Academy of Marketing Studies Journal Volume 27, Issue 1, 2023

FUNDING ISSUES AND CHALLENGES OF
CONVENTIONAL ENERGY MARKET IN THE ESG
CONSCIOUS WORLD

Sumit Kumar, Indian Institute of Management Kozhikode
ABSTRACT

Energy plays an important role in our life. Traditionally investing in energy was considered
a great investment from a return perspective. With an increased awareness of ESG (Environment,
Social and Governance) and Climate risk among investors, there is evidence of investment not
being channeled to the conventional energy sector for the past few years. This has caused a major
decline in investment in this sector. In the current research, we wanted to give evidence of how the
investment has shrunk into this sector and issues arising because of it. The conventional energy
sector needed more funds to re-invent themselves transition from operating at higher ESG risk
level to Lower ESG. This lower ESG risk transition requires adequate funding and funding has
become a challenge due to the ESG concerns of the conventional energy sector. This paper
examines how the traditional energy sector has stuck into a funding spiral and it is challenging to
come out of the situation.
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INTRODUCTION

Energy is extremely important in our life. Investing in energy has traditionally been
regarded as a sound financial decision. There is evidence that investment has shifted away from
the traditional energy industry in recent years as investors get a better understanding of ESG
(Environmental, Social, and Governance) and climate risk. As a result, there has been a major
reduction in investment in this sector. The traditional energy business requires more capital to re-
invent itself and go from a higher ESG risk level to a lower ESG risk level Kumar et al. (2021).
This reduced ESG risk transfer necessitates sufficient funding, which has proven problematic due
to traditional energy's ESG issues. Commissioner Peirce (SEC Commissioner) popularized the
term ESG Shame when she equated ESG Shaming to the new "Scarlet Letters." Energy
companies are embarrassments in terms of environmental, social, and governance (ESG).
Traditional investors such as hedge funds, institutional asset managers, and other fund managers
have historically had a strong return on investment from these energy businesses, but because they
carry a significant ESG risk, they have been primarily placed in the Sin Stock category. This has
moved investors away from the business, especially when it comes to raising capital to upgrade
goods and operations. For this industry, this has produced a vicious spiral. They have no money to
enhance their ESG score, particularly in terms of reducing air pollution, and because they are
unable to address their emission concerns due to a lack of cash, no investors are willing to invest
in them, and they do not receive funding Aaltonen (2013). Because the energy demand forecast
indicates that, even though we are rapidly catching up with alternate sources of energy that have
much better ESG points, the conventional energy source will still be the primary source of energy
for us in the next 12-15 years, it is critical to keep this industry safe and secure with lower
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emission issues.
Sin Stock

Sin stock or for that matter any Sin investments are those investments that do not
incorporate positive social norms including but not limited to Environment, Social and
Governance norms, and other related areas. Sin stocks, defined as shares of public firms active in
the alcohol, gambling, and cigarette industries, have been proven to yield significant positive
anomalous returns in several studies. Despite this, many investors omit sin stocks from their
portfolios in order to avoid being associated with these firms' activities. Individual conduct is
significantly influenced by social norms (Kubler, 2001). If the investment activities are done using
these social norms as screening factors for the investment, then Sin Stocks would generally be
“Screened Out” for investment.

REVIEW OF RELEVANT LITERATURE

There has been a considerable increase in the number of securities, regulators, and trading
exchanges throughout the world that have recognized the relevance of ESG (Environmental,
Social, and Governance) issues in investing decisions during the previous few decades. Empirical
research suggests that including ESG factors into an investment portfolio can result in a more
stable return, less volatility stock performance, and overall, a significantly better risk-adjusted
return. In 1987, the World Commission on Environment and Development established the term
"sustainable development.” It was described as progress that did not jeopardize future generations'
ability to fulfill their own needs.

ESG integration is defined by Eurosif (2014) as "the explicit incorporation of ESG risks
and opportunities into traditional financial analysis and investment choices by asset managers
based on a systematic methodology and relevant research source.” We've witnessed a trend in
recent years of firms being measured and evaluated based on their Environmental E, Social S, and
Governance G characteristics. The Paris Climate Agreement and the Sustainable Development
Goals (SDGs) adopted by the United Nations in 2015 functioned as drivers for increasing the
adoption and monitoring of sustainable corporate practices. Companies are increasingly
considering ESG policies and issues as part of their business or risk management, as opposed to
their general corporate social responsibility (CSR) efforts, thanks to initiatives like the United
Nations Principles for Responsible Investment (UN PRI), which was launched in 2007. (UN PRI,
2018). World Bank (2018) defines the ESG Investing activities as, Environmental, social, and
governance problems that are factored into the analysis, selection, and management of assets in
ESG investing. The following are some of the most important aspects to think about:

E: climate change, carbon emissions, pollution, resource efficiency, biodiversity.

S: human rights, labor standards, health & safety, diversity policies, community relations,

development of human capital (health & education);

G: corporate governance, corruption, rule of law, institutional strength, transparency.

Impact of ESG Management in Investment Decisions

Institutional investors value environmental and governance aspects more than social factors,
according to the findings of this study. Investors' investment decisions are influenced more by
factors such as shareholder rights, pollution and waste, greenhouse gas emissions, and risk and
opportunity management Park & Jang (2021). ESG provides investors with significant and
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possibly valuable information that affects both potential profits and risk Bender et al. (2018).
Sustainability measures may increase company value and promote sustainability Freeman (2010),
provide distinction and cost savings Porter et al. (2019), boost the level of employee engagement
Agarwal et al. (2012), and improve employee productivity and customer retention Park (2020).
Kim & Park (2017). One of the research projects Eccles et al. (2014) found that corporations that
voluntarily adopted sustainability policies by 1993—dubbed high sustainability companies—
exhibited distinct organizational processes by 2009 when compared to a matched sample of
companies that adopted almost none of these policies, dubbed low sustainability companies.
Another related research (Nagy, Kassam, and Lee, 2016) examines two global strategies with
relatively significant tracking errors built using ESG data—a tilt strategy and a momentum
strategy—and show that both model portfolios beat the MSCI World Index over the last eight
years while also improving the portfolios' ESG profile. These back-tested model portfolios show
how institutional investors that are willing to accept some active risk while also trying to enhance
their portfolios' ESG profile on a regular basis may include such methods into their investing
procedures. There are studies (Duren et al.,2017) that suggest that ESG data is used by fund
managers for risk management and red flagging. One such study (Mervelskemper and Streit,2017)
of the direction and extent to which financial market investors target an organization's ESG
performance concluded that it is significant. Institutional asset managers do take into
consideration the importance of ESG reporting and its value creation for the investment portfolio
Landau et al. (2020). A similar study but for the Hedge Fund Managers Amel-Zadeh & Serafeim
(2018) highlights the applicability of ESG data into portfolio construction and optimization. A
related work Henisz & McGlinch (2019) supported the idea that having a strong ESG offer allows
for greater value development. Outstanding growth, cost-cutting, regulatory and legal

Intervention, capacity expansion, and investment and asset rationalization are all examples
of this. The most important KPIs and reporting structures that investors pay attention to while
managing their portfolio investments Sridharan (2018). There is an established relationship
between Corporate Financial Planning and ESG criteria Friede et al. (2015). The association
between corporate financial performance and ESG in the commercial banking industry has been
discovered through experimental investigation Kotsantonis & Bufalari (2019). In a review of ESG
practices in the Middle East and North African (MENA) region, it was concluded that ESG Index
supports the hypothesis that a better ESG score can positively impact financial performance
(Hawkamah, 2014). In a study of the impact of ESG disclosures on the market value of Egyptian
firms Aboud & Diab (2018) It was concluded that companies listed on the ESG index reflected
higher firm value relative to the unlisted companies. Furthermore, the results indicate a positive
relationship between the quality of ESG and firm value. In the case of Korean firms Yoon et al.
(2018) it was found the ESG factor inclusion in the investment decision has a positive impact on
the firm market value.

Pricing ESG Risk in Energy Sector

Oil and gas contributed for 2.55 percent of S&P Global's total investments in February
2021, while coal and consumable fuels accounted for 0.36 percent. Despite the tiny percentages,
the investments are significant, totaling close to $255 billion and $36 billion in the energy
industry, respectively. The United Nations Environment Program (UNEP) has produced a useful
assessment of significant academic and broker papers on responsible investing and performance
(2007). Half of the 20 academic research cited found that ESG elements had a positive impact on
portfolio performance, three had a negative impact, and the rest were neutral. Three of the ten
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investment broker reports examined were favorable, while the others were indifferent. A similar
study Clark et al. (2015) also came to the same conclusion. Commodity derivatives are the most
common means for institutional investors to gain exposure to commodities Till (2009).
Commodity futures are one of the most frequent ways to gain exposure to commaodity prices or to
place a market bet on them. In an investigation (IPIECA,2002) the activities and investment
efforts undertaken by firms in Brazil and South Africa’s oil and gas company were in the pursuit
of sustainability. In a comprehensive study (Voisin and Lamotte, 2006) on the impact of carbon
on the oil and gas industry, the findings revealed a positive return on investment, but they also
cautioned that the impact might take time and that the study window should be substantially larger
(2 years in that research). One more research Meade et al. (2006) found a similar result. It is
important to arrive at an ESG framework especially for the Energy sector. In the oil and gas
sector, a standard for ESG management has been proposed Forrest et al. (2006). A critical
examination of the regulation to encourage ESG integration in the oil and gas sector in both
upstream and downstream processes, as well as a comparison of different options. UBS study
(Potter,2007) has also been released to look at ESG concerns in the oil and gas sector, particularly
among "Deep Well" producers.

Market Evidence of Sin Stock

ESG concerns in Conventional Energy Sector

Highest Carbon footprint: Carbon footprint refers to the total amount of carbon dioxide
and other greenhouse gases (GHGs) emitted during a certain time period Allen & Pentland (2011).
Unfortunately, the top 20 corporations with the biggest carbon footprint contributions are all from
the energy industry. Picl.1 shows the total carbon footprint of the top 20 firms since 1965,
including all 20 companies in the energy sector Figure 1.
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FIGURE 1
TOP 20 COMPANIES IN CO2 FOOTPRINT FROM 1965-2017 (DATA SOURCE: CEP)

Pollution and GHG ( Green House Gas) emission is one of the perennial problems in the
conventional and fossil fuels-based energy sector. GHG EPA (2016) emissions and resulting
health hazards are direct blame that CES (Conventional Energy Sector) must face. S&P has come
up with a rating methodology to provide environmental risk scores to the various industry within
S&P 500 (S&P, 2021). According to this report, the highest ESG risk is associated with Energy
Sector (Oil & Gas) along with Power generation. Figure 1.2 depicts the comparative Environment
Risk Score Figure 2.
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FIGURE 2
SECTOR-WISE ESG RISK SCORE (DATA SOURCE: S&P GLOBAL RATING)

While there are other sectors who has a bad reputation from an ESG risk perspective, for
example, the transportation sector, some segments of the agriculture sector, Commercial real
estate, in some cases pharma and medical sector, the whole blockchain, and Cryptocurrency
mining but with CES (Conventional Energy Sector) the ESG issues are more visible. One can
easily see a refinery IEA (2019) excreting hazardous Inderst & Stewart (2018) gases and other
harmful excretions Kibler (2001). Visuals stay in a human memory more than published data
somewhere in a news website (Brady et al., 2008) and this orients our interpretation in a particular
direction. As shown in figure 1.3, even though the contribution of the energy sector to the total
emission is higher than other sectors but other sectors are also not insignificant players in harmful
emissions Figure 3.
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FIGURE 3 CONTRIBUTION OF EMISSION BY SECTOR (DATA SOURCE: EPA)
CONTRIBUTION OF EMISSION BY SECTOR (DATA SOURCE: EPA)
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As one can see above there are other sectors that are also to be blamed for the
environmental concerns and the conventional energy sector (CES) shouldn’t be singled out, but
unfortunately, that is the case with this sector. The ESG concerns of the Oil and gas sector have
harmed this sector in multiple ways. Adverse perceptions of the general public especially
investors have kept the investment flow away from this sector.

Shrinking Investment due to the ESG concerns in the Conventional Energy Sector (CES)

Issues with Shrinking Investment: In recent years, investments in this area have been
reduced due to environmental concerns and increased awareness. This industry is struggling to
stay afloat, but it lacks the financial means to support research and development on emissions
reduction. Figure

1.4 depicts how the statistical weight of CES (Conventional Energy Sector) has shrunk in
the last 10 years Figure 4.

Investment Weight by Sector in S&P 500 in Last 10
years
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FIGURE 4
WEIGHT OF ENERGY SECTOR IN THE S&P 500 IN THE LAST 10 YEARS (DATA SOURCE: EPA)

One of the reasons might be the growing emission difficulties, and fund managers do not
want to be associated with investing in sectors that involve ESG risk, even if they wish to achieve
higher profits Owens & Sykes (2005). It is true that pollution issues have worsened in recent years
Van Duuren et al. (2016). As indicated in Figure 1.5, emissions Mously et al. (2009) from
conventional energy sources have grown, although the growth is not significant, and it may
require further R&D expenditure in this sector Figure 5.
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FIGURE 5
YEAR ON YEAR INCREASE IN EMISSIONS IN THE ENERGY SECTOR (DATA SOURCE: WEP)

Some firms have done a lot of research and development to try to manage the threat of
emission risk, but they require funding and the continued attention of institutional investors who
have shied away from this industry because of ESG concerns. In this industry, we primarily want
an investing strategy that incorporates ESG into investments in a proportionate manner. In an
ideal world, we'd identify an investment parameter/efficiency parameter in this sector that, when
targeted, integrates a substantial ESG element into the investment by its link to one or more ESG
parameters. The most significant ESG pillar for the Energy industry is E (Environment), and
within E (Environment), CO2 and GHG emissions have caused a big concern and kept investors
away from this sector. So, while investing in energy firms, the goal is to maximize profit while
keeping the portfolio companies' total emission grade as high as possible, so we need to figure out
which economic performance indicator is directly and positively related to the ESG criteria.

We Cannot Ignore the CES (Conventional Energy Sector)

Demand Forecast: While emission concerns are a rising worry within the research
community in this field, the truth remains that traditional energy sources such as fossil fuels, oil,
and gas continue to contribute a significant amount of energy, as shown in Figure 6.

TOTAL ENERGY CONTRIBUTION
BY SOURCES

FIGURE 6 TOTAL ENERGY CONTRIBUTION BY SOURCE (DATA SOURCE: ENERGY COMMISION)

7 1528-2678-27-1-300

Citation Information: Kumar, S. (2023). Funding issues and challenges of conventional energy market in the esg conscious world.
Academy of Marketing Studies Journal, 27(1), 1-10.



Academy of Marketing Studies Journal Volume 27, Issue 1, 2023

TOTAL ENERGY CONTRIBUTION BY SOURCE (DATA SOURCE: ENERGY
COMMISSION)

Historically speaking CES (Conventional Energy Sector) has been the primary contributor
to the total energy demand. Proportionally this sector is the major provider of the total energy
requirement globally. Figure 1.7 shows the significant contribution of CES (Conventional energy
Sector) to satisfy the global requirement huge energy requirement Figure 7.

Total Energy COntribution (Since 1990)
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FIGURE 7

TOTAL ENERGY CONTRIBUTION BY SOURCE SINCE 1990 (DATA SOURCE: ENERGY COMMISION)

In addition, traditional energy sources are expected to be in high demand over the next 30-
40 years. In reality, as illustrated in Figure 1.8, demand for fossil fuels, hydrocarbons, and other
traditional energy sources is expected to rise in the next 10-12 years Figure 8.
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FIGURE 8
ENERGY DEMAND IN NEXT 10 YEARS BY SOURCE (DATA SOURCE: ENERGY COMMISION)

So as we can we this sector is still a primary provider of the energy required for the long
term in future. This sector requires proper attention and investment so that it can revive and stay
healthy with better emission and ESG ratings in the next foreseeable future. It is important to
make the investment community understand that this sector is really important from a money and
investment inflow perspective.

8 1528-2678-27-1-300

Citation Information: Kumar, S. (2023). Funding issues and challenges of conventional energy market in the esg conscious world.
Academy of Marketing Studies Journal, 27(1), 1-10.



Academy of Marketing Studies Journal Volume 27, Issue 1, 2023

CONCLUSION

In our life, energy is highly crucial. Historically speaking, investments in energy were considered
to be profitable business ventures. There is evidence that investment has been redirected away from
the traditional energy industry in recent years as a result of increased investor understanding of
ESG (environmental, social, and governance) and climate risk. Because of this, there has been a
huge reduction in the amount of money invested in this sector. In the current study, we wanted to
demonstrate how investment has decreased in this area as well as the issues that have emerged as a
result of this reduction in investment. In order to reinvent itself and go from a higher ESG risk level
to a lower ESG risk level, the conventional energy business required a greater amount of cash. This
decreased ESG risk transfer requires a sufficient amount of financing, which has been challenging
due to the ESG issues associated with traditional energy. This research investigates how the
conventional energy industry became trapped in a cycle of funding, as well as how difficult it is to
break free of that pattern.

The market data analysis of demand and investment patterns in the CES (Conventional Energy
Sector) is very much in accordance with the ESG-based paradigm shifts in the investment that are
recorded in the literature research. Because it is already in the ESG risk zone and is seen as a
"screened out" sector from an investment point of view, additional capital must be invested if it is
to achieve a higher level of performance with regard to the ESG aspects. In order for investors to
return to this industry without feeling any ESG shame, a model is required to correlate the ESG
factors with the Investment parameter or ratio. It is necessary to conduct research and development
in order to determine a set of investment ratios or efficiency ratios, in such a way that if these ratios
are used in the process of making investment decisions or in any activity involving the construction
of investment portfolios, the ESG factors will be automatically integrated.
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