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Abstract

In recent years, the socially responsible investing (SRI) industry has become an
important segment of international capital markets by incorporating ESG
(Environmental, Social and Governance) factors into investment selection and
management processes. This study analyses whether SRI mutual funds are conventional
funds in disguise or invest in line with their ESG objectives. In contrast to other studies,
the analysis exclusively focuses on the non-financial performance of SRI vis-a-vis
conventional funds and applies ESG corporate ratings of three rating agencies (Oekom,
Sustainalytics and ASSET4) to a European and global fund universe. The SRI and non-
SRI funds are analyzed with respect to differences in their Top 10 fund holdings, their
average ESG rankings and the significance of rating differences by utilizing cross-
sectional regressions. At a first glance, the top holdings of both fund types seem very
similar, but the results of the ranking analysis show that SRI funds have on average
higher ESG rankings. Additionally, the cross-sectional regressions show that the ESG
rating differences between SRI funds and conventional funds are significantly positive,
i.e. SRI funds exhibit higher ESG ratings than conventional funds. These findings are
robust as they hold for every single ESG factor and total scores and as well as across the
different ratings applied.
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1 Introduction

In recent years, driven by overhauling capital investment decision-making, the socially
responsible investing (SRI) industry has become an important segment of international
capital markets. Globally, more than 13.6 trillion USD professionally managed assets
incorporate ESG (Environmental, Social and Governance) factors into their selection
and management process (GSIA, 2012).* Europe is by far the largest region with about
8.8 trillion US Dollar (65 percent) of the known SRI assets under management (AuM).?
The SRI fund industry plays an increasingly large role in this evolving segment®. For
investors it is interesting to know whether these funds invest in line with their objectives
or whether they are rather conventional funds in disguise.

Today’s academic literature on SRI mainly focuses on the financial performance of
ESG screened funds and compares their risk-adjusted returns to those of conventional
funds. The majority of these studies finds no difference in the respective performance of
fund returns, which raises the question if portfolios of SRI funds are any different from
the portfolios of conventional funds. However, hitherto academics have paid little
attention to the portfolio compositions and ESG performance of SRI mutual funds. To
mention just a few studies, Bello (2005) and Benson et al. (2006) compare general fund
characteristics of SRI and non-SRI funds, in particular the total AuM, asset class focus,
sector allocation and the market capitalization of companies invested in. The ESG
performance of SRI funds and indices compared to their conventional benchmarks is
addressed in only two studies by Statman (2006) and Kempf & Osthoff (2007). Both
studies measure the ESG performance by applying social and environmental scores of
the rating institution KLD Research and Analysis, Inc. (KLD) to the equities held by the
analyzed indices and funds. They find that sustainable investments have higher mean
social scores than standard investments. The study at hand will significantly expand the
existing literature on the relative ESG performance of SRI funds. On the one hand, the
analysis covers two fund data sets — one includes funds that invest in the European

market and the other one funds with a global investment universe. On the other hand,

! According to the Global Sustainable Investment Review 2012 (GSIA, 2012), this represents 21.8
percent of the total global assets managed professionally (excluding Latin American regions).

2 In the European market as much as 49 percent of professionally managed assets incorporate ESG
considerations (Eurosif, 2012), compared with only 11 percent of managed assets in the US (US SIF,
2012).

® The collective assets of mutual funds identified by the US SIF (2012) doubled from 316 billion to 641
billion US Dollar between 2010 and 2012. The AuM of SRI funds in Europe increased by 19% in the
same two-year period (KPMG, 2013a).
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ESG corporate ratings of three rating agencies are applied to the fund holdings, in order
to further test if the results of earlier studies are independent from the rating applied and
can be generalized.

The aim of this study is to investigate whether SRI funds are conventional funds in

disguise or if they live up to their names and invest in more sustainable equities. The

following main research questions are addressed:

(1) Are the Top 10 fund holdings of SRI funds different from the holdings of
conventional funds? This is a first step in the analysis of differences in the fund
structures.

(2) Do SRI funds have higher ESG rankings than conventional funds? If SRI funds
invest in line with their objectives, they should (indeed) have higher ESG rankings
than standard funds.

(3) If SRI funds have higher ESG rankings, are the absolute rating differences between
SRI and conventional funds statistically significant? Concerning the methodology
applied in this thesis, cross-sectional regressions are run in order to test whether
SRI funds show significantly positive rating differences compared to standard

funds.

2 Literature Review

In recent years, driven by the increasing demand for responsible investing, the SRI fund
industry has evolved to an important part of the international capital markets and
attracts interest from researchers, investors and the financial services industry. Their
interest is particularly directed towards the financial and non-financial performance of
sustainability funds, whereby this study focuses on the assessment of the non-financial
performance of SRI compared to non-SRI funds. In this chapter we ask the question
which portfolio selection methods SRI fund managers use and if portfolios of SRI funds
are any different from the portfolios of conventional funds. The following gives a short
summary of the current state of academic research in this field.

When studying ethical investments or SRI, the first discussion evolves around the
question which investments deserve this label. Schwartz (2003: 197) claims that the
ethical mutual fund industry is not acting in an ethical manner, meaning moral standards
or principles such as transparency, accountability and integrity are not met. Investment
decisions are based on negative screens, reflecting rather the investors’ intended social,
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religious, or political beliefs than any ethical reasoning. Moreover, he argues that most
funds do not meet the additional ethical obligations of full and complete disclosure of
portfolio selection criteria and fair and non-deceptive marketing (Schwartz, 2003: 211f).
A similar distinction was proposed by Mackenzie (1998: 81), who argues that there are
ethically significant differences in the way portfolio selection criteria are chosen by
funds. While “deliberative” funds choose criteria on the basis of ethical discussion and
reasoning, usually carried out by advisory committees, “market-led” funds choose
criteria based on their opinion of market demand (Mackenzie, 1998: 82). The two use
different portfolio selection methods: value-driven ethical investments use negative or
sin screens in order to avoid that controversial stocks and profit-driven SRI funds invest
in companies that pass positive screens with high scores on ESG indicators (Derwall,
Koedijk, & Ter Horst, 2010: 1-4). The standard portfolio selection in SRI consists of
two steps, first screening sustainability and second financial optimization (Dorfleitner &
Utz, 2012: 155-157). Recent studies suggest how SRI funds could include ESG scores
in the portfolio optimization in the second stage (Dorfleitner & Utz, 2012; Barracchini
& Addessi, 2012).

The study of Chieffe & Lahey (2009: 65) shows that most SRI mutual funds utilize a
combination of positive and negative screens, summarized under the screening concept
called “best-in-class”. This strategy focuses on sustainability leaders of sectors or
industries and is often index-based or oriented towards benchmarks with a wide sector
allocation (Von Flotow, 2008: 298). Funds that utilize this portfolio selection method
are often criticized, because even the most sustainable company in an industry may not
avoid environmental pollution (Schwartz, 2003: 210; Faust & Scholz, 2008: 152).
Moreover, it is argued that the portfolio holdings of such funds may show virtually no
difference compared to conventional funds.

This leads to a number of subsequent studies that compare general fund characteristics
as well as the portfolio composition of SRI mutual funds with conventional funds.

Bello (2005: 41) analyzes the portfolio characteristics of 42 SRI funds and 84 randomly
selected conventional funds. He finds no significant difference between the two groups
of funds, neither in the percentage of bonds and stocks in the portfolios nor in the
market capitalization of the companies in which they invest. The portfolio constraints of
SRI funds do not influence the number of portfolio holdings or the percentage of total

assets invested in the top 10 holdings.
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The paper of Benson et al. (2006: 337) examines the question whether the portfolio
allocation of SRI funds across industries is any different from conventional funds. The
study finds that the two types of funds invest different percentages of their AuM in
different industries, but these differences are not consistent across the time period
analyzed, encompassing the years 1994 to 2003. While, for example in 1999, SRI funds
invested more in consumer and financial services, in 2001, investments in hardware,
telecommunications, utilities, financial services and consumer goods sectors were
significantly higher. These results counter the public criticism that SRI funds are
conventional funds in disguise and exploit a marketing opportunity (Benson et al., 2006:
348).

The studies of Statman (2006) and Kempf & Osthoff (2007) analyze and compare the
portfolio composition of SRI and conventional indices and funds by applying
sustainability scores to the companies included in the index or fund. These scores are
provided by the rating institution KLD Research and Analysis, Inc. and are calculated as
the sum of a company’s scores on the following indicators: corporate governance,
community, diversity, employee relations, environment, human rights, product, alcohol,
firearms, gambling, military, nuclear and tobacco.

Statman (2006: 101) compares the constituents of the S&P 500 index to four indices of
socially responsible companies: the Domini 400 Social Index, the Calvert Social Index,
the Citizens Index, and the U.S. Dow Jones Sustainability Index. He finds that each SRI
index has a higher mean score than that of the S&P 500 index. The study concludes that
the list of companies included in SRI indices show a wide range of scores and a high
degree of overlap with the S&P 500 (Statman, 2006: 108). Kempf & Osthoff (2007)
similarly utilize KLD company scores to compare the portfolio holdings of SRI funds to
conventional funds concerning their social and environmental standards. The study
ranks US equity funds in the time period of 1991 to 2004 according to their ethical
rating (based on KLD scores) and shows that SRI funds have a significantly higher
ethical ranking than conventional funds. Moreover, the funds are ranked higher with
respect to each qualitative characteristic analyzed and the results are stable over time
and after controlling for additional fund characteristics (Kempf & Osthoff, 2007: 13f).
However, a study of worldwide SRI and conventional retail funds by Hawken (2004:
16) finds that there is virtually no difference between the cumulative investment

portfolios of the two fund types. For example, over 90% of the Fortune 500 firms are
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included in SRI funds, causing difficulties for investors to distinguish SRI from
conventional funds by the list of the top equity holdings. These results are confirmed by
the previously mentioned study of Chieffe & Lahey (2009), who analyze the top ten
holdings of 78 SRI funds and count how many times each firm appears. From the 37
most often counted companies, 33 are in the S&P 500 index and also part of the Fortune
500 firms and 13 are constituents of the Dow Jones Industrial Average (Chieffe &
Lahey, 2009: 66).

While the studies of Statman (2006) and Kempf & Osthoff (2007) apply KLD scores to
evaluate companies’ social and environmental performance, an analysis of Wimmer
(2013: 10) utilizes the ESG scores of the ASSET4 database of the Thomson Reuters
Datastream to analyze the persistence of 27 SRI mutual fund ESG scores in the time
period between 2003 and 2009. His study shows that ESG scores of funds remain high
for approximately two years, but no empirical evidence of persisting ESG scores after
three and four years is found. This lack of persistence is not caused by adverse changes
in firms” ESG scores, but driven by a change of funds’ portfolio holdings towards lower
rated companies (Wimmer, 2013: 12ff).

Our study will significantly expand the existing knowledge of research in two ways:
The analyzed fund universe is expanded to funds that invest either in the European
market or globally. The non-financial performance is measured by utilizing ESG
corporate ratings of three different rating agencies: oekom research AG (Oekom),
Sustainalytics and ASSET4.

3 Data: ESG Ratings

The aim of this chapter is to provide an overview of the ESG data used in the empirical
part of the analysis. Like most rating agencies, the three institutions at the focus of this
study, i.e. oekom research AG (Oekom), Sustainalytics and ASSET4, also assess the
sustainability of companies based on three pillars: environmental, social and
governance. In the first subchapter the concepts of the ESG ratings are described,
whereas the second subchapter discusses the characteristics of the ESG rating data.

3.1 Concepts of the ESG ratings
Oekom distinguishes between the two main dimensions social and environmental. Both

dimensions are further subdivided into three categories each. The social rating is
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comprised of the sub-ratings for staff & suppliers, society & product responsibility, and
corporate governance & business ethics. The environmental pillar is broken down into
the categories environmental management, products & services, and eco-efficiency. The
assessment of a company’s performance in these categories is based on 700 criteria out
of which 100 are specifically selected, partially depending on the industry. The relation
between industry specific indicators and criteria used across all industries is
approximately 35:65 (Windorfer, 2011: 13).

Sustainalytics’ corporate ratings are similarly based on the three ESG pillars
subdivided into different numbers of categories. Environmental evaluations are based
on the assessment of a company’s operations, supply chain, and its products. Indicators
around employees, customers, supply chain, and the community are reviewed under the
social pillar. The governance score results from the analysis of the company’s
governance, business ethics, and public policies. All described categories subordinated
to the ESG pillars are evaluated based on a total of approximately 60 to 100 indicators,
depending on the industry in which the company operates (Observatoire sur la
Responsabilité Sociétale des Entreprises (ORSE), 2012b: 4). In this process,
Sustainalytics distinguishes between core indicators that are used for the evaluation of
every company in all peer groups and industry-specific indicators applied to a particular
peer group (van den Heuvel, 2012: 15).

ASSET4’s company research includes over 750 criteria covering all aspects of
sustainability reporting, which are subsequently summarized into 280 key performance
indicators (KPIs). The categories resource reduction, emission reduction, and product
innovation are subcomponents of the environmental rating. The social score is based on
eight categories: employment quality, health & safety, training & development,
diversity, human rights, community, and product responsibility. The board structure,
compensation policy, board functions, shareholder rights, and vision & strategy are
reviewed for the assessment of the company’s corporate governance. In addition to the
ESG pillars used by all three analyzed rating agencies, ASSET4 adds a fourth economic
pillar to its company analysis, which is based on the categories client loyalty,
performance, and shareholder loyalty (Thomson Reuters ASSET4, 2014).

All three agencies base their company assessment exclusively or at least mainly
(ASSET4) on the three ESG pillars. Table 1 summarizes the ratings and the

subcategories for the three rating agencies.
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Corporate Oekom Sustainalytics ASSET4
Rating Criteria

Environmental Management Operations Resource Reduction
Environmental |Products & Services_ _ _ _ _ |l Products & Services _ _ |Product Innovation _ _
Eco-efficiency Supply Chain Emission Reduction
Employment Quality
Health & Safety
Staff Employees —
Pe Training & Development
Social Diversity
Suppliers Supply Chain Human Rights
Society Responsibility _ _ _ _ _ Community & Philanthropy |Community  _ _ _ _
Product Responsibility Customers Product Responsibility

Board Structure
Compensation Policy

Corporate Governance Corporate Governance .
Board Functions _ _ _
Govemance Shareholders Rights
Business Ethics _ _ _ _ _ _ _ Business Ethies ___ _ | _ _ _ _ _ _ _ _ _ |
Public Policy Vision & Strategy
________________________ Client Loyalty  _ _ _ |
Economic Performance
Shareholder Loyalty

Table 1: Corporate Rating Criteria Comparison
Source: Author based on data from Oekom, Sustainalytics, and ASSET4

The environmental performance is measured by comparable categories that cover the
environmental impacts of a company’s products and services as well as the impacts of
production processes (e.g. emissions, resource consumption). The granularity of social
rating criteria used by ASSET4 is much higher compared to Oekom’s and
Sustainalytics’ critera. While Oekom’s and Sustainalytics’ categories mainly focus on
the three company’s stakeholders employees, suppliers and customers or society,
ASSET4 uses four separate categories to assess the social performance related to the
staff and only analyzes the suppliers with respect to their compliance with human rights
(e.g. child labor). A similar pattern can be found when comparing the categories
evaluated under the governance pillar. Oekom and Sustainalytics use the broad category
corporate governance for the review of a company’s board independence and
compensation policy, whereas ASSET4 applies more detailed categories for these
aspects. In addition, Oekom and Sustainalytics cover the category business ethics, under
which for example corruption policies and controversies like bribery and lobbying are
analyzed. In ASSET4’s rating, these topics are included in only one KPI in the
community category under the social pillar (Thomson Reuters ASSET4, 2014). A
review of a company’s sustainability strategy and reporting standard is carried out in

Frankfurt School of Finance & Management
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Sustainalytics’ and ASSET4’s framework, while Oekom has not defined a specific
category for these topics. As not all corporate rating indicators used by Oekom are
publically available, it cannot be clarified if these aspects are covered in one of the other
categories.

In summary, all three agencies cover the ESG pillars in their corporate assessments and
strong overlaps of the categories subordinated to the environmental and social pillar can
be identified. The aspects of corporate governance are only part of the social pillar in
Oekom’s ratings, while Sustainalytics and ASSET4 analyze this pillar in more detail by

assessing a higher number of indicators respectively KPIs.

3.2 Characteristics of the ESG rating data

The data set provided by Oekom for research purposes comprises corporate ratings of
682 companies as of March 2012. Oekom, being a German rating agency, has an
European focus with more than 59% of the rated companies located in Europe, Middle
East, Africa and only 22% and 19% from the American and Asia Pacific area,
respectively. Besides the overall ratings, scores for the environmental and social pillar
are also available for all companies in the 12-notch rating system (A+ to D-) as well as
in numeric ratings ranging from 0 to 4, with 4 being the highest score. In order to reflect
the precise corporate ratings, the numeric scores are used for the analysis and converted
into point scores ranging from 0 to 100, e.g. a rating of 3.5 equals 87.5 (= 3.5/ 4 * 100).
Sustainalytics’ corporate rating data for the three ESG pillars are publicly accessible on
the website of STOXX*, because both companies, Sustainalytics and STOXX, partnered
to launch the STOXX Global ESG Leaders Indices, which are based on Sustainalytics’
sustainability data. The data set includes 1792 companies, while ESG pillar scores
(point scores between O and 100) are only available for 1484 companies as of
September 2013. The overall company scores, which are not included in the original
data set, are calculated by equally weighting the three pillar scores.

ASSET4’s ESG research data are available on Thomson Reuters Datastream in any
degree of detail (by pillar, category, KPIs, indicators). The total and the four pillar
scores are retrieved for the current ASSET4 universe of 3894 companies for year-end
2012 and 2013. While only 1021 company scores (point scores between 0 and 100) can
be found for the year 2013, rating data for 3360 companies are available for 2012. The

* See http://www.stoxx.com
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data as of December 2012 will be used for further analysis to allow the application of as
many corporate ratings as possible to the fund holdings, in order to reliably evaluate the
funds” ESG performance. In comparison to Oekom and Sustainalytics, ASSET4
includes an economic pillar score in the total corporate ratings. In order to align the
rating data and evaluate companies solely based on non-financial information, this pillar
will be excluded. Similarly to Sustainalytics’ overall company scores, ASSET4’s ESG
scores will be calculated using equal weights for the three remaining subcategories

without including the economic subcategory.

Total Universe | Descriptive Statistics | § <
by Rating g | % E
Agency A : £ )
o I g <
| 2]
N 6821 1484 3360
Minimum 30.9! 3.6 4.7
ESG Maximum 81.21|_ 98.4 94.9
Mean 55.01 50.0 54.0
Standard Deviation 83 222 242
Minimum 26.01 0.0 8.3
Environmental Maxmum _ _ _ _ _ -5 7—'51|- 1000 942
Mean 54.6, 50.0 53.5
Standard Deviation 1051 28.9 31.9
Minimum 332, 0.0 36
Social Maximum_ |l 820/_ 1000 _ 973
Mean 55.4! 49.9 53.0
Standard Deviation 8.4 289 307
Minimum I 0.0 13
Governance | Maximum , 1000, _96.8
(Mean ] _ __ 1_ _90.0 _ 559
Standard Deviation I 28.9 29.3

Table 2: Descriptive Statistics of ESG (Sub-) Ratings for Total Universe
by Rating Agency. Source: Author’s calculations

When looking at the total ESG and pillar scores (Table 2) of the three rating agencies,
several things are worth noting. First, Oekom (O) scores have a smaller range of total
[30.9, 81.2] and pillar scores [26.0, 87.5], compared to Sustainalytics (S) and ASSET4
(A), which almost use the entire rating spectrum [0, 100]. Consequently, the two data
sets show a much higher standard deviation in total ESG (o5 = 22.2 and oA = 24.2) and
pillar scores, while the average scores of all three agencies are still close together (uo =

55.0, s = 50.0 and pa = 54.0). Having in mind that Oekom’s rating universe is much
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narrower with a geographical focus on European companies, one could argue that the
range and standard deviation differences are the results of dissimilar rating universes.

In the next step, only the 458 companies that are rated by all three agencies are included
in the analysis®. In addition to the descriptive statistics, correlations of the total and
pillar scores amongst the rating agencies are summarized in Table 3. While Oekom
scores still show a smaller range of total [34.9, 77.9] and pillar scores [29.8, 87.5],
compared to Sustainalytics’ and ASSET4’s scores, the standard deviations 6s=17.1 and
oa = 12.8 (Table 3) of Sustainalytics and ASSET4 significantly decrease compared to
the total universe analysis with 65 = 22.2 and op = 24.2 (Table 2). However, the
standard deviations are still considerably larger compared to those (oo = 8.0) of
Oekom’s scores (Table 3). Interestingly, the geographical focus of the matched universe
on European companies significantly increases the average ratings of Sustainalytics and
ASSET4 to us = 66.9 and pa = 79.5, respectively. This shows that European firms
achieve on average higher ESG ratings than their American and Asian-Pacific
counterparts that drive down the average Sustainalytics and ASSET4 scores. Oekom’s
average score for the same matched universe is still around o = 55.7, which shows that
Oekom seems to apply a more rigorous ESG definition and evaluation compared to
Sustainalytics and ASSET4.

When correlating Oekom’s scores with the ratings of Sustainalytics and ASSET4, the
Pearson coefficient is around 0.35 with significance at the 0.001 level (2-tailed). This
translates into R? of around 0.13, which means that only 13% of the variance in
Oekom’s total ESG scores is explained by the variation in Sustainalytics’ and
ASSET4’s ESG scores. The low correlations in the social pillar scores can be explained
by the fact that Oekom includes governance indicators in this pillar, while the other
agencies report separate governance scores. For the given universe, the Pearson
correlation coefficient of Sustainalytics’ and ASSET4’s total ESG scores is with 0.47
and R? of 0.22 considerably higher compared to their correlations with Oekom’s scores.
As mentioned before, this was expected as Oekom’s scores are based on only two
pillars with industry-specific weightings for the total scores. In addition, governance
factors are included as one of three categories of the social pillar, thereby receiving

significantly less weight in the total rating.

> This universe, consisting of 458 companies, is referred to as “Oekom Matched Universe” as the Oekom
universe with the lowest number of rated companies is used as the basis.
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Oekom Descriptive Statistics ! = |
Matched (n=458) g : = I 8
- —_ | —
Universe 39 ' £ | 3 £
< W ' e | S o
E - | E | w 8
poom °
|
Minimum 349 | 29.8 | 36.3
Oekomm Maximum _____|[ 719 ___&rs_ w2 ||
Mean 557 | 555 55.8
Standard Deviation 8.0 ! 101 | 8.2
Minimum 19.7 | 54 | 0.0 0.6
Sustainalvtics Maiman_ [ 984 _ | _ 1000 _{ __ _999_ |_ _ _ 1000 _
y Mean 66.9 | 708 | 65.4 64.6
Standard Deviation 171 | 22.9 —: 25.4 26.5
Minimum 183 | 157 | 11.2 4.6
: r
Maximum 945 | 94.2 97.1 96.8
ASSET4 [~} == = F————
Mean 795 | 86.3 | 84.0 68.1
Standard Deviation 12.8 —,' 118 | 15.6 26.4
Oekomvs. Pearson 0.353 ™! 0.224 | 0.376 ™
Sustainalytics  |R? 0.125 —,' 0.050 | 0.142
Oekomvs.  |Pearson || | 0356 7" 02497 _ _ 040377) _ ____ _
ASSET4 R? 0.127 0.062 ! 0.162
Sustainalytics |Pearson 0.474 ***] 0.398 | 0.349 ™ 0.319 ™
vs. ASSET4 R? 0.224 0.159 ! 0.122 0.102

*** correlation significant at the 0.001 level (2-tailed)
Table 3: Descriptive Statistics of ESG (Sub-) Ratings for Oekom Matched Universe
Source: Author’s calculations

In summary, the analysis has shown that Oekom seems to use a more rigorous ESG
definition (following the Frankurt-Hohenheimer guidelines), which leads to lower
average ESG scores, smaller ranges and lower correlations with the ratings of
Sustainalytics and ASSET4. The ESG scores of these two agencies show stronger
relationships (higher correlations), both with large ESG ranges and standard deviations,
and different average scores. One should bear in mind these fundamental rating

differences when applying ratings to the equity holdings of European and global funds.

4 Data: Funds

The analysis is based on two main fund data sets, both focusing on active, open-end
funds with an asset class focus on equities. The Bloomberg fund database is used for the
fund selection and the retrieval of the portfolio holdings. The first data set is limited to
equity funds with a geographical focus on the “European Region”, “Eurozone” and
“European Union”. For the second data set, the geographical criterion is set to
“International” and “Global” funds. Both data sets consist of an equal number of SRI
and conventional funds. SRI funds are selected by applying positive screens for the
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general attribute ‘ESG’ and ‘Socially Responsible’. Vice versa, negative screens for
these two attributes are used to create the conventional European and global fund
universe. Appendix 1 shows the resulting number of SRI and conventional funds in both
data sets after the application of the described filter criteria. Some subsequent
adjustments had to be applied in order to ensure the comparability of the data sets:
European Funds

e Out of the 67 selected European SRI funds, 7 funds are excluded as portfolio
holdings are not available for 5 funds. The remaining 60 SRI funds are part of
the final European fund data set.

e Out of the 175 filtered European conventional funds, 60 funds are randomly
selected, in order to generate a balanced European fund data set comprised of an
equal number of SRI and conventional funds.

Global Funds

e Out of the 130 selected global SRI funds, 11 funds are excluded because of
holding data availability issues, resulting in 119 SRI funds included in the final
global fund data set.

e For the global conventional fund universe the asset class allocation filter is
adjusted to 100% equities to downsize the fund universe. Out of the remaining
362 global conventional funds, 119 funds are randomly selected, yielding a
balanced global fund data set.

The portfolio holdings of all funds including equity name, international securities
identification number (ISIN) and the weightings of the equities within the funds as of
December 31, 2013 are retrieved from Bloomberg. The ESG corporate ratings of
Oekom, Sustainalytics, and ASSET4 will be subsequently combined with the funds’
data using the ISIN as matching criterion. The detailed research methodology and

analysis results will be discussed in the next section.

5 Empirical Analysis

This chapter combines the theoretical considerations regarding ESG corporate ratings
with the fund data analysis by applying the rating data to the selected funds in order to
evaluate their non-financial performance. The aim is to investigate whether SRI funds

are conventional funds in disguise or invest in line with their objective. First, the
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research questions are summarized, accompanied with the methodologies applied during
the data analysis. Next, the research results will be discussed.

5.1  Hypotheses

In the first step, the fund data for a total of 358 funds are combined with the ESG
ratings using the companies’ ISIN codes. For each fund, the portfolio weights for the
equities for which rating data is available, are computed. If not all portfolio holdings are

rated, the portfolio weights for rated equities are adjusted so that they sum up to 100%.

Using this approach implicitly assumes that the holdings, which are not rated by the
respective rating agency, obtain the average rating® of the rated assets in the fund. The
value-weighted pillar and ESG ratings of the funds are calculated using the adjusted
equity weights. The pillar and total ESG ratings of all SRI and conventional funds
included in the European and global fund data set are calculated using Oekom’s,
Sustainalytics’ and ASSET4’s data. Funds that cannot be rated by a rating agency
because ESG corporate rating data for the fund’s holdings are not available, will be
subsequently excluded in the respective fund analysis of that rating agency. Based on
the ESG fund rating data sets the following research question (Q) will be investigated,
for the European fund universe and the global funds separately.

Research Question 1:

Are the Top 10 portfolio holdings of SRI funds any different from the holdings of

conventional funds?

Investors are usually interested in which companies a fund invests and may gain a first
impression by looking at the Top 10 fund holdings. Consequently, this study aims to
analyze if the holdings of SRI and conventional funds are any different at first glance.
For that purpose, it is determined how frequently a company is included in the Top 10
fund holdings of SRI and non-SRI funds. The 20 most often counted companies in each
fund type will be compared with each other.

Research Question 2:

Do SRI funds have higher ESG rankings on average than conventional funds?

In this step of the analysis, all SRI and conventional funds in the respective data set are

ranked based on their total ESG fund ratings. The ranking is normalized so that the

® The process of replacing missing data with the mean of that variable for all other cases is called “mean
imputation”.
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ranks are equally distributed between 0 and 1. The fund with the highest ESG rating
obtains the 1% rank and the fund with the lowest rating rank 0. Next, the SRI and
conventional funds are clustered into 10-quantiles (deciles) according to their rankings.
Finally, the percentage of funds in each decile is calculated. These steps are repeated for
the ESG fund ratings based on each rating agency, separately. If SRI funds invest in line
with their objective, one would expect that these funds have higher ESG rankings than
their conventional counterparts. Consequently, the percentage of SRI funds in the top
deciles should be above the share of conventional funds.

Research Question 3:

If SRI funds have higher ESG rankings, are the absolute rating differences between SRI

and conventional funds statistically significant?

While Q1 and Q2 only give a first impression of the differences between SRI and
conventional funds with respect to their sustainability, next a formal test, analyzing
whether the differences in the ratings are statistically significant, will be conducted. The
statistical significance of rating differences is not only tested for the total ESG ratings of
the three agencies studied, but also for each pillar score by running the following cross-

sectional regression:
(2) Ratingi; = Bo; + B1; * Di + €iyj

The Rating;;; denotes the rating in the category j’ of fund i and D; is a dummy variable
that takes on the value 1 for SRI funds and O otherwise. The constant fo;j takes on the
value of the average rating for the analyzed category j of the conventional funds and the
coefficient f1; measures the rating difference in the respective pillar or total score
between SRI and non-SRI funds. By calculating p-values, the statistical significance of
the constant So;; and the coefficient fy; is tested at the 0.1%, 1% and 5% level indicated

by ***, ** * respectively.

5.2  Results
In the following section, the fund data sets are analyzed following the research
methodologies described above and the results are discussed for the European and the

global fund universe.

” The analyzed categories j are the three pillars (“E” = environmental pillar; “S” = social pillar; “G” =
governance pillar) and the total score (“ESG”).
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The European fund data set is comprised of 60 SRI funds, for the global funds we
identified 119 SRI funds. As described in section 4 we randomly selected 60 and 119
conventional funds, respectively, to represent the characteristics of the European and
global funds not focusing on SRI. After combining the funds’ holdings data with the

ESG ratings, funds without any ESG rating are excluded from the respective analysis.®

5.2.1 Research Question 1: Differences in the Top 10 fund holdings
Firstly, the research question is addressed if the top 10 SRI fund holdings of European
and global sustainability funds are different from conventional funds. For that purpose,
the Top 10 fund holdings of European and global funds are analyzed with respect to the

most popular companies in SRI and non-SRI funds.

Sustain-

Top Fund Oekom | alytics ' ASSET4

Holdings |European SRI Funds Count | Rating | Rating ' Rating
1|SANOFI 31 63.8 80.6, 87.7
2|BNP PARIBAS 27 46.7 91.91 91.7
3|ROCHE HOLDING AG-GENUSSCHEIN 22 62.3 72.6: 80.0
4|1SAP SE 21 68.3 72.9, 92.4
5|AXA SA 21 60.0 82.21 89.9
6| ALLIANZ SE-REG 20 62.9 9%.1 897
7|SIEMENS AG-REG 19 67.6 69.4, 89.4
8|NOVARTIS AG-REG 19 64.2 72.51 83.8
9|BAYER AG-REG 17 57.6 65.5: 77.8
10|BASF SE 15 66.6 75.6, 80.6
11]VODAFONE GROUP PLC 15 n/a n/ai n/a
12|TOTAL SA 14 67.6 39.4! 81.9
13|BANCO BILBAO VIZCAYA ARGENTA 12 52.7 82.4: 87.4
14|BG GROUP PLC 11 62.8 87.4 83.4
15|DAIMLER AG-REGISTERED SHARES 10 64.1 69.0! 83.1
16|NESTLE SA-REG 10 59.3 74.9: 84.8
17}ING GROEP NV-CVA 9 44.4 85.6, 89.2
18|UNILEVER NV-CVA 9 62.1 79.3! 86.7
19|HSBC HOLDINGS PLC 8 47.5 n/a: 85.3
20|GLAXOSMITHKLINE PLC 7 67.1 68.9, 91.2
Minimum 44.4 39.41 77.8
Maximum 68.3 9.1~ 924
Mean 60.4 75.9, 86.1

Table 4: Top Fund Holdings of European SRI Funds
Source: Author’s calculations

® European fund universe exclusions: Oekom and Sustainalytics = 1 SRI, 2 conventional , ASSET4: no
exclusion. Global fund universe exclusions: Oekom =2 SRI, 5 convenstional, Sustainalytics: 2 SRI, 3
conventional, ASSET4: 1 SRI and 2 conventional funds.
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The 20 equities that are most often counted in European funds are reported in Table 4
for SRI funds and Table 5 for conventional funds. The companies’ counts as well as the
ESG ratings, they received from the ratings agencies Oekom, Sustainalytics and
ASSET4 are listed in columns 3 -6.

Table 4 shows that Sanofi is under the Top 10 fund holdings of more than half of the
analyzed European SRI funds, closely followed by BNP Paribas (27 counts) and Roche
(22 counts). However, Oekom and ASSET4 have actually given SAP, with 68.3 points
(pts) and 92.4pts, the maximum ESG score of the 20 most often counted companies and
Sustainalytics evaluates Allianz (96.1pts) as the most sustainable company. These two
companies are found in approximately one third of the analyzed European SRI funds.
Based on Oekom’s rating, the 20 most counted companies have an average rating of
Mo:esc = 60.4, which is 5.4pts above the average rating of the total Oekom universe.
Sustainalytics’ and ASSET4’s assessments yield an average rating of ps.esg = 75.9 and
Haesc = 86.1, actually 25.9pts and 32.1pts above their total universe averages. These
huge differences are mainly driven by the fact that their total universe is comprised of
significantly more non-European companies that generally have lower ESG ratings than
European companies.

In comparison to Table 4, Table 5 reports the 20 most often counted companies in the
Top 10 holdings of European conventional funds. It is remarkable that Sanofi and
Roche are again at the top of the list and included in top fund holdings of 25 and 17
conventional funds, respectively. The average ESG ratings of the 20 listed companies
are below the ones of the most counted companies in SRI funds, but still above the
universe averages of the three rating agencies. This finding suggests that also fund
managers of conventional funds select companies with above average ESG ratings.
However, the companies may not be chosen by conventional fund managers because of
sustainability considerations but because of good risk-return profiles.

When comparing both lists, it becomes clear that 15 of 20 companies show up under the
most often counted companies of SRI and conventional funds. Consequently, at the first
glance, an investor may have difficulties to recognize differences in the Top 10 fund
holdings, when comparing SRI and non-SR1 funds. The tables can only be distinguished
by the 5 companies marked in the above tables by gray-shaded fields. Here, it can at
least be seen that SRI funds seem to avoid companies that generate revenues from

alcohol (Anheuser-Busch) and tobacco (British American Tobacco) and may cause
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environmental harm (BP and Airbus), while these companies frequently show up in
conventional fund. However, one may raise the question why so many European SRI
funds invest in Total, an oil and gas company, similar to BP. The 2013 returns of Total
compared to BP could be an argument for a purely return-driven investor, but are a
questionable approach for SR investors. Overall, the holding-based analysis suggests
that SRI funds are perhaps disguised conventional funds as the frequently included

equities in the Top 10 holdings of SRI and non-SRI funds are very similar.

Sustain- |

Top Fund Oekom | alytics ' ASSET4

Holdings |European Conventional Funds Count | Rating | Rating ' Rating
1|SANOFI 25 63.8 80.6, 87.7
2|TOTAL SA 18 67.6 39.41 81.9
3|ROCHE HOLDING AG-GENUSSCHEIN 17 62.3 72.6: 80.0
4INOVARTIS AG-REG 16 64.2 72.5 83.8
5|BNP PARIBAS 15 46.7 91.91 91.7
6]ALLIANZ SE-REG 13 62.9 96.1: 89.7
7IBAYER AG-REG 13 57.6 65.5, 77.8
8|HSBC HOLDINGS PLC 13 47.5 nal 85.3
9|SIEMENS AG-REG 12 67.6 69.4: 89.4
10|VODAFONE GROUP PLC 12 n‘a na, n/a
11|AXA SA 11 60.0 82.21 89.9
12|BP PLC 10 50.5 n/al 84.9
13INESTLE SA-REG 9 59.3 74.9: 84.8
14]AIRBUS GROUP NV 8 58.9 nfa 84.3
15|ANHEUSER-BUSCH INBEV NV 8 48.9 56.6! 78.8
16| GLAXOSMITHKLINE PLC 8 67.1 68.9: 91.2
17|VIVENDI 6 60.0 72.3 90.6
18|DAIMLER AG-REGISTERED SHARES 6 64.1 69.0! 83.1
19]UNILEVER NV-CVA 6 62.1 79.3: 86.7
20|BRITISH AMERICAN TOBACCO PLC 6 63.1 66.9, 93.4
Minimum 46.7 39.4l 77.8
Maximum 67.6 9.1, 934
Mean 59.7 72.4, 86.0

Table 5: Top Fund Holdings of European Conventional Funds
Source: Author’s calculations

For the global fund universe Table 6 and Table 7 show the 20 equities that are most
often counted in each of the fund types (SRI and conventional). Table 6 shows that
Google leads the list of the most often counted companies under the Top 10 fund
holdings of the analyzed global SRI funds with 28 counts (included in 23.5% of the
funds). This is surprising when looking at the average ratings and ranges of the 20 listed
companies. With respect to this benchmark, Google is rated below average by Oekom
(Googlep = 46.0, Ho = 54.7) and is the worst rated company by Sustainalytics (Googles
= 31.5) and ASSET4 (Googlea = 52.4). Microsoft (24 counts), Nestle (22 counts), and
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Apple (21 counts) follow Google in the list of the frequently included equities in SRI

funds and are rated better by all three agencies. Out of the top listed companies,

Microsoft (Microsofta = 93.9) received the best rating from ASSET4, BNP Paribas

(BNPs =93.9) from Sustainalytics, and Novartis (Novartiso = 64.2) from Oekom.

| Sustain- |

Top Fund | Oekom | alytics | ASSET4

Holdings |Global SRI Funds Count | Rating | Rating ! Rating
1|GOOGLE INC-CL A 28! 46.0 315, 524
2|MICROSOFT CORP 24, 542 4251 93.9
3|NESTLE SA-REG 221 593 749 8438
4| APPLE INC 21 587 379, 721
5{JOHNSON & JOHNSON 19, 571 6351 929
6|VODAFONE GROUP PLC 18, na nal na
7|ROCHE HOLDING AG-GENUSSCHEIN 181 623 726, 800
8|JPMORGAN CHASE & CO 17, 438 6021 803
9|PROCTER & GAMBLE CO/THE 16, 621 625 922
10|NOVARTIS AG-REG 141 642 725 838
11|{CITIGROUP INC 13 439 62.81 783
12|WELLS FARGO & CO 13, n/a 490! 79.7
13|BG GROUP PLC 121 628 87.4, 834
14| GENERAL ELECTRIC CO 12" 592 737, 917
15|EXXON MOBIL CORP 11, 519 3841 831
16|BNP PARIBAS 100 467 919 917
17|PEPSICO INC 9" 551 726, 810
18|PFIZER INC 9, 549 66.41  76.4
19|HSBC HOLDINGS PLC 8 475 Wa 853
20|[PENTAIR PLC gl n/a na, n/a
Minimum | 4381 3151 524
Maximum | 64.2 91.9: 93.9
Mean | 547 624, 824

Table 6: Top Fund Holdings of Global SRI Funds
Source: Author’s calculations

Overall, the 20 most counted companies have an average Oekom rating of po.esc = 54.7,

which is 0.3pts below the total universe average. This can be anticipated as Oekom’s

universe includes more companies from the EMEA regions that achieve on average

higher ESG scores. Consequently, it is expected that a global company portfolio

performs below average. Sustainalytics’ and ASSET4’s assessments yield an average

rating of ps = 62.4 and pa=82.4, actually 12.4pts and 28.4pts above their total universe

averages. This suggests that the most frequently included companies in global SRI

funds are at least more sustainable than the average company.
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In comparison to Table 6, Table 7 reports the 20 most often counted companies in the
Top 10 holdings of global conventional funds. Google is once more at the top of the list
and included in top holdings of 25 out of 119 global conventional funds. When looking
at the average ESG ratings of the 20 listed companies, it can be observed that the
Oekom average for the conventional fund list (uo.c = 55.9) is above the one of the SRI
fund list (Mo.sri = 54.7). This is astonishing as one would expect that the Top 10

holdings of SRI funds are on average more sustainable than the ones of non-SRI funds.

| Sustain- |

Top Fund : Oekom | alytics 1| ASSET4

Holdings |Global Conventional Funds Count | Rating | Rating ' Rating
1|GOOGLE INC-CL A 25! 46.0 31.5; 52.4
2|ROCHE HOLDING AG-GENUSSCHEIN 19: 62.3 72.6! 80.0
3|APPLE INC 18, 58.7 37.9: 72.1
4|TENCENT HOLDINGS LTD 13! na nfa, na
5|VODAFONE GROUP PLC 12: na n/al na
6|NESTLE SA-REG 11, 59.3 74.9: 84.8
7|MICROSOFT CORP 111 54.2 425, 93.9
8|SAMSUNG ELECTRONICS CO LTD 10: 62.2 nai 72.7
9INOVARTIS AG-REG 9 64.2 72.5! 83.8
10| TAIWAN SEMICONDUCTOR MANUF. 91 62.4 n/a: 71.0
11|EXXON MOBIL CORP 9: 51.9 38.4| 83.1
12| JOHNSON & JOHNSON 9, 57.1 63.5! 92.9
13|CHINA MOBILE LTD 8l 49.1 42.5: 86.7
14]AMAZON.COM INC 8! n‘a 11.8; 29.9
15|GAZPROM OAO-SPON ADR 7: n/a n/al n‘a
16|CHEVRON CORP 71 518 Wa 801
17|CHINA CONSTRUCTION BANK-H 7! na n/a, 56.0
18|CITIGROUP INC 7: 43.9 62.81 78.3
19|HSBC HOLDINGS PLC 71 47.5 n/a: 85.3
20]TOTAL SA 7! 67.6 39.4, 81.9
Minimum 439 1181 299
Maximum | 67.6 749 939
Mean ' 55.9 49.2, 75.6

Table 7: Top Fund Holdings of Global Conventional Funds
Source: Author’s calculations

Using Sustainalytics’ and ASSET4’s rating data, this expectation is fulfilled with ps.c =
49.2 < Usese = 62.4 and pac = 75.6 < Paesc = 82.4. The average ratings of the
frequently included companies in conventional funds are 0.8pts below the total universe
averages of Sustainalytics and 21.6pts above the averages of ASSET4’s total universe.

In order to test if investors would be able to distinguish SRI and non-SRI funds by the
Top 10 portfolio holdings, the two company lists will be compared with each other. The
companies that show up in only one of the lists are again marked in the above tables by

gray-shaded fields. More than half of the listed companies (11 out of 20) show up under
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the most often counted companies in the top holdings of SRI and non-SRI funds.
Investors may only be able to distinguish the two types of funds by the fact that, global
SRI funds, similar to European sustainability funds, seem to avoid companies that may
cause environmental harm. For example, companies like Gazprom, Taiwan
Semiconductor Manufacturing Company and Chevron are not that frequently included
in SRI funds. However, following this line of argument, one may also call into question
why Exxon Mobil, a multinational oil and gas company, is more often included in the
Top 10 fund holdings of SRI than non-SRI funds.

To summarize, the global fund analysis also shows that the portfolio holdings of both
fund types are very similar and the fund lists can hardly be distinguished by investors at

first glance.

5.2.2 Research Question 2: Comparison of average ESG rankings
In the next step, the holding-based results are further tested using a fund ranking
analysis. All funds are ranked based on their total ESG fund ratings. The ranking is
normalized and equally distributed between 0 (fund with worst ESG rating) and 1 (fund
with best ESG rating). If SRI funds live up to their names, it is expected that they have
higher ESG rankings than conventional funds. In order to test this hypothesis, SRI and
conventional funds are clustered into deciles based on their rankings, whereby the
percentage of funds in each cluster is calculated. This ranking analysis is carried out

separately for each rating agency and the results are summarized in Table 8.

European Funds Oekom Sustainalytics ASSET4
Sorted in Conventional SRI Conventional SRI Conventional : SRI
Deciles Funds Funds Funds Funds Funds 1 Funds
= _190% | 11% _|[J207%_ j_ _00%_ || _167% _ | _ 33% _
13.8% 6.8% 15.5% 5.1% 20.0% | 0.0%
_02-03_ [ _138% _i__51% || _121% | _ 68% _|[__67%_ . _ 133%__
0.3-04 5.2% 15.3% 12.1% 8.5% 11.7% ! 8.3%
__04-05 | 138% | 5% | 138% | _51% || _100% _, _100% _
0.5-0.6 10.3% 10.2% 10.3% 10.2% 50% 15.0%
0.6-0.7 6.9% 13.6% 34% | 16.9% 83% ! 11.7%
__07-08 | __ 52% _ | _136% _ || _52% ) 136% || _ ¢ 83% _, _1L7% _
0.8-0.9 5.2% 15.3% 3.4% 16.9% 83% 11.7%
09-1.0 6.9% 13.6% 34% | 16.9% 50% ! 15.0%
[ MeanRank [ 039 | o061 || o034 | o065 [ o040 | 060 |

Table 8: European Funds Sorted in ESG Deciles (0-0.1: Lowest ESG Value, 0.9-1.0: Highest ESG Value)
by Rating Agency. Source: Author’s calculations
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The first column shows the ten clusters between 0 and 1 and the following columns
report the percentage of conventional and SRI funds in the respective deciles for each of
the rating agencies. For example, the fund rankings based on Oekom’s ESG rating data
indicate that 19% of all analyzed conventional funds show up in the lowest decile, while
only 1.7% of the SRI funds are ranked in this decile. A similar distribution in this decile
is reported when the fund rankings are based on Sustainalytics’ and ASSET4’s data.
Based on Oekom’s and ASSET4’s ratings around 65% and based on Sustainalytics’
ratings even 74% of all conventional funds rank in the bottom half (0 — 0.5). In contrast,
SRI funds are primarily ranked in the high deciles and only a few sustainability funds
rank in the lower deciles.

The ranking-based analysis indicates that SRI funds have on average higher ESG
rankings than their conventional counterparts. The average rank of SRI funds is between
0.60 and 0.65 (Lo>"' = 0.61, us™™ = 0.65, pa”' = 0.60) depending on the rating agency.
The respective average rank of standard funds is between 0.34 and 0.40 (o = 0.39, ps®
= 0.34, ua® = 0.40).

In order to further illustrate this result, the probability is calculated that an investor, who
randomly chooses one of the European SRI funds, gets a higher ranked fund than an
investor who randomly chooses one of the European conventional funds. 50,000 pairs of
SRI and non-SRI funds are drawn randomly for each rating agency. Based on Oekom,
Sustainalytics and ASSET4, the SRI funds have a higher ranking in 72.2%, 80.8% and
69.7% of all cases, respectively. All in all, the ranking-based analysis for European
funds disproves the claim that SRI funds are conventional funds in disguise because
they have on average higher ESG rankings than standard funds.

Similar to the European fund analysis, the fund ranking analysis is used to investigate
the global funds. The global SRI and non-SRI funds are clustered into 10-quantiles
based on their ESG rankings, whereby the percentage of funds in each group is
calculated. The results of the ranking analysis based on the total ESG fund ratings of

Oekom, Sustainalytics and ASSET4 are summarized in Table 9.
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Global Funds Oekom Sustainalytics ASSET4
Sorted in Conventional SRI Conventional SRI Conventional : SRI
Deciles Funds Funds Funds Funds Funds 1 Funds
= 14.9% 5.1% 16.4% 51% ([ _187% _ | _ 68% _
_140% | 60% || 164% 1 26% || _188% |,  08%
0.2-0.3 14.0% 6.0% 12.1% 7.7% 13.7% 6.8%
o _03-04 | 96% | _103% | _86% | _ 111% || 7% 1 _119% _
0.4-05 8.8% | 11.1% 10.3% 9.4% 9.4% |  10.2%
_05-06_ | _sew ) 111% || __ 95% _ | _111% _|[_ _60%_ 1_ 144%
0.6 - 0.7 9.6% 10.3% 6.0% 13.7% 77% ! 11.9%
0.7-0.8 7.0% 12.8% 10.3% 9.4% 12.0% ,r 8.5%
_08-00_ [ 88w | 111% || _ 520 _ | _145% _|[__60%_ i _ 136%_ |
09-10 4.4% 16.2% 5.2% 15.4% 51% ! 15.3%
[ MeanRank | 041 | 058 || o040 ! o060 || o041 | 059 |

Table 9: Global Funds Sorted in Deciles (0-0.1: Lowest ESG Value, 0.9-1.0: Highest ESG Value) by
Rating Agency. Source: Author’s calculations

For each decile between 0 and 1, the percentage of conventional and SRI funds for each
rating agency is reported. While 14% to 16% of the conventional funds are ranked in the
lowest decile (0 — 0.1), only 5% to 7% of the SRI funds are ranked in that decile
depending on the rating agency. A similar trend is observed in the second and third
worst categories (0.1 - 0.3). Based on Oekom’s ratings around 61% and based on
Sustainalytics’ and ASSET4’s ratings even around 64% of all conventional funds rank
in the bottom half (0 — 0.5). In contrast, SRI funds are primarily ranked in the high
deciles. The lower the decile, the fewer SRI funds are in it.

The ranking-based analysis of global funds comes to the same conclusion as the
European fund analysis, namely that sustainability funds have on average higher ESG
rankings than their conventional counterparts. The average rank of global SRI funds is
between 0.58 and 0.60 (Mo = 0.58, ps™™ = 0.60, pa>™ - 0.59) depending on the rating
agency. The respective average rank of conventional funds is between 0.40 and 0.41
(Mo® = 0.41, us® = 0.40, pa° = 0.41).

One can translate this result again into the probability for an investor, who randomly
chooses one of the global SRI funds, to get a higher ranked fund than an investor who
randomly chooses one of the global non-SRI funds. For that purpose, 50,000 pairs of
global SRI and non-SRI funds are drawn randomly for each rating agency. The SRI
fund investor would invest in 68.1% of all cases in a higher ranked fund when Oekom’s
rating data is used. The respective probabilities that the investor chooses a better ESG
ranked fund using Sustainalytics’ and ASSET4’s data sets are 67.0% and 69.3%,

respectively.
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All in all, the ranking-based analysis for global funds finds no evidence that
sustainability funds are standard funds in disguise, but proves that these funds have on
average higher ESG rankings. Nevertheless, sustainability investors should take a closer
look at ESG fund ratings because more than one third of the analyzed SRI funds are
ranked in the bottom half (0 — 0.5).

5.2.3 Research Question 3: Are ESG rating differences significant?
The results so far have given a fist impression of the similarities and differences
between SRI and non-SRI funds. While the Top 10 portfolio holdings of both fund
types show significant overlaps, SRI funds obtain on average better ESG rankings than
conventional funds. In the last step of the analysis, a formal test is conducted in order to
investigate if the rating differences between SRI and non-SRI funds are statistically
significant. This test is not only performed for the total ESG ratings of the three
agencies, but also for each pillar score. The results of the cross-sectional regressions for

the European fund universe following equation (2) are summarized in Table 10:

European Funds Category (j) Bo;; By R?
Environmental 57.234 *** 2.546 *** 0.145
Oekom Social 56.732 *** 1.315 ™ 0.102
Total Score 57.082 *** 1.940 ™ 0.139
Environmental 69.074 *** 6.784 *** 0.148
Sustainalvtics Social 65.181 *** 6.416 ™" 0.221
Y Governance 66.351 *** 5.190 *** 0.133
Total Score 66.869 *** 6.130 *** 0.233
[Envionmental || _ 82214™"| _ _A7797" | _0.085
Social 81.002 *** 6.546 ™" 0.135
ASSET4 (Governance || 68.582 """ 2410 | 0.020
Total Score 77.482 4.363 ** 0.082

*p <0.05, ** p <0.01, *** p <0.001
Table 10:ESG-Ratings of European SRI and Conventional Funds by Rating Agency:

Ratingi;; = Po;; + P17 * Di + €. Di =1, if ESG Fund, = 0, if Conventional Fund.
Source: Author’s calculations

The first column shows the agencies that provide the ESG corporate ratings applied to
the fund holdings. The second column lists the categories (pillar and total ESG score) in
which the funds are rated. The estimated constant fo;j is reported in column 3 and takes

the value of the average conventional fund score in the respective category j’. The
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coefficient By in column 4 measures the rating difference between SRI and non-SRI
funds as the dummy variable D; takes on the value of 1, if a fund is an SRI fund and the
value 0 otherwise. ***, ** and * indicate the significance of the constant So; and the
coefficient fy;j at the 0.1%, 1% and 5% level. For reasons of completeness, the last
column shows the R? of the respective regression.

Table 10 reveals that the average score of European conventional funds using Oekom’s
rating data is around 57pts for both pillar scores (Bo.e = 57.234, Bo.s = 56.732) and the
total ESG score (Boesc = 57.082). The parameter of interest, Sy, is significantly
positive at the 0.1% level for all Oekom scores (Bi.e = 2.546, B1.s = 1.315, Bresg =
1.940). Using Sustainalytics’ ESG ratings, the average conventional fund total score is
around 67pts (Po.esc = 66.869) with higher average scores in the environmental pillar
(Bo:e = 69.072) and lower ratings in the social and governance pillars (Bos = 65.181, Po.c
= 66.351). SRI funds show significantly positive deviations (at the 0.1% level) in all
pillar scores (B1.e = 6.784, B1.s = 6.416, P1.c = 5.190) and in the total ESG score (Biesc
= 6.130). The European conventional funds obtain an average total ESG score of 77pts
(Bo:esc = 77.482) using ASSET4’s rating data. They score Bo.e = 82.214 and Bg.s =
81.002 in the environmental and social pillar and Bo.c = 68.582 in the governance pillar.
The sustainable counterparts have significantly positive coefficients in the social score
(at 0.1% level) and in the environmental and total score (at the 1% level). The impact of
the ESG dummy D; is not significantly different from 0 for the governance pillar.

Based on Table 10, one can conclude that SRI funds have higher ratings than standard
funds, i.e. European SRI funds are not conventional funds in disguise. This result holds
not only for the total ESG scores, but for all pillar scores. The rating differences
between SRI and non-SRI funds are smaller when Oekom’s ratings are applied,
compared to Sustainalytics’ and ASSET4’s fund rating differences. This can be
explained by the fact that Oekom’s rating distribution has a significant lower range and
standard deviation. In contrast, Sustainalytics’ and ASSET4’s fund rating distributions
are widely spread driven by higher ranges and standard deviations on the corporate ESG
rating level.

In summary, the analysis suggests that European SRI funds live up to their names and
have higher ESG rankings and rating compared to their conventional counterparts. In
the next paragraph, it is tested whether similar conclusions can be drawn for the global

fund data set. The results for the global funds are shown in Table 11:
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Global Funds Category (j) Bo;j By R2
Environmental || _ X 56.037 77| _ 1793 _ 0.054
Oekom Socal || 54.918 | 2.011 "]  0.088
Total Score 55.471 " 1.959 *** 0.084
Environmental || _ % 56.492 77| 7.379°"| _ 0.092
Sustainalytics socal_ _ _____f - 2050477} _ 743977 0.107
y Governance 51.457 ™ 4722 0.058
Total Score 52.818 ™" 6.513 ™~ 0.117
Environmental 68.666 *** 7.525 ™ 0.106
Social 65.697 *** 7.328 0.092
ASSETA4
Governance 66.260 ™" 3.296 ~ 0.022
Total Score 66.874 ™" 6.050 *** 0.104

*p <0.05,** p <0.01, *** p <0.001
Table 11: ESG-Ratings of Global SRI and Conventional Funds by Rating Agency:

Ratingi;; = Bo;; + B1,; *Di + €i;j. Di =1, if ESG Fund, = 0, if Conventional Fund.
Source: Author’s calculations

The cross-sectional regressions using Oekom’s rating data show that the average total
ESG score of global conventional funds is around 55pts (Po.esc = 55.471) with an
average environmental score of Bo.e = 56.037 and a social score of Bo.s = 54.918. The
coefficient fy;j is significantly positive at the 0.1% level for all three scores (Bie =
1.793, Bus = 2.011, Presc = 1.959). This means that a global SRI fund is rated on
average approximately 2pts better than a conventional fund by Oekom, which is in line
with the difference between both fund types in the European fund data set. Using
Sustainalytics’ ESG ratings, the average conventional fund total score is around 53pts
(Po:esc = 52.818) with higher average scores in the environmental pillar (fo.e = 56.492)
and lower ratings in the social and governance pillars (Bo.s = 50.504, Bo.c = 51.457). The
sustainable counterparts show significantly positive coefficients (at 0.1% level) in all
three pillar scores (B1.e = 7.379, PBr.s = 7.439, P1.c = 4.722) and the total ESG score
(B1.esc = 6.513). The global conventional funds obtain an average total score of 67pts
(Bo:ese = 66.874) using ASSET4’s rating data. They score Poe = 68.666 and Bo.s =
65.697 in the environmental and social pillar and Bo.c = 66.260 in the governance pillar.
The SRI funds show significantly positive deviations at the 0.1% level in the
environmental (B1.e = 7.525), social (B1.s = 7.328) and total ESG scores (Bi1.esc = 6.050)
and at the 5% level in the governance rating (B1.c = 3.296).

Three main conclusions can be drawn from Table 11: First, global SRI funds have
higher ESG ratings than standard funds and are not conventional funds in disguise. This

result is very robust as it holds for all pillar and the total ESG scores as well as across
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the different ratings applied. Secondly, the absolute rating averages of conventional
funds (Bo:oekom = 55.471, Bo:sustainalytics = 92.818, Po;asseTa = 66.874) are all above the
universe averages of the respective rating agency (Ho=55.0, ps=50.0, ua=54.0). This
finding suggests that conventional fund managers also overweigh companies with above
average ESG ratings, being driven either by sustainability considerations or more likely
by attractive risk-return profiles. Thirdly, rating differences between the two types of
funds measured by the coefficient So;j, are smaller for the Oekom fund ratings compared
to the differences when Sustainalytics” or ASSET4’S ratings are applied. This is driven
by the characteristics of Oekom’s ESG ratings, having low ranges and standard
deviations. Consequently, the fund rating distributions for global funds are also
expected to show lower ranges and rating differences between both fund types. The
fund rating distributions of Sustainalytics and ASSET4 are widely spread, driven by
higher ranges and standard deviations on the corporate ESG rating level.

In summary, the results of the global fund analysis strengthen the finding of the
European fund analysis that SRI funds are not standard funds in disguise. They have on
average higher ESG rankings as well as ESG ratings compared to their conventional
counterparts. Overall, the comparison of the regression results for European and global
funds shows that European funds are on average more sustainable than global funds and
SRI funds have a better ESG rating than standard funds.

6 Research Summary

This chapter summarizes the main analysis results by following the three research

questions.

The study focuses on equity mutual funds with a geographical focus either on the
European area or with a global investment universe. For both groups of funds, those
with the classification “ESG” and “Socially Responsible”, are compared with
conventional funds. The analysis aims to examine, whether sustainable investment
funds are conventional funds in disguise or whether they live up to their names. Three
specific research questions have been analyzed and the main findings will be

summarized below.
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Research Question 1:

Are the portfolios of SRI funds different from the holdings of conventional funds when
focusing on the Top 10 fund holdings?

The study analyzed and compared the equity holdings which are most frequently
included under the Top 10 holdings of both types of funds. More than half of the most
often counted companies in global conventional funds also appeared on the list of SRI
funds, the European fund analysis displaying even more matches. Therefore, at the first
glance, an investor may have difficulties to distinguish SRI and non-SRI funds by the
Top 10 fund holdings.

Socially responsible investors could be satisfied with this outcome, if all of these
companies were sustainable companies with respect to the ESG criteria. However, the
ESG corporate ratings of the three agencies are very mixed for some of the companies,
and SRI funds can be criticized for frequent investments in companies that have

relatively low ESG ratings.

On the other hand, one could give SRI fund managers credit for they excluded
companies from the investment universe which generate revenues from alcohol and
tobacco or cause environmental harm. However, even here negative examples were
found. This may be explained by the best-in-class concept used by many sustainable

investment funds.

In short, at the first glance, the fund holdings of SRI and non-SRI funds are very
similar. From an investor’s point of view, it seems doubtful that SRI funds really invest
in more sustainable companies than standard funds when looking at the Top 10 fund

holdings.
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Research Question 2:

Do SRI funds have higher ESG rankings than conventional funds?

In the second step of the analysis, all funds were ranked based on their total ESG
ratings. The rankings are distributed between 0 (worst ESG rated fund) and 1 (best ESG
rated fund). The study compared the percentage of sustainability and conventional funds
in ten calculated quantiles. If SRI funds invest in line with their objective, they are

expected to have on average higher ESG rankings than standard funds.

This hypothesis was confirmed for the European as well global fund data set, in which
SRI funds ranked on average around 0.20 better than their conventional counterparts,
independent from the rating agency. While more than 60% of the conventional funds
ranked in the bottom half (0 — 0.5) at any given point in time, SRI funds are primarily
ranked in the higher deciles. The lower the decile, the fewer SRI funds are in it.

Nevertheless, from an investor’s point of view, it is worthwhile to look at the ranking of
the SRI fund of his choice as there are also sustainable funds that rank even below
conventional funds. For the European data set an investor choosing randomly amongst
SRI and conventional funds has a probability of about 30% and for the global funds
about 33% to select an SRI fund with an ESG rating that is below the conventional
fund.

Question 3:

If SRI funds have higher rankings, are the absolute rating differences between SRI and
conventional funds statistically significant?

While the previous research findings suggest that SRI funds have on average higher
ESG rankings compared to non-SRI funds, a formal test, analyzing whether the
differences in the ratings are statistically significant, was conducted in the last step of
the analysis. Cross-sectional regressions were run for each category j by rating agency

yielding a constant fo.; and a coefficient $1j (see equation (2)).

The constant, fo;j, reports the average ESG rating of conventional funds which is higher
for the European fund data set compared to the global funds, irrespective of the rating

agency.

The parameter of main interest, Sy, measures the rating difference between SRI and

non-SRI funds for the analyzed sub-scores and the total ESG rating. If socially
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responsible investment funds keep what their names promise, the coefficient $1;; should
be significantly positive. This hypothesis was confirmed for the total ESG ratings of the
European as well as global fund data sets for all ESG ratings applied. In general, SRI
funds are rated better than their conventional benchmarks independent from the
geographical focus of the fund. In addition, the reported coefficients f1;; are not only
significantly positive for the total ESG scores, but for almost all sub-scores analyzed.

At the first glance, the absolute rating differences between both fund types seem to be
small. This is mainly due to the best-in-class approach applied by many SRI funds.
Following this concept, sustainability funds may invest in the best rated company of an
industry with on average poor sustainability measures, while conventional funds may
also include, for example, the second and third best companies. Thus, SRI funds are
only able to outperform conventional funds by some rating points (between the first and
second/third best company), as the ESG company ratings in one industry are often
narrowly distributed. Hence, larger rating differences between the two fund types

cannot be expected as long as most funds rely on best-in-class concepts.

In summary, the cross-sectional regressions showed that the rating differences between
SRI funds and conventional funds are significantly positive, i.e. SRI funds are not
conventional funds in disguise but exhibit a significantly higher weight on those

companies with a relatively high ESG rating.
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Appendix

Fund Filter Criterion SRI ' Conventional
Selection Funds : Funds
MarketStats _ _ _ _ fActve _ _ __ __ ________J[_____: 2246691 _ _ _ _ 224,669
é Fund Primary Share Class |Yes 105,8241'_ 105,824
I Fund Type Open-End Funds 76,834, 76,834
5 Asset Class Focus_ Equty o _____ 18766 _ _ _ _ 18,766
é’_ Asset Class Allocation Equity > 95% 11,795! 11,795
5 | Fund Geographical Focus_|European Region, Eurozone, EuropeanUnion ff  _ _ _ _ _ 1_2991 ______ 1,209
w General Attribute + /- ESG, Socially Responsible 67, 175
Adjustments After Exclusions / Random Selection 60! 60
MarketStatus _ _ _ _ |Acthve  _ _ _ _ _ _ _ _ _ __ ___J|l_____:2 224,669, _ _ _ _ 224,669
» Fund Primary Share Class | Yes 105,8241 105,824
g [Fund Type _ _ _ _ _ _ Open-EndFunds _ _ _ _ _ _ _ _ _ _ || _____ 76834, _ _ 76,834
w Asset Class Focus Equity 18,766, 18,766
§ Asset Class Allocation Equity > 95% / Equity > 100% 11,7951 1,510
0 [Fund Geographical Focus |Global, International ) 344 375)
General Attribute + /- ESG, Socially Responsible 130, 362
Adjustments After Exclusions / Random Selection 119, 119

Appendix 1: Fund Selection Criteria
Source: Author based on data from Bloomberg (2014)
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