if it is listed and 
subject to the various statutory and voluntary requirements, will have identified a suite of climate and 
water risks, and are responding to them as part of their corporate strategy. In fairness, modelling an 
unknown variable is always challenging, and respondents in the survey and interviews offered their frank 
appreciation that “this issue is complex and we are only in the early stages of working through some of the 
possible implications” and reference the fact that “[n]o models have been finalised yet”. Taken together, 
this state of play suggests that any advances on an industry-wide basis and/or driven by investment and/
or environmental legislation/regulation will assist with the modelling of carbon risks.

Maintaining the status quo, whereby investors fail to properly account for the risks inherent in owning 
carbon-intensive assets, will only cause the ‘carbon asset bubble’ to grow until the artificially high valuations 
for these assets can no longer be sustained. The presence of a bubble is often not recognised by the market 
due to classic behavioural finance decision-making. However, recognising the carbon asset bubble presents 
not only risks but also opportunities. In particular, investors have the chance to strategically reallocate 
their capital in advance of these risks materialising sooner than anticipated, irreversibly 
impairing the value of carbon assets. Considering stranded assets129 in the valuation of a portfolio 
also highlights the strategic advantage that sustainable companies gain, as these new regulations 
come into effect. 

Investors across all asset classes should therefore consider implementing the following four steps130: 

1. Identify the extent to which carbon risks are embedded in current and future investments across all 
asset classes; 

2. Engage corporate boards and executives on plans to mitigate and disclose carbon risks; 
3. Diversify investments into opportunities positioned to succeed in a low carbon economy; and 
4. Divest fossil fuel-intensive assets in order to mitigate or eliminate risks related to carbon. 

In addition, the following areas should be in place for ESG investment to become mainstream: 

i) The language of investment must change. Value and impact are more important than profits or 
losses. 

ii) Short-term returns must not overshadow investment in sustainability or the resilience which will 
result in long-term benefit.   

iii) The collection of meaningful local data to quantify ESG risks in full is critical, rather than 
focusing just on  carbon emissions.

iv) The capacity of investors and asset owners to be more comfortable with ESG information should 
be strengthened. 

v) Robust new methodologies for pricing in externalities should be developed in order to obtain a 
more complete view of a company’s long-term value. 

For asset managers, this means investing for the long term and adopting incentive structures that reward 
such behaviour. It means carefully considering the effect of sustainability factors on the valuation of 
companies and then, in response, changing their mind-sets and financial models. Over time, asset managers 
will face the threat of losing their licences to operate if they engage in unsustainable practices such as 
disregard for key factors when investing. They may include various ESG factors, excessive exposure to 

127 Cennergi joint venture between South Africa's mining group Exxaro and India's largest private power utility Tata Power (see http://www.cennergi.
com/). . Reported in Investing in South Africa: New renewable energy player aims high, 10 April 2012: http://www.southafrica.info/business/investing/
cennergi-104012.htm#.UJHgSml24Rg#ixzz2AycMp94g (accessed 31 October 2012). 
128 Major food and beverage company, Tiger Brands’ treatment of water issues in 2010 Corporate Governance and Sustainability Report: http://www.
tigerbrands.co.za/Investor/InvestorCentre/2010AnnualReport/gs_corp_gov03.php (accessed 31 October 2012).
129 As the case for curbing carbon emissions continues to gain support on economic and scientific grounds, the commercial viability of carbon-intensive 
assets – particularly fossil fuels – will be increasingly threatened, creating stranded carbon assets. For the purposes of this paper, we define a stranded 
asset as an asset which loses significant economic value well ahead of its anticipated useful life, as a result of changes in legislation, regulation, market 
forces, disruptive innovation, societal norms or environmental shocks.
130 Proposed in Stranded Carbon Assets , Generation Foundation, October 2013: http://genfound.org/media/pdf-generation-foundation-stranded-
carbon-assets-v1.pdf, (accessed December 2013).

http://www.cennergi.com/
http://www.cennergi.com/
http://www.southafrica.info/business/investing/cennergi-104012.htm#.UJHgSml24Rg
http://www.southafrica.info/business/investing/cennergi-104012.htm#.UJHgSml24Rg
http://www.tigerbrands.co.za/Investor/InvestorCentre/2010AnnualReport/gs_corp_gov03.php
http://www.tigerbrands.co.za/Investor/InvestorCentre/2010AnnualReport/gs_corp_gov03.php
http://genfound.org/media/pdf-generation-foundation-stranded-carbon-assets-v1.pdf
http://genfound.org/media/pdf-generation-foundation-stranded-carbon-assets-v1.pdf
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unsustainable industries and short-term trading practices that could be subject to regulation and taxation. 
It is therefore in their interest to adopt sustainable practices to avoid a funding vacuum left by asset owners 
who will be seeking to avoid these future risks. Asset owners, in turn, need to proactively ask their fund 
managers direct and pointed questions about how they are considering ESG factors in the investment 
decision process. They should give the appropriate mandates and insist on fee structures that reward their 
managers for long-term, rather than short-term performance. Implicit in this is a process of engagement 
to ensure that they are performing in the interest of continuous value creation.

The survey conducted for this report has shown that in South Africa, a sophisticated appreciation of the 
complexity of the issues is, on the whole, not apparent. In short, investors are increasingly indicating that 
ESG criteria are important markers that are likely to affect the overall financial performance of companies, 
but the pace is slow and there is still significant doubt about the positive impact of ESG integration on 
financial returns. Too many investors are thinking about their direct financial returns and not about the 
creation of sustainable value. As a result, too few investors are thinking beyond just the concept of how 
to invest in a fundamentally changed future for South Africa with too little water and too much carbon. 

Significantly, while some are changing gear and adapting to a whole new paradigm, most appear still to be 
shuffling their feet. 
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Approach/analysis
Interviews with a representative selection of major institutional investors in South Africa in 2012 and 
an online survey with a mix of qualitative and quantitative questions Both included questions on policy 
and current CO2e prices being applied in models and portfolios, as well as an explicit question on the 
hypothesis itself.
Results

The opinions of the 11 respondents ranged across the spectrum (36.4% strongly agreed, 18.2% agreed, 
18.2% disagreed, 9.1% strongly disagreed and 18.2% had no opinion). Commentary covered aspects ranging 
from the precision of the hypothesis question, to the role of the market in pricing externalities, the role of 
regulation, the lack of enforcement, and the relative impact of risks including policy risk, technological risk 
and physical risk, which are not being adequately priced. Further comments included the fact that South 
African investors have not come to terms with climate change issues yet, as evidenced by recent investor 
engagements and demand for services. Investors may apply a discount in valuation by quantifying a 
potential carbon tax. No systems for pricing of water and water scarcity were directly referenced. Systemic 
risks were underappreciated.

Conclusion
AGREE with adjusted hypothesis that “investors are mostly not pricing climate change and fresh water 
risks as a result of policy, technology and environmental impacts when making investment decisions, 
resulting in mispriced assets and potential systemic risk.” 

HYPOTHESIS 1
“Investors are not pricing climate change and fresh water risks as a result of policy, technology and environmental 
impacts when making investment decisions, resulting in mispriced assets and potential systemic risk.”

Approximately what price/s for a carbon tax in South Africa has your fund / portfolio / models priced into the valuations 
for portfolios / securities / financing for the next 3 years (R/per tonne CO2 emmidted)

SUMMARY OF FIVE HYPOTHESES ON THE STATE OF CLIMATE RISKS AND INVESTMENT IN SOUTH AFRICA

Strongly agree
Disagree
Strongly disagree
No opinion

50.0%

25.0%

12.5%

12.5%
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Approach/analysis
Interviews of a representative selection of major institutional investors in South Africa in 2012 and an 
online survey with a mix of qualitative and quantitative questions, including questions on policy and an 
explicit question on the hypothesis itself.

Results

Of the 11 respondents, 54.5% agreed with the hypothesis, 18.2% disagreed, 9.1% strongly disagreed and 
18.2% had no opinion. The responses of those who agreed were based on the view that risks may be mirrored 
and that the extent of financial impact on valuation due to climate change risks flowed into different 
markets. The responses were balanced with comments that “there is probably a better chance that the 
risks are accurately reflected, and a hope that one of the markets gets it right””. This is acknowledgement 
that there could be “a ripple effect and each market could affect the other significantly”. Definitions of risks 
and how the local or global risks could play out were flagged, although one respondent pointed out that 
there is a lack of evidence to support or oppose this theory.

Conclusion
AGREE with the hypothesis that “[t]he presence of dual- or triple-listed stocks results in the climate 
change risks in one market being mirrored in other markets”, while the exact nature of the risks, which 
investors are affected and how to price these risks remains unclear.

HYPOTHESIS 2
“The presence of dual- or triple-listed stocks results in the climate change risks in one market being mirrored in 
other markets.”

Do you agree / disagree with Hypothesis 2: “The presence of dual- or triple- listed stocks results in the climate change 
risks of companies in one market, being mirrored in other markets where they are also listed.”

Disagree
No opinion
Agree

50.0%

25.0%

25.0%
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Approach/analysis
Interviews of a representative selection of major institutional investors in South Africa in 2012 and an 
online survey with a mix of qualitative and quantitative questions including explicit question on the 
hypothesis itself.

Results

Of the 11 respondents, 90.9% agreed, 72.7% strongly agreed and 9.1% disagreed. The role of state-owned 
enterprises Transnet and Eskom was critical to the logic as exposure to the heavy industrial and resources 
sector as well as to Eskom and Transnet is significant. Most respondents were aware of their dominating 
carbon footprint relative to the rest of the market, and of the potential for carbon taxation and climate 
effects to impact costs, which would directly impact on the returns of entities that make use of their services. 

Comments included doubts as to whether “risks are large in the listed equity space”, because data relating 
to this is not readily available. The exposure to large carbon footprints are factored into pricing models. 
For example, the comment that for “large emitters we apply a discount in our valuation by quantifying a 
potential carbon tax”. A contrary logic was offered, where it is part of the indigenous and local characteristics 
of “South Africa being a country that is vulnerable to the physical impacts of climate change … [with the] 
potential to impact agriculture and our resource sectors” and everyone is equally affected.

Conclusion
AGREE with the hypothesis that “[t]he exposure of major investors to sectors that are particularly 
vulnerable to climate change risks is large relative to overall assets, particularly when investments in 
the state-owned entities of Eskom and Transnet are taken into account.” Attitudes differed on the extent 
of equity exposure and the link to SOEs versus country characteristics.

HYPOTHESIS 3
“The exposure of major investors to sectors that are particularly vulnerable to climate change risks is large 
relative to overall assets, particularly when investments in the state-owned entities of Eskom and Transnet are 
taken into account.”

Do you agree / disagree with Hypothesis 3: “The exposure of major investors to sectors that are particularly vulnerable to 
climate change risks is large relative to overall assets, particularly when investments in the state-owned entities of Eskom 
and Transnet are taken into account.”

Agree
Strongly agree
Disagree

50.0%

12.5%

12.5%
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Approach/analysis
Interviews of a representative selection of major institutional investors in South Africa in 2012 and online 
survey with a mix of qualitative and quantitative questions including an explicit question on the hypothesis 
itself.

Results

Of the 11 respondents, 54.6% agreed, 36.4% strongly agreed and 9.1% strongly disagreed, reflecting the 
difficulty respondents have in deciding on the logic of the argument or foreseeing the impacts of climate 
change. The uncertainty was reflected in comments such as “[i]f viable solutions become available I cannot 
make a call on whether their take-up would be too rapid for the market to absorb in an orderly manner 
or not”. 

Foreseeing any future event is notoriously difficult to predict accurately, and this issue is no different. Markets 
were expected “to react fast enough to the changing landscape”, without describing that mechanism, or 
what “fast enough” may be. Existing examples of the market response were proffered, including “how fast 
increases in electricity costs have already started this process to some extent”. Arguments included: “this 
does not mean it is NOT priced in already. It is. It may take some time to discover the alternatives that 
increase value above where it is now”. The long time period for structural change was flagged, together 
with the warning that “all it takes is a serious two- year drought, coupled with fires and social unrest to send 
the market a correction message”. The opportunity for new markets with “viable, low-carbon investment 
market opportunities are required to promote the market correction for climate change risks to happen 
in an orderly manner over a reasonable time”. The complexity of the hypothesis also drew response: “too 
many considerations in this hypothesis to consider and come to a conclusion”.

HYPOTHESIS 4

“Given South Africa’s high-carbon infrastructure, its institutional lock-in and the lack of significant low-carbon 
market incentives, market correction for climate change risks would take place over an insufficiently long period 
of time for an orderly adjustment of the portfolios of financial institutions. Viable, low-carbon investment market 
opportunities are required for market correction for climate change risks to take place in an orderly manner.”

Do you agree / disagree with Hypothesis 3: “Given SA’s high-carbon infrastructure, its institutional lock-in and the lack of 
significant low carbon market incentives, market correction for climate change risks may take place over a short period 
of time, too short for an ordeerly adjustment of portfolio investors / financiers.  Viable, low carbon investment market
opportunities are required to promote the market correction for climate change risks to happen in an orderly manner 
over a reasonable time.”

Agree
No opinion50.0%50.0%
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Conclusion
AGREE with the hypothesis that “[g]iven South Africa’s high-carbon infrastructure, its institutional lock-
in and the lack of significant low-carbon market incentives, market correction for climate change risks 
would take place over an insufficiently long period of time for an orderly adjustment of the portfolios 
of financial institution.  Viable, low-carbon investment market opportunities are required for market 
correction for climate change risks to take place in an orderly manner.”

Approach/analysis
Interviews of a representative selection of major institutional investors in South Africa in 2012 and an 
online survey with a mix of qualitative and quantitative answers, including an explicit  question on the 
hypothesis itself.

Results

Of the 11 respondents, 36.4% agreed, 36.4% disagreed, 18.7% strongly disagreed and 27.3% had no opinion. 
Comments confirmed the role of regulations generating “compliance”, and suggested some future state of 
infrastructure: “a gradual phase-in of carbon tax will be more effective once the country has reached a 
mature phase in its infrastructure”. But the downsides of regulation were referenced, such as the fact that 
it would “ simply add to costs”. 

HYPOTHESIS 5

“Given South Africa’s high-carbon infrastructure, its institutional lock-in and the lack of significant low-carbon 
market incentives, market correction for climate change risks would take place over an insufficiently long period 
of time for an orderly adjustment of the portfolios of financial institutions. Viable, low-carbon investment market 
opportunities are required for market correction for climate change risks to take place in an orderly manner.”

Agree
Stongly disagree
No opinion
Disagree

25.0%

25.0%
37.5%

12.5%

Online survey and interviews with selected institutional investors based in South Africa; n = 11 respondents, 4 skipped. (3 asset owners represented 
ZAR1,055,996,051,312 (USD121,997,256,358)  and 12 investment managers represented ZAR 2,744,212,008,059 (USD317,033,700,489). Cross rate 
used: ZAR8.63521 : USD1, September-November 2012, SinCo analysis.
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The pull factor was felt to be more impactful, with the right incentives being seen as more of a motivating 
factor that additional regulations. Separating out climate issues in reporting by using regulation to properly 
reflect costs was seen as a way “to promote the measurement of carbon pollution and other pollution 
in order to drive the costs of those entities up and force good behaviour.” But the broader theme of the 
hypothesis that new rules to ensure new types of investment was rejected by one respondent, as “[n]o 
specific investments are required to address this. It makes no long-term sense, especially if all entities 
clean up their act, as it should be cheaper to do that than to buy credits, which involves multi-layered 
costs and fees”. 

Conclusion
On balance, NO AGREEMENT with the hypothesis that “[a]dditional regulatory mechanisms need to be 
put in place in order for lower carbon financial markets such as covered bonds to develop.”
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LACK OF DEMAND
A common view among investment managers is 
that there is a systemic lack of demand from asset 
owners for responsible investment

WATER SCARCITY RISKS
Respondents demonstrated conceptual buy-in to the threats 
of water scarcity and/or business continuity, but no proactive 
processes for tracking impacts or mapping water scarcity risks at 
portfolio level are available

ESG
There is a lack of specifically mandated 
disclosures on ESG among companies

CLIMATE RISK
Climate change risk appears not to be properly 
factored into investment decisions, even though 
it may be a material risk

73%
of respondents recognise that 
there must be a correlation 
between ESG management and 
financial performance
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