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Do ESG funds have higher ESG scores?

If you think higher investment fees buy much higher environmental, social and governance scores, think again

WHAT do investors look for when they buy envi-
ronmental, social, and governance (ESG) equity
index funds? In principle, as in any fund invest-
ment decision, it could be higher financial re-
turns, greater portfolio diversification, reduced
volatility, etc.

But whatever investors hope ESG funds deliv-
er, they likely expect them to perform better on
ESG criteria than their alternatives. After all, why
call the funds “ESG” if they don’t take ESG factors
into account in their investment decisions?

The issue is not just academic. ESG funds, in-
cluding both unit trust funds and exchange-trad-
ed funds (ETFs), have grown into a US$400 bil-
lion market in the United States alone.

The firststep in testing whether ESG funds de-
liver higher ESG scores is to determine what to
compare them against. Many ESG funds track
ESG indexes that are often provided by such
third-party index creators as MSCI and S&P.

For example, the SPDR S&P 500 ESG ETF is
managed by State Street, has US$715 million in
assets under management (AUM), and is listed
under the ticker EFIV.

EFIV “seeks to provide investment results
that, before fees and expenses, correspond gen-
erally to the S&P 500 ESG Index”, according to its
latest publicly available factsheet.

The S&P 500 ESG Index itself “is a broad-
based, market-cap-weighted index that is de-
signed to measure the performance of securities
meeting sustainability criteria, while maintain-
ing similar overall industry group weights as the
S&P 500", according to its latest factsheet from
S&P Global.

The S&P 500, of course, is the standard mar-
ket capitalisation-weighted stock market index
and serves as the benchmark for many index
funds.

The S&P 500 ESG Index factsheet terms the
S&P 500 its “benchmark” and compares its price
performance to the S&P 500. Eight of the top 10
holdings of the S&P 500 ESG Index are also
among the top 10 of the S&P 500. In fact, the
same four companies — Apple, Microsoft, Ama-
zon, and Nvidia —in the same order, are listed as
the top four holdings of each.

Since the SPDR S&P 500 ESG ETF tracks an ESG
index, which itself tracks a market index, wheth-
er the ESG index has a higher ESG score than the
benchmark S&P 500 ought to be of interest.

The ESG designation, after all, is the key dis-
tinction between the two indexes. Nevertheless,
the factsheets did not include ESG scores for

ESG scores: ESG indexes vs market indexes

MARKET INDEXES ESG INDEXES
LOWEST HIGHEST AVERAGE LOWEST HIGHEST AVERAGE
ESG Score-MSCI* 4.9 75 6.5 4.9 8.5 6.9
ESG Score-Sustainalytics** 20.6 22.0 21.0 16.4 21.7 194
Weight of the top 10 index holdings 21% 52% 25% 14% 47% 31%
* Numerical equivalents of MSCI letter ratings, 0-10 with 10 best

* ESG Risk score, 0-40+, lower score better

SOURCE: BRAD SWANSON, TRISTAN SNYDER AND HUXLEY WAITT GRAPHIC: BTVISUAL

ESG index ESG score improvement vs market index

LEAST IMPROVED

-14.0%
-26.3%

MSCI
Sustainalytics

MOST IMPROVED AVERAGE
43.4% 9.0%
21.2% 1.5%

SOURCE: BRAD SWANSON, TRISTAN SNYDER AND HUXLEY WAITT GRAPHIC: BTVISUAL

these funds.

So to approximate their ESG scores, we took
the top 10 holdings of each and manually calcu-
lated a cap-weighted score by using each compa-
ny's publicly available ESG ratings from MSCI
and Sustainalytics.

We averaged the two rating agencies’ results
and found that the S&P 500 ESG Index had a cap-
weighted ESG score 6 per cent higher than the
S&P 500.

We repeated this exercise with 19 other pop-
ular ESG indexes. In each case, we verified that
the ESG index compared its performance to a
mainstream market index and calculated the
ESG “uplift” over the benchmark on the basis of
the top 10 holdings in each index.

To be sure, the top 10 holdings are an imper-
fect proxy for the overall index, but the compa-
nies in question doaccount foranaverage 25 per
cent and 31 per cent of the total capitalisation of
the market indexes and the ESG indexes, respec-
tively.

Moreover, ESG index creators would presum-
ably want to choose companies with the highest
ESG ratings for their largest holdings, provided
that didn’t create too large a tracking error rela-

Our key finding is that ESG
indexes typically have only
marginally higher ESG scores
than their parent market indexes.
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tive to the benchmark.

Such a selection process would further in-
crease the apparent improvement in ESG criteria
of the ESG index over its mainstream market
benchmark.

Our key finding, however, is that the ESG in-
dexes typically had only marginally higher ESG
scores than their parent market indexes. Some
ESG indexes had even less ESG value, since their
cap-weighted scores were lower than those of
their parent.

While the range of variation between ESG in-
dexes and market variation was wide, from -26
per cent to +43 per cent, most deltas fell in the O
to 10 per cent band with an overall average of 8.3
per cent.

Whether the narrow margins of the ESG score
improvements are material or not is a question
for each fund'’s investors. But if investors do not
have this information, they cannot answer the
question.

Investors pay 40 per cent higher fees on aver-
age for sustainable funds than non-ESG funds.
But according to our research, if investors think
that higher fees buy much higher ESG scores,
they should think again.
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