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Reframing the Governance Challenge for Sustainable Investment 
 
 
Abstract 
 
In an era of borderless financial markets the financial sector can serve as an important mechanism 

for addressing long-term environmental, economic and social degradation. In particular, 

institutional investors tasked with long-term asset-liability management are integrating 

environmental, social and governance (ESG) considerations into their decision-making and 

ownership practices to navigate future investment opportunities and threats. Despite the increase 

in sustainable investment initiatives, the transition to a more sustainable economy remains an 

aspiration. We argue this is because sustainable investment has been conceived and executed 

largely through existing governance frameworks, which are incongruent with the ‘sustainability’ 

problems facing institutional investors. To illustrate this point, we draw a distinction between 

traditional and sustainability problems, arguing that the latter are characterized by residuals (as 

opposed to externalities), such as conflict and behavioural biases and that these residuals are 

irreducible. This distinction provides critical insight into why institutional investors must invest 

in their own governance to meet the challenges and opportunities that sustainability problems 

raise. While far from a comprehensive research agenda, the paper draws on shared insights from 

the graduate student papers in this special issue to explore questions of innovation in governance 

required to confront sustainability issues.  
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1.  The Opportunities and Limits of Sustainable Investment  

 

As a virtue, sustainability has earned widespread acceptance among governments, civil 

society, corporations and institutional investors; but as a practice, is deeply contested. 

This is because the mechanisms for achieving sustainability are bound to specific 

contexts and relative benchmarks. This is alarming given the consequences of failing to 

address long-term environmental and social problems are absolute. Fortunately, however, 

there is a growing consensus that in an era of borderless financial markets, the financial 

sector can serve as an important mechanism for addressing long-term environmental, 

economic and social degradation through sustainable investment initiatives. In particular, 

large institutional investors tasked with long-term asset-liability management are 

increasingly integrating environmental, social and governance (ESG) considerations into 

their decision-making and ownership practices to navigate future investment 

opportunities and threats, and to ultimately make good on their commitments to 

intergenerational equity.  

 

While the private sector has begun to take sustainability concerns seriously, institutional 

investors are rapidly approaching the point at which they need the support of government 

to gain further traction (e.g., pricing carbon, subsidizing energy research). Further, 

despite the sheer volume of capital held by institutional investors1 and the lack of global 

capital controls, there are often significant barriers for the private sector to investing 

where it is needed most, such as emerging economies (see La Porta et al., 1999) and 

distressed communities (e.g., Hebb and Sharma, 2012).  

 

The media’s post mortem of the Rio+20 Earth Summit points to apathy, political 

posturing, economic uncertainty in Europe and the looming American election as reasons 

for the ‘epic failure’ in reaching agreement on action. We argue that the failure of states, 

investors and corporations alike to make good on such commitments arises because 

sustainability has been framed by the same questions turned inside out as a consequence 

of the widely held belief that sustainability can be achieved within the confines of 

conventional governance frameworks. In other words, while it is increasingly accepted 

that maximizing long-term shareholder wealth and fulfilling fiduciary duty paradoxically 

require the incorporation of broader societal concerns (e.g., Hawley and Williams 2000; 

Jensen 2001; Porter and Kramer 2006), institutional governance frameworks designed for 

traditional problems are being grafted onto sustainability problems to ‘solve’ problems 

caused by externalities. However, sustainability is not a problem that can be ‘solved’; it 

must be managed, as its scale and scope evolves over time. The nature of sustainability 

problems requires innovation in institutional governance.  
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While the call for innovation in governance to meet the complexity that sustainability 

problems raise is sounding louder (Voss and Kemp, 2006; 2007; Loorbach, 2007; Joss 

2010; Clark and Urwin, 2010; Huppe et al., 2012), less attention is dedicated to 

understanding how such innovation can occur in the face of institutional resource 

constraints (Clark and Urwin, 2008), legitimacy concerns (Etzion and Ferraro, 2010) and 

collective action problems (Woods, 2011). Our use of the term ‘governance’ is cast 

broadly to capture the processes through which problems are defined, framed and 

addressed by both the centralized formal authority represented by the state and the 

decentralized processes driven by private actors motivated by shared goals. Rather than 

pit the state against private actors as the ‘governance without government’ thesis does 

(e.g., Stoker, 1998; Rhodes, 1996) we are interested in the complex interactions between 

‘government’ and ‘governance’ (Rossenau and Czempiel, 1992; Ostrom, 2009), as this is 

where we believe sustainability problems and their effective management reside.  

 

While far from an all-encompassing research agenda, this paper offers three main 

contributions to the rapidly evolving scholarship on sustainable investing. First, the paper 

brings governance to the fore of sustainable investing and demonstrates why existing 

governance frameworks are incongruent with sustainability problems. Second, the paper 

draws on insights from a conference on governance for sustainability hosted by the 

School of Geography and the Environment at the University of Oxford in May 2012. 

Collectively, the special issue showcases the areas of expertise of young scholars at the 

beginning of their careers – and thus hints at some of the directions that a future research 

agenda in governance for sustainable investing is likely to take. Third, each of the papers 

in the special issue address at least one under-researched aspect of sustainable investing, 

including geographic variability, novel investment tools, new forms of cross-sector 

collaboration, intersections between environmental sustainability and socioeconomic 

development, and wider calls for epistemological shifts on outdated environmental and 

economic assumptions. 

 

The paper proceeds as follows. In section two we take as our starting point Voss and 

Kemp's (2006) distinction between traditional and reflexive approaches to problem 

solving. We use this distinction as a cognitive mechanism to demonstrate why 

conventional governance frameworks are incongruent with ‘sustainability’ problems. 

Building on this logic, we draw a distinction between traditional and sustainability  

problems themselves. While in practice this distinction is artificial, as socio-economic 

patterns have shown problems that were thought to be ‘traditional’ are now proving to be 

‘sustainability problems’, the distinction has analytical value for explaining the 

consequences of applying traditional governance frameworks to sustainability problems. 

Section three calls for a coordinated, intradisciplinary research program, drawing on 

shared insights from papers in this special issue. Section four highlights the constraints 
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and opportunities facing institutional investors and makes the case for greater investment 

in their own governance to navigate the residuals invoked by sustainability problems. 

Section five concludes with suggestions for a future research agenda. 

2. Governance for Sustainability: Embracing Complexity  

 

Despite the complex problems sustainability questions raise, the principles of shareholder 

primacy and fiduciary duty remain critical points of reference for maintaining efficient 

and accountable institutions. However, the debate over stakeholder versus shareholder 

accountability must be recast. This debate has traditionally been framed around the 

question of which ‘evil’ is better: providing managers discretion to make decisions in the 

best interests of stakeholders, where agency costs may spiral out of control (e.g., Jensen 

and Meckling, 1976); or maintaining shareholder primacy, which can foster a second 

order concern with society’s needs (Jensen, 2001), but in practice, often results in their 

complete disregard (e.g., Freeman, 1984). Instead, it is the way in which shareholder 

primacy and fiduciary duty are interpreted and applied that must be transformed 

(Richardson, 2009; Woods, 2011). Realizing this change requires a significant shift in our 

legal regimes and public policies, but unfortunately these systems tend to lag changing 

social and economic trends by design. To compensate for such deficiencies in 

organizational form, Clark and Urwin (2008; 2010) emphasize the importance of 

institutional governance. 

 

Institutions and states are tasked with solving a wide range of problems, such as how to 

produce goods or services, whether to invest in a new market or asset class, setting 

inflation targets, and financing growth. Governance has been conceived in relation to 

how to efficiently solve such problems in a ‘traditional’ manner. Voss and Kemp’s 

(2006) distinction between reflexive and traditional approaches to problem solving is 

useful for understanding why existing governance frameworks are not suitable for 

sustainability problems, and consequently, why innovation in governance is required. 

Voss and Kemp (2006) argue that traditional problem-solving involves breaking the 

problem into discrete dimensions through processes of isolation and specification that in 

turn allows rational decision-makers to set aside the complexities that inhibit them from 

solving problems. The governance challenge for traditional problems is therefore posed 

as the need to reduce unknown variables to functions of risk through the provision of 

greater information (ibid, 2006). Doing so creates optimal conditions for decision-making, 

as objectives are clearly identified and actions can be targeted to meet these objectives. 

Variables that are omitted from the problem space through the framing process are 

deemed inconsequential to the resolution of the problem.  

 

Recent scholarship that emphasizes the materiality of ESG risks and the link between 

corporate financial performance and corporate social performance has inspired the private 
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sector to engage with sustainability problems (Salzman et al., 2005). The recognition that 

corporations and investors have financial incentives to integrate concern for sustainability 

has resulted in many traditional problems being reframed as ‘sustainability problems’. 

For example, savvy investors and corporate managers now recognize that the optimal 

output level for profit maximization is not simply calculated by equating marginal 

revenue and marginal cost, but requires engagement with extra-financial considerations 

such as the ecological capacity to sustain the supply of inputs (Krautkraemer, 1998) and 

social consequences that may require increasing output above the economically optimal 

level to avoid reputational damage to the firm (Lee and Kohler, 2010). 

 

In other words, the long-term nature of economic, social and ecological problems 

demands direct engagement with questions of complexity (Voss and Kemp, 2006; Faber 

and Frenken, 2009). We consider complexity to be a product of two or more of the 

following characteristics: scale, or the extension of problems across time and space; 

interdependencies, or relationships within and between institutions and actors; and 

heterogeneous institutional contexts, or the legal, political and economic environmental 

factors that shape institutions in a given geographic region. It has conventionally been 

assumed that, when framed on their own through traditional problem-solving 

mechanisms, scale, interdependencies, or heterogeneous institutional contexts can each 

be ‘solved’ within existing governance frameworks. For example, problems of scale can 

be ‘solved’ through the diffusion of greater information (Lowenstein, 1999) and the 

replication of effort, to artificially bend space and time. Agency problems, which reflect 

the problem of interdependency between managers and owners, can be ‘solved’ by 

aligning executive pay with performance (Bebchuk and Fried, 2010). The conflict that 

often arises in heterogeneous institutional contexts can be ‘solved’ through the division of 

labour between institutions and the centralisation of power (e.g., delegation of authority 

to the market).  

 

However, the interaction of these factors with one another renders traditional problem-

solving tools no longer adequate to engage with sustainability problems. This interaction 

of these factors is inevitable over the long-term as time-space myopia (scale) is intricately 

linked with problems of scope and institutional context (Clark 2011). In other words, 

governance frameworks are incongruent with complexities that are raised by the 

fundamental difference between traditional and sustainability problems, which is the 

long-term horizon over which they both unfold and must be managed.  

 

The processes of isolation and specialization when applied to a sustainability problem 

serve to reframe the problem as traditional in nature, thus seeking to reduce or even deny 

the existence of irreducible complexity that distinguishes sustainability problems from 

their traditional counterparts. To be clear, we do not suggest that existing axioms of good 
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governance are irrelevant for sustainability. Indeed, initiatives such as transparency and 

and alignment of incentives with long-term performance can contribute to more 

(economically) sustainable institutions (Gompers et al., 2003; Orlitzky et al., 2003; 

Donald and Taylor, 2008) and provide a basis for dialogue with stakeholders and 

shareholders on ESG issues (Clark and Hebb, 2005; Hebb, 2006). But these axioms will 

not by themselves resolve complex problems that arise as a result of intersecting and 

conflicting interests of society and business. For example, significant emphasis on 

transparency can actually divert resources from the governance required to achieve 

meaningful outcomes, asymmetries in power can distort the original intent of the process 

and information itself can be subject to different interpretations and the existing frames 

that are brought to bear on these decisions (Gupta, 2008).  

 

The end result is that when externalities are integrated back into the problem space 

through extending these traditional governance mechanisms to sustainability problems, 

residuals such as conflict, behavioural biases and uncertainty arise. If left unaddressed, 

these residuals can have unintended and devastating consequences for institutions, some 

of which are illustrated below. These residuals are not the same as ‘externalities’. In fact, 

the distinction between externalities and residuals provides critical insight into why 

sustainability problems require governance frameworks that are capable of managing 

rather than solving problems.  

Externalities are a consequence of traditional problem solving, which impose economic 

costs or benefits on actors who are ‘external’ to the transaction. For example, solving for 

the profit-maximizing level of output requires a simple calculation equating marginal 

revenue and marginal cost, and externalities such as environmental degradation (e.g., 

producing more carbon than the environment can sustain) have traditionally been 

regarded as inconsequential to the problem space and therefore dispensable. It is assumed 

that these externalities can be integrated just as effectively into the sustainability problem 

space and ‘solved’, or at least reduced, through traditional governance frameworks. For 

example, a carbon tax in theory offers a solution to the problem of negative 

environmental externalities, as it forces those involved in a transaction to internalize the 

full cost of their consumption and/or production. However, such a solution depends on 

effectively isolating problems of heterogeneous institutional contexts from problems of 

scale: multiple and conflicting rules and norms must be reconciled through an appeal to a 

unifying market discipline.  

 

Yet in practice, the internalization of negative externalities through such an approach 

raises new problems, such as conflict over who will bear the costs of a carbon tax, 

uncertainty resulting from behavioural biases, and differences in interpretation over, for 

example, what constitutes an externality. In other words, trying to solve sustainability 

problems by isolating and internalizing externalities raises complex problems: residuals. 
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Residuals are not often identified as a ‘problem’ until ultimately the accumulation of 

externalities results in a crisis or catastrophe. Anthropogenic climate change is a classic 

example: the accumulation of negative environmental externalities (carbon emissions) 

over several years as a result of traditional problem solving applied to questions such as 

production, pricing and financing went largely unnoticed until its effects began to 

materialize in the form of radical weather patterns. While each incidence of carbon 

emissions that goes unpaid for by those involved in the economic transaction constitutes 

an externality, the more significant problem is the residuals that arise when these negative 

environmental externalities are incorporated back into the problem space.  

 

In fact, unlike externalities, residuals are not reducible or ‘solvable’. Rather, they must be 

managed over time. Consider a residual that persists when problems of scale are isolated 

in the context of executive compensation. Long-term incentive plans (LTIPs) are believed 

to encourage managers to extend their concern to the long-term (beyond quarterly or even 

annual reporting cycles) to solve the problem of myopia in corporate managers (Jensen, 

1994). Yet LTIPs do not address the more important problem of motivation. Evidence 

suggests executives are motivated more by certain but lower compensation plans than 

LTIPs, because LTIPs are often less certain (e.g., Schotter and Weiglet, 1992; Pepper et 

al., 2012) and more complicated (Pepper et al., 2012). Further, empirical studies suggest 

motivation changes over time and across space, and is therefore susceptible to conflicts in 

preferences and behavioural biases (Tversky and Kahneman 1981; Frey and Jegen, 2001; 

Steel and Konig 2006;).  

 

By employing cognitive mechanisms drawn from traditional governance frameworks, 

decision-makers seek to solve rather than manage complex problems – and thus fail to 

engage with the complexity that sustainability problems invoke. Innovation in 

governance is required to move away from these cognitive traps that lead to reframing 

sustainability problems into traditional problems by isolating the interdependent variables 

of scale or scope.  

 

To this end, analogy can serve as an important normative mechanism to establish the 

legitimacy that is required before such innovation in governance is possible (Etzion and 

Ferraro, 2010). Using the Global Reporting Initiative as a case study, Etzion and Ferraro 

document how the use of analogy from financial reporting was applied to sustainability 

reporting, to first establish a degree of legitimacy. Once legitimacy was achieved, 

analogy was again used, but now as a cognitive mechanism to identify the differences 

between financial reporting and sustainability reporting, thereby encouraging innovation. 

But we know little about what conditions and processes can lead to a transition beyond 

the first phase (legitimacy) to innovation in governance and what barriers to such a 

transition exist.  
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By engaging with these questions through reflection on the articles within this special 

issue, we offer an initial exploration of the forces that enable and constrain innovation in 

governance.  In the next section, we reflect on examples of innovation in governance in 

different institutional and disciplinary contexts, all of which shed light on the processes 

by which the transition from cognitive legitimacy to innovations in governance take place.  

 

Section 3: Innovation in Practice 

 

We are beginning to understand that the shift to sustainable investment requires 

significant changes in governance in order to move beyond advocating change and 

toward realizing change. The papers in this special edition build on a variety of 

disciplines to gain a deeper understanding of the changes in governance that are required 

and more importantly, how these changes are unfolding in the face of legitimacy 

imperatives, resource constraints and in the absence of state impetus. These disciplines 

include finance, management, public policy, and economic geography.  

Saito’s contribution, ‘Corporate Governance and Shareholder Activism in Japan: 

Transformation in the Face of International Investors?’, addresses this issue in the 

relatively under-researched Japanese context. As the author explains, the traditionally 

‘insider’-oriented corporate culture of Japanese firms has changed dramatically in the 

past two decades, with the domination of domestic firms, banks, and other shareholders 

eroding and the proportion of both institutional and foreign ownership on the rise. On the 

one hand, this has contributed to a greater focus on short-term profit maximization, rather 

than the traditional insider concern with maintaining long-term business relationships 

with investee companies. However, because outsiders tend to bring international (Anglo-

American) financial market norms to bear on corporate governance, the rise of foreign 

ownership has also brought about a commensurate rise in shareholder activism on ESG 

issues. In particular, these have been historically problematic governance issues such as 

the independence of the board of directors.  

 

As Saito illustrates through a primary analysis of data on companies listed on the First 

Section of the Tokyo Stock Exchange, outside shareholder action on Japanese corporate 

governance reform has been moderately successful. Overall, however, change has been 

slow to take hold. Many newly appointed ‘outside’ directors are not completely 

independent, for example; and while the committee system of governance, which closely 

follows the Anglo-American model, has been implemented by less than 2.5 per cent of 

the largest Japanese corporations, over half of these companies have retained the 

traditional model of insider-only shareholding. Perhaps most importantly for the purposes 

of this special issue, her contribution adds much to our understanding of Asian contexts 

for SI – an area that is of growing importance to the field, yet remains greatly under-
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researched. In this vein, her research also helps to demonstrate that implementing good 

corporate governance for sustainability faces additional challenges outside an Anglo-

American context in the dual form of regulatory and cultural differences. In other words, 

good governance practices can be adapted from foreign models to an extent but must 

ultimately be adapted to national regulatory or cultural circumstances. 

 

As Rook notes, the global financial crisis (GFC) has called into question many 

fundamental assumptions underpinning investment theory and governance.  

His contribution, ‘Systems of Sustainable Investment Beliefs’, describes a recently 

developed investment tool for internal governance: investment beliefs statements (IBS) 

and is both empirically and theoretically novel. He argues that investment beliefs 

represent a promising way to help manage the challenge of maintaining coherence while 

casting breadth faced by sustainable investors: On the one hand, the GFC has brought 

into stark relief the need for more global connectivity and long-termism, yet on the other 

hand such a spatially and temporally broad perspective can compromise the 

manageability and clarity of the key assumptions underpinning an investment strategy.  

 

While previous research has already argued for the importance of well-articulated 

investment beliefs and, conversely, demonstrated the negative effects of mutually 

inconsistent investment beliefs on financial returns, this paper offers a quantitative 

empirical demonstration that investment belief coherence rapidly begins to break down 

even at relatively low orders of complexity. Therefore, investors’ strategies may be best 

served by articulating a few ‘core’ beliefs, and the linkages between them. Perhaps the 

most exciting aspect of Rook’s research is its engagement with, and incorporation of, the 

behavioural sciences – in particular, the relevance of the relationship between context and 

cognition to sustainable finance. It thus supports Clark’s (2011) concept of time-space 

myopia: that time and scope are intimately related concerns. Directly citing Koedijk et al. 

(2008), the author also reminds us that – contrary to what conventional finance theory 

assumes – the “term ‘belief’ reflects the fact that there are no objective truths in the 

financial markets and that investors can choose to interpret observations or mechanisms 

in different ways” [p.7]. 

 

McElroy’s broader research agenda is concerned with corporate foundations in the 

mining industry and their contribution to local and national socioeconomic sustainability. 

Corporate foundations are a means by which MNCs can distribute the economic benefits 

of mining to communities with limited existing capacity for development. Here, she 

argues that these foundations are at least in part a response to demand for social investing 

in financial markets. While they represent a new departure in the history of mining-sector 

involvement in development, it is not clear that the foundations are living up to their 

stated purpose in full. In the author’s lexicon, that is, the form which development 
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assistance from the private sector takes may not in this case be fit for its intended 

function. Unfortunately, precisely because they are ultimately governed by a business-

case logic for CSR, corporate foundations are more effective in conveying normative 

legitimacy to investors than they are at delivering on their actual social investment goals. 

McElroy’s work is a tangible example of the tensions between shareholder and 

stakeholder accountability. Of all the papers in the special issue, it arguably illustrates the 

farthest limits to what the private sector can do on its own, without state or civil-society 

cooperation or intervention. It also raises a deeper question: can – indeed should – the 

already ‘broad church’ which is the concept and practice of ‘sustainable investing’ 

include socioeconomic development? 

 

McGill provides a commentary on an emerging sustainability issue: the decline of 

remaining global phosphate rock reserves, a phenomenon now commonly dubbed ‘peak 

phosphorus’. Phosphate rock, while still a commodity that receives relatively little 

attention, is a non-substitutable ingredient in the inorganic fertilizers upon which modern 

agricultural depends, and thus plays a vital role in global food security. Many researchers 

have borrowed the Hubbert curve, a tool originally used to predict the peak of continental 

US oil production, and calculated that global phosphate production will peak before mid-

century, declining until the resource runs out within 150 years. McGill provides a critical 

analysis of these claims, arguing that, much like the concept of ‘peak oil’ before it, the 

peak phosphorus claim is not only based upon questionable technical assumptions; it also 

conflates fears about absolute, global-level natural resource scarcity with a host of socio-

economic and environmental problems which manifest themselves at a variety of 

locations and scales, vary over time, and often interact among themselves. The author 

places this highly complex and under-researched issue in context for sustainable investors, 

who may be tempted to ‘run with the herd’ and engage in short-term investing practices 

to profit from commodity price volatility. Given cross-sector global fears about overall 

natural resource scarcity in the face of burgeoning emerging-market demand, these 

investors may also attempt to capitalize on the (arguably still ongoing) commodities 

‘supercycle’ of the past decade by engaging in a zero-sum ‘scramble for resources’.  

 

However, McGill argues that concerned stakeholders in the phosphorus governance 

problem must reframe their thinking not in terms of ‘peak’ geophysical supply, but rather 

in terms of the more immediate challenges presented by the overwhelming concentration 

of remaining reserves in Morocco – and by extension, that country’s exploitation of its 

newfound market power. While this cognitive shift reveals potential opportunities for 

environmentally and socio-economically sustainable investing, it also opens something of 

a widely ignored Pandora’s box for the wider sustainability agenda: How should 

investors begin to cope with the rise of state-owned corporations such as Morocco’s 
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government phosphate company, the Office Chérifien des Polyphosphates (OCP) – and 

indeed, with state capitalism as a set of formal and informal institutions? 

 

Hogarth takes a system-wide look at the limits to what the private sector can achieve on 

its own, using the example of climate finance as one part of a global climate change 

adaptation and mitigation strategy. He argues that the two most commonly used 

normative frameworks for climate finance policy, ethics and market economics, are each 

in and of themselves inadequate to guide policy design and implementation. Instead, he 

posits a sustainable innovation policy regime, which would recognize that socioeconomic 

transformations result from governments deploying a wide range of policy instruments, 

including but not limited to economic measures. His focus is specifically on developing 

countries, and by way of illustration he considers the example of the Government of 

Kenya’s support for the geothermal industry. Equipped with this new paradigm, decision-

makers would draw on successful examples such as Kenya; be attentive to local context; 

focus on strong national government policies where appropriate; and leverage more 

appropriate sources of funding than those currently favoured (i.e. carbon markets). 

Hogarth’s contribution is a welcome effort to move debates about the future of climate 

solutions beyond hand-wringing over the failure of the Copenhagen and Rio negotiations, 

and of carbon markets, and towards a more realistic, context-sensitive, locally focused, 

and economically driven policy. Like McElroy’s, it is also somewhat unusual in bridging 

the literature on sustainable finance and development.  

These papers all demonstrate that corporations and financial institutions alike are taking 

an increasingly broad view of the rapidly evolving institutional, economic, ecological, 

and social conditions shaping their operating environments. Collectively, then, the 

contributions add much to our understanding of the processes and conditions that lead to 

innovation in governance. 

Section 4: Sustainable Investment: Worth the Investment?  

 

It has been over a decade since Hawley and Williams (2000) promulgated the concept of 

fiduciary capitalism, thereby defining the conceptual boundaries of the sustainable 

investment research agenda. The idea that large institutional investors have incentives to 

manage ESG risks – or, indeed, to pursue long-term opportunities associated with 

environmentally or socially sound business practices – because negative externalities lurk 

elsewhere in their portfolio is convincing in theory. In practice, however, the universal 

owner hypothesis faces significant challenges, such as lack of resources and conflict over 

who will bear the costs of engagement (Gjessing and Syse, 2007). The lack of 

transparency of ESG factors among corporations is another challenge for sustainable 

investors3. For those corporations that do report on ESG information, investors must be 
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adept at interpreting the information, and given the social and political nuances of ESG 

information, this can be a daunting task.  

Far from presenting a self-evident case for internal resolution by universal owners, then, 

sustainability problems require the complex and resource-intensive task of long-term, 

continuous management. In other words, not only is innovation in governance necessary 

for addressing sustainability problems; this innovation also requires significant on-going 

investment in time, effort in cross-sector outreach and collaboration, and human 

ingenuity. Such processes are costly, and the nature of current sustainability problems 

presents additional challenges.  

 

First, in a resource-constrained environment, there is a premium on innovation (Clark and 

Urwin, 2008; 2010).  A second challenge is that legitimacy concerns must be balanced 

with innovation, and this often requires short-term responsiveness to fiduciaries, which 

can sometimes conflict with long-term imperatives. In other words, while long-term 

management is necessary to address sustainability concerns, investors cannot ignore 

short-term imperatives (Clark, 2011).  This point underscores a third major obstacle to 

the effective long-term management of sustainability problems facing investors: existing 

conceptions of the nature of the relationship between the private sector and the state. 

Investors no longer have the luxury of relying on the state to set the pace of change 

necessary to mitigate sustainability risks through regulatory mechanisms or to act as a 

buffer for rapidly changing environmental conditions. Investors face serious risks and 

opportunities related to sustainability and must act in a capacity that requires stepping 

outside of their traditional role.  

 

But all this begs the question: is the investment in innovative governance frameworks 

that allow investors to manage ESG risks and broader sustainable problems worthwhile? 

Why not wait for states to develop regulations and then comply when necessary? This is 

after all the status quo and there is little evidence that those who innovate have been 

rewarded for their investment, at least in the short-term.  

 

However, the past offers little indication of the future, for we have already entered into an 

era of ecological transformation, economic and financial upheaval, and demographic 

shifts (Clark et al., 2012). As Wójcik and McGill (2012) have argued, this need not 

inevitably end in crisis: on the contrary, it can mean that conditions are ideal for a 

transformation in the investment industry. Yet if corporations and investors are truly 

committed to a sustainable investment agenda, they will need to engage with 

governments to shape the conditions they want to help facilitate sustainable investment. 

Admittedly some of the most fundamental changes will also be the most difficult to 

enact: for example, eliminating over US$1 trillion worldwide in subsidies to heavily 

polluting industries and products, particularly in the oil and gas sector, is a political issue 
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which pits private as well as public actors against one another. Yet engagement with 

governments also entails laying the foundations for positive changes, such as 

implementing mandatory reporting standards, investing in technological research, 

providing green stimulus programmes, and relaxing intellectual property laws to ease 

international technological transfers (Wójcik and McGill 2012). Moreover, all of this 

must occur at supra-national as well as national scales. An illustrative case is the recent 

initiative advanced by Aviva Investors at the Rio 2012 Earth Summit. The investor-led 

initiative asked for a convention on sustainability reporting that would see UN members 

states commit to developing regulations, codes and best practices to encourage the 

integration of sustainability into annual reporting of listed and large private companies in 

the hopes of eventually encouraging a truly integrated reporting. 

 

As this example demonstrates, institutional investors are making advances in bringing 

about corporate governance practices that are necessary for integrating ESG factors into 

their investment decisions. Yet a larger question looms: what will investors do with this 

information if such initiatives are successful at improving corporate ESG reporting? 

Investors must invest in their own governance and internal competencies to interpret this 

new information, verify its accuracy, manage conflicts of interest that arise in its use and 

connect the complex dots between seemingly disparate trends. In other words, sustainable 

investors must invest in their competencies to respond in a timely manner to underlying 

opportunities and risks that are raised by these residuals. Also, with increasingly 

unattractive returns in public equity markets,2 investors are beginning to take seriously 

the new investment opportunities that sustainability problems raise, such as new 

environmental technologies and economically targeted investments. These opportunities 

also require the management of residuals: for example, many environmental technologies 

rely on geopolitically concentrated mineral commodity inputs. Yet the greatest 

opportunities lie in the first-mover advantage. 

 

Section 5: Conclusion  

 

Institutional investors are increasingly being recognized as driving the change in 

corporate social and environmental behaviour through their engagement with 

corporations (Hebb 2008) and the policy process. These investors recognize that 

initiatives such as greater transparency in ESG information, alignment of pay for 

performance over long-term horizons, and the internalization of externalities are 

important for managing future threats and opportunities to their portfolios. Yet as we 

have argued in this paper, this is only half the battle, as these actions remain in the 

purview of existing governance frameworks, which are incongruent with the nature of 

sustainability problems. This is because the interdependence between scale, scope and 
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context that characterizes sustainability problems raises complexity that cannot be solved 

using traditional governance mechanisms.  

 

In other words, complex problems cannot be broken into discrete variables and then 

solved, which poses a paradox for decision-makers that is identified by Rook in his 

consideration of adding the dimension of sustainability to investment belief systems.  

Rook suggests that while the global financial crisis has brought to light the spatial and 

temporal relationships between events previously thought to be independent, adopting 

such a broad perspective can compromise the manageability and clarity of investors’ 

beliefs. Essentially, investors are faced with the challenge of engaging with the full scope 

of sustainability problems, while maintaining coherence to respond effectively and 

consistently. This internal conflict is an example of a residual, which we distinguish from 

externalities because unlike externalities, residuals cannot be eliminated or reduced, but 

must instead be managed. 

 

Investors must also be willing to engage with questions such as how to interpret corporate 

ESG information, negotiate conflicts that arise over who will bear the cost of engagement, 

and manage the behavioural biases that influence factors such as motivation. These 

problems require that institutional investors make investment in their own governance to 

negotiate conflicts that arise between both internal and external preferences, incorporate 

reflexivity to draw connections between incremental and seemingly unrelated 

opportunities and risks and facilitate feedback, and be more flexible to navigate rapidly 

changing environmental conditions that sustainability problems and opportunities present. 

Despite their size and influence, institutional investors cannot succeed on their own: they 

now have a sufficient understanding of the scope of the necessary role of the state, and it 

is incumbent upon them to engage directly with the state to create institutional 

environments most conducive to managing risks and realizing opportunities.  

To offer further support for institutional investors, we need more academic research to 

deepen our understanding of the governance that is required to manage problems 

sustainability invokes. For example, what is the relationship between sustainability 

beliefs and financial market beliefs? Are they inherently inconsistent or can they be 

conceived as compatible? How can institutional investors manage corporate ESG risks 

when many of the largest resource extraction companies are owned and controlled by 

foreign governments? Is there an intersection between sustainable investing and 

socioeconomic development? What opportunities and challenges do sustainable investors 

face in increasingly influential Asian markets? The papers within this special edition have 

set a very ambitious research agenda that acknowledges the complexity of sustainability 

problems. If we are not willing to engage with complexity, then we are not willing to 

engage with sustainability.  
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Notes 

 
1 Pension funds assets under management at end of 2011: $30 trillion and Sovereign Wealth Funds assets 

under management at end of 2011: $4.8 trillion, Source: TheCityUK 2012. 

 

2 Russell Investments' 2012 Global Survey on Alternative Investing, available online: 
http://www.russell.com/institutional/research_commentary/alternative-investing-survey.asp  institutional 

investors are making significant allocations to alternatives (on average 22% of total assets). one-third of 

respondents are expecting to increase their allocations to alternatives over the next one to three years 

 

3 5% of corporations surveyed by Bloomberg do not report sustainability information 
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