
SUSTAINABLE INVESTMENT DECISIONS:
HETEROGENEOUS BELIEFS AND PREFERENCES

This working paper examines whether households’ investment decisions in ESG
(environmental, social and governance) assets are primarily explained by their preferences
for sustainability or by their beliefs about future returns. It develops a structural discrete-
choice model that separates non-pecuniary preferences for sustainability, expected returns,
and financial risk, while allowing beliefs and preferences to vary across individuals.

The analysis is based on an online experimental survey conducted in September 2023 with
3,000 participants aged 25 to 65 residing in Canada. In six hypothetical investment scenarios,
each participant allocated $6,000, in $1,000 increments, across two mutual funds and a safe
asset. The funds varied randomly in historical 10-year total return (20%–60%), historical 10-
year volatility (31%–94%), and Morningstar Sustainability Rating (one to five globes). The
survey also elicited expectations about future returns by ESG rating, environmental and
financial literacy, environmental behavior, and ESG preferences. The estimated parameters
are then used in an equilibrium asset pricing model that maps investors’ preferences and
beliefs into equilibrium expected returns by globe rating; this calibration is based on 2,731
respondents who are risk-averse in both model specifications.
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HIGHLIGHTS

This working paper finds that

Expected returns rise with ESG ratings. Relative to the historical return of a fund that earned
50% over the previous 10 years, the annualized median excess return expected by respondents
is −0.72 percentage points for a one-globe fund, −0.35 for two globes, 0 for three globes, +0.67
for four globes, and +1.31 for five globes.

In the sample used for the equilibrium calibration, roughly three-quarters of respondents have a
positive belief slope, meaning that they expect funds with more globes to outperform. The mean
estimated belief slope is 0.324. Because expected-return responses are normalized by the
historical 50% return over 10 years, a one-globe increase corresponds in the model to an
average 16.2% increase over a 10-year horizon, or 1.5% per year when annualized. This is a
model-implied average belief gradient, not the median excess-return figures reported in the
previous point.
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In the baseline model, which assumes that investors extrapolate from historical returns, most
respondents derive positive utility from higher globe ratings. Once individual beliefs about future
returns are separated from preferences, the non-pecuniary sustainability coefficient becomes
negative for most respondents. Allocations to funds with high Morningstar globe ratings are
therefore driven primarily by subjective beliefs that these funds will generate superior future
returns.

Positive ESG beliefs about the impact of ESG on firm value are more than twice as strongly
associated with willingness to pay for higher ESG ratings as stated ESG preferences. When both
are included jointly, the coefficient on Positive ESG beliefs remains similar in magnitude and
highly significant, while the coefficient on Preference for ESG is reduced by about half and is
only marginally significant.

Willingness to pay for higher ESG ratings is positively associated with environmental literacy and
pro-environmental behavior. It is also higher among female respondents and increases with age.
Financial literacy is only weakly related to willingness to pay for ESG, but it is strongly negatively
associated with willingness to pay for less financial risk, indicating that environmental and
financial literacy capture distinct dimensions of knowledge.

In the equilibrium calibration, when beliefs about future returns are shut down, the model implies
that investors would require annual compensation in expected return of roughly 2 percentage
points to hold a five-globe fund and about 1 percentage point to hold a four-globe fund, relative
to an ESG-neutral three-globe fund. Once optimistic return beliefs are incorporated, the
compensation required to hold a five-globe fund falls to about 40 basis points per year. The
annualized equilibrium return spread between five- and one-globe funds narrows from 4.30% to
3.10%.

The beliefs elicited in the survey are more optimistic than those consistent with the long-run
equilibrium: the mean survey belief slope is 0.324, compared with a rational-expectations fixed
point of 0.232, that is, the belief slope at which investors’ beliefs are consistent with the
equilibrium returns delivered by the model. The survey mean therefore overshoots the fixed point
by roughly one-third. The model suggests that updating beliefs based on realized returns would
gradually move the mean belief slope toward this fixed point.
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CONCLUSION

The results indicate that investor demand for ESG investments is primarily driven by beliefs about
future financial performance rather than by intrinsic sustainability preferences. When beliefs and
preferences are modeled separately, the average willingness to pay for sustainability becomes
negative and allocations to higher-rated ESG funds are linked mainly to optimistic expected-return
beliefs. The analysis also highlights substantial heterogeneity and a distinction between
environmental literacy and financial literacy: environmental literacy is associated with willingness to
pay for higher ESG ratings, whereas financial literacy is closely related to preferences for
conventional financial risk. Because the analysis relies on hypothetical investment scenarios and
structural calibration, the results capture stated choices and estimated mechanisms rather than
directly observed market flows.

POTENTIAL POLICY IMPLICATIONS

The findings suggest that ESG-related disclosure and regulation should distinguish non-pecuniary
sustainability preferences from beliefs about expected financial performance. Comparable information
on rating methodology, ESG risks, and realized returns could help investors calibrate expectations.
Flows into sustainable funds should not automatically be interpreted as stable sustainability
preferences, because they may change when expected returns change. The results also suggest
treating environmental literacy and financial literacy as complementary dimensions in information and
education initiatives. Finally, tracking household return expectations alongside realized returns may
improve projections of the stability and long-run growth of sustainable investing.
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