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Executive Summary
In this report, we provide an overview of the global landscape of index-tracking sustainable funds,
looking at trends in asset growth, asset flows, and product development. We focus on the two regions
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where these funds have seen the greatest adoption, Europe and the United States. We also examine the
broad range of approaches that aim to address various sustainability and investment objectives. We
finish by providing a list of key criteria investors should consider when choosing among these funds.
Key Takeaways
× As of Dec. 31, 2017, there were nearly 270 sustainable index mutual funds and exchange-traded funds

worldwide, with collective assets under management of approximately $102 billion. This figure has
increased threefold over five years, driven by a combination of inflows and new launches.
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× Growth across regions has not been uniform. While U.S. assets have quadrupled over the past five

years, it still lags Europe. Index-tracking sustainable funds in Europe retain the lion’s share of assets,
accounting for 85% of the global total.
× Passive funds are making inroads into the market for sustainable funds. Their market share has

increased from less than 6% five years ago to about 12% in terms of assets, globally. This coincides with
the overall trend towards passive investing and development of more-sophisticated indexes on the back
of better environmental, social, and governance data.
× The universe of passive sustainable funds represents a broad range of approaches addressing various

sustainability and investment objectives. Broad-based ESG indexes vary in terms of how strictly they
adhere to ESG criteria and the degree to which they seek to mimic the risk and return characteristics of
their parent index. There is often a trade-off between ESG performance and tracking error.
× While broad-based ESG funds dominate the passive sustainable fund landscape, thematic funds are

gaining prominence, especially those focused on climate change and gender diversity, two issues that
are increasingly resonant with investors.
× Passive sustainable funds tend to charge higher fees than their plain-vanilla peers. That said, we have

seen a string of new launches undercut existing funds. We anticipate that cost competition in this space
will become more prominent in the years to come.
× Looking under the hood of these funds' indexes, it is clear that complexity is on the rise. Understanding

the nuanced differences in index methodology with respect to security selection and weighting
approaches is crucial.
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× Key considerations for investors when choosing a passive sustainable fund include ESG focus and

metrics, exclusions, sector and geographic biases, tracking error, and fees. Selecting a responsible asset
manager who votes company shares and engages with companies on a variety of ESG issues is also
important.

Introduction
Sustainable investing has gained considerable traction over the past several years. This has been driven
by regulation, an increased focus on long-term risks, and mounting evidence that there is no systematic
performance penalty associated with sustainable investing 1. Assets under management in portfolios that
incorporate environmental, social, and governance factors have grown to an estimated $23 trillion
globally, an increase of more than 600% over the past decade2.
Most of the growth in assets has come from institutional investors, but individual investors are taking an
interest and increasing their investments in the field as new products with an ESG flavor are being made
available to them.
The range of sustainable investing choices has expanded in recent years. Currently, over 2,800 funds in
the Morningstar database are tagged as “socially conscious”3, representing nearly $970 billion in assets.
The vast majority of these funds have an explicit sustainability mandate. Most also are actively
managed, but index funds and exchange-traded funds are making their own mark on the landscape.
Improved ESG data on companies and technological advancement over the past decade or so have
made new approaches to passive sustainable investing possible. Also, given the overall trend toward
passive investing, it is only natural that index and fund providers work at developing new index-tracking
products to meet investor demand.
In this report, we assess the global landscape of passive sustainable funds and attempt to illuminate the
choices currently available to investors globally, with a focus on the two regions that have seen the
greatest adoption of these funds, Europe and the U.S.
The report is split into three parts. In the first part, we examine the landscape, looking at trends in asset
growth, asset flows, product development, and fees on a region-by-region basis. In the second part, we
discuss the broad range of approaches that address various sustainability and investment objectives.
Finally, in the third part, we provide a list of key criteria investors should consider when choosing a
passive sustainable fund.

1 http://www.morningstar.com/content/dam/morningstar-corporate/pdfs/Research/Sustainable_Funds_Landscape.pdf
2 https://www.ussif.org/files/Publications/GSIA_Review2016.pdf
3 The socially conscious data point in Morningstar Direct has an inclusive definition and captures funds that have an explicit sustainable mandate as
well as those that use values-based exclusionary screens that are unrelated to sustainability issues.
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The Global Passive Sustainable Fund Landscape

Defining the Universe of Passive Sustainable Funds
For the purposes of this report, we have defined the universe of passive sustainable funds as those index
funds and exchange-traded products that incorporate ESG factors into their investment strategies,
pursue a sustainability-related theme, or otherwise seek measurable sustainable impact alongside
financial return.
Morningstar’s definition of sustainable funds excludes funds that only implement values-based
exclusionary screening that is unrelated to sustainability issues. Examples of such funds in Europe
include BNP Paribas ETFs and Parworld index funds, which track MSCI ex-controversial weapons
indexes, and in the U.S. include the Global X S&P 500 Catholic Values ETF and James Biblically
Responsible Investment ETF, which screen out investments according to religiously grounded criteria.
Although a large number of passive sustainable funds do use exclusions, they do so in addition to their
broad application of ESG criteria in their investment process.
Our universe of passive sustainable funds, which in this report we have sized at $102 billion as of
December 2017, represents a small but growing portion of all mutual funds incorporating ESG factors.
This in turn forms a fraction of all assets managed responsibly globally, which the Global Sustainable
Investment Alliance estimated at $23 trillion in 20164. This figure was derived using the most inclusive
definitions of responsible investment and includes separately managed accounts as well as other types
of investment.
A Broad Range of Approaches
The universe of passively managed sustainable funds represents a broad range of approaches that aim
to address a variety of sustainability and investment objectives.
Passive approaches vary on where they draw the line on ESG performance and on how closely they
structure the portfolio to a standard benchmark. Some portfolios provide broad market exposure and
hold hundreds of securities, while others focus on sectors like renewable energy and water and can hold
as few as 20 stocks. Most passive sustainable funds are broadly diversified. Most also use a best-inclass approach, which involves assessing all companies on ESG criteria and selecting or overweighting
the sustainability leaders within each sector.
Passive approaches also vary on the type of ESG metrics they use, security-selection strategies, and
weighting schemes (see Part 2).
4 https://www.ussif.org/files/Publications/GSIA_Review2016.pdf
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Global Summary
As of December 2017, there were 267 index-tracking sustainable funds that fit the above definition, with
collective assets under management of approximately $102 billion worldwide. This figure has increased
threefold over five years.
Exhibit 1 Passive Sustainable Fund Asset Growth

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Growth across regions has not been uniform, though. Over the past five years, U.S. assets have
quadrupled. European funds have dominated inflows over that same span and retain the lion’s share of
assets—accounting for 85% of the global total. Assets in the rest of the world have struggled to grow
and remained at 2008 levels as of the end of 2017.

Exhibit 2 Passive Sustainable Fund Assets by Region

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Europe’s dominance in terms of assets is largely supported by institutional investors with sustainable
mandates, particularly Scandinavian public pension, sovereign wealth, and insurance funds. Elsewhere,
countries such as France have introduced mandatory climate-related reporting for institutional investors
that has forced sustainability onto the investment agenda.
Globally, passive sustainable funds make up only 12% of the overall sustainable fund universe,
whereas total passive funds make up 24% of the overall fund market. This implies that there is plenty
of room for growth.

Page 5 of 33

Sustain Sustainable Funds: The Global Landscape | 11 May 2018 | See Important Disclosures at the end of this report.
Passive

Page 5 of 33
Page 5 of 33
Page 5 of 33

The sustainable options available to investors have never been greater, and the menu is expanding. Over
the course of 2017, the number of Morningstar Categories globally with at least one passive sustainable
fund grew to 71 from 58. The number of new passive sustainable funds minted globally in 2017 rose to
48, from a low of just 11 in 2013.
We have seen options proliferate within categories, too. In both Europe and the U.S., investors can now
choose from among a growing number of broad portfolio building blocks that attempt to mimic the
risk/return characteristics of the broader market while implementing a combination of ESG screens and
weighting schemes. These range from funds that offer full-market coverage but reweight securities
according to ESG criteria to funds that select the highest ESG-scoring securities and apply constraints
(typically on sectors and countries) to limit tracking error relative to their parent benchmark.
While some follow a broad-based ESG approach using combined ESG scores, others pursue a more
specific overarching sustainability theme focusing on the “E” or “S” of ESG (for example, low-carbon,
women in leadership) within a diversified portfolio.
At the other end of the spectrum sit higher-impact funds that target defined, measurable social and
environmental outcomes. In this category, “quasi-sector” funds such as water and clean energy funds
remain popular.
Meanwhile, the development of the passive sustainable fixed-income space remains at an embryonic
stage in every part of the world. At the end of 2017, the number and AUM of fixed-income funds made
up a small fraction of the universe of passive sustainable funds. That said, the year saw 15 new fixedincome launches globally, more than doubling the number of funds available. These included three
green-bond ETFs, which invest exclusively in bonds backing projects that focus exclusively on climate
mitigation or adaptation efforts, and two ESG-flavored strategic-beta fixed-income funds, the first of their
kind.
As for fees, passive sustainable funds across regions tend to charge expense ratios that are higher than
those levied by their vanilla passive peers. That said, we have seen a string of new launches undercut
existing peers as well as a number of existing funds reduce their fees. We anticipate that cost
competition in this space will become more prominent in the years to come.
Finally, our data shows that MSCI is the clear leader in the sustainable indexing space with 55% of all
global assets invested in passive sustainable funds tracking an MSCI benchmark. MSCI’s dominance is
helped by the fact that it is also the world’s largest ESG research provider. FTSE Russell is the secondmost popular index brand backing passive sustainable funds.
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Europe
Europe is home to the largest and most comprehensive market for passively managed sustainable funds.
More than half of all passive sustainable funds are domiciled in the region, and these collectively
accounted for 85% of all AUM as of the end of December 2017.

Exhibit 3 Europe Passive Sustainable Fund Asset Growth

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Strong Asset Flows Drive Growth
Assets in the region have trebled over five years and sat at a record level of $86 billion at the end of
2017. Growth has been driven by an almost unbroken stream of positive quarterly net inflows.

Exhibit 4 Europe Passive Sustainable Fund Net Asset Flows

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17
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ETF Growth Yet to Challenge Index Fund Dominance
Sustainable index funds are more numerous than ETFs and hold around 90% of all passive sustainable
fund assets in the region. This compares with a near 50/50 asset split between index mutual funds and
ETFs in the wider European market for passive funds. Although quarterly flows into index funds still
exceed those into ETFs, the gap has been closing, and we expect this trend to continue as the menu of
sustainable ETFs continues to expand.

Exhibit 5 Europe Passive Sustainable Funds by Investment Type (Number of Funds)

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Exhibit 6 Europe Passive Sustainable Funds by Investment Type (Assets)

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Exhibit 7 Europe Quarterly Flows by Investment Type

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

The majority of European sustainable index fund assets (67%) are domiciled in either Norway, Sweden,
or the Netherlands and are primarily marketed domestically to institutional investors.
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Exhibit 8 Europe Open-End Fund Assets by Country of Domicile

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

ETF Launches Outnumber Index Fund Launches for the First Time
The pace of passive sustainable fund launches in Europe has accelerated in recent years, reaching a
record high in 2017 with 27 new funds. Although index fund launches have remained strong, 2017 was
the first year that new ETF launches outnumbered those of index funds. This reflects the more dynamic
and innovative nature of the ETF market. We expect an acceleration of ETF launches as asset managers
position themselves to take advantage of investors’ growing interest.

Exhibit 9 Europe Number of Passive Sustainable Fund Launches per Year

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Menu Broadens, Thematic and Factor Exposures Added
The sustainable fund tool kit is expanding for European investors. The number of Morningstar
Categories in Europe containing at least one passive sustainable fund has risen to 35, up from 29 at
the end of 2014.
The range of options within these categories is increasing as well, particularly within the ETF universe.
For example, 2017 saw six strategic-beta sustainable funds come to market, more than in all other years
combined. The majority of these were launched as part of a suite of multifactor exposures by IndexIQ,
the ETF brand owned and used by New York Life Investment Management in the U.S. and operated by
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Candriam Investors Group in Europe. The funds track proprietary indexes that screen holdings using inhouse ESG criteria before weighting them according to macroeconomic indicators and value, quality, and
volatility metrics.
Elsewhere in the fixed-income universe, Lyxor launched the world’s first green bond ETF in 2017. The
fund, via the Solactive Green Bond EUR USD IG Index, provides exposure to all USD- and EURdenominated investment-grade green bonds as defined by the Climate Bonds Initiative. Green bonds are
created to fund specific projects aimed at addressing climate or other environmental sustainability
issues.
Funds that focus on a single sustainability theme have also begun to proliferate. For example, both Lyxor
and UBS have recently introduced Global Gender Equality ETFs, which only invest in companies with the
highest gender-equality scores globally.
While most of the growth in the number of sustainable funds has come from new launches, some
existing funds have added sustainable elements to existing exposure. For example, in 2017, Ossiam
added ESG screens to its US Minimum Variance ETF. As seen in the active fund space, re-tooling funds
to have a sustainability mandate allows asset managers to leverage existing assets to build their
sustainable-funds business, thereby avoiding having to create funds from scratch and, in some cases,
accelerating the time frame required to reach scale. This may also be a way for fund companies to
reinvigorate ailing funds that are struggling to attract new flows. All told, we expect to see more passive
funds switch to ESG-flavored benchmarks going forward.
Fixed Income Underrepresented
Less than 3% of passive sustainable assets in Europe are in bond funds. This compares with a figure of
25% across the wider passive universe. Growth in the space has been hampered by the challenges of
assigning ratings to government debt, an underdevelopment of fixed-income indexes and, in the case of
green bonds, a lack of suitable bonds themselves. This imbalance is a striking feature of the market and
is likely to be an area of growth in the coming years.

Exhibit 10 Europe Passive Sustainable Fund Assets by Asset Class

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17
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Exhibit 11 Europe 10 Largest Sustainable Index Funds

Source: Morningstar Direct. Data for AUM as of 12/31/2017. Morningstar and Sustainability Ratings as of 04/17/18. Two index funds track standard MSCI World and MSCI North America benchmarks by
prospectus while excluding securities based on certain ESG criteria.

Despite the broadening menu, seven of the largest passive sustainable funds in Europe offer broad global
large-cap equity exposure. The remaining three funds offer single-country exposure to the U.S. and
Swedish equity markets. All of the largest funds are index funds.

Exhibit 12 Europe 10 Largest Sustainable ETFs

Source: Morningstar Direct. Data for AUM as of 12/31/2017. Morningstar and Sustainability Ratings as of 04/17/18

In the younger ETF universe, six of the 10 largest sustainable funds, including the top three, were
incepted prior to 2012 and have had ample time to gather assets. The two largest of these are the
iShares Global Water and Lyxor World Water ETFs, which have both been around since 2007. These
funds provide capital to companies involved in the management, supply, treatment, and distribution of
the increasingly scarce commodity globally. The upgrade of water infrastructure has been included in the
United Nations Sustainable Development Goals, highlighting poor global infrastructure as a threat to
environmental stability and a barrier to water and sanitation for all.
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IShares also runs the largest fixed-income sustainable ETF in Europe: the iShares Euro Corporate Bond
SRI 0-3 year ETF. It tracks an index that relies on a series of positive and negative screens derived from
MSCI’s ESG scoring system before weighting holdings based on ESG scores and ESG score momentum.
UBS has been particularly active in building out its sustainable ETF offering in Europe, and four of its
equity funds appear in the top 10 largest sustainable ETFs. All four track MSCI SRI indexes that target
the 25% most-ESG-compliant stocks in the firm’s USA, World, EMU, and Emerging Markets indexes
after applying values-based exclusions focused on alcohol, gambling, tobacco, military weapons, civilian
firearms, nuclear power, adult entertainment, and GMO.
Public Funds Provide Asset Base for Largest Providers
Exhibit 13 Europe 10 Largest Asset Managers by Sustainable Index Fund Assets

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

At a provider level, KLP, the domestically focused Norwegian cooperative insurance group, leads the
asset table with its range of currency-hedged and unhedged core equity exposures. The group is
structured to serve the Norwegian institutional market. KLP has pioneered the use of self-indexing –
with the majority of its passive products tracking indexes developed in-house. In addition to saving costs
by not paying third-party index licensing fees, this approach allows for more flexibility around the
creation and evolution of the strategies.
Many large public institutional investors in the Nordics, the Netherlands, and France are required to
invest in sustainable funds, which has driven sustainability measures at a provider rather than fund level
at the asset managers who service them.
Consequently, the leader board is well-staffed with Northern European asset managers that have
championed ESG investing at a group level. The majority of these firms' fund ranges are sustainability
screened. These include Swedish banking group Handelsbanken, Norwegian Storebrand, and Dutch
asset manager ACTIAM.
Elsewhere, Northern Trust is the largest provider targeting a broader European clientele.
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Exhibit 14 Europe 10 Largest Asset Managers by Sustainable ETF Assets

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

UBS offers the most comprehensive range of sustainable ETFs in Europe and just edges out market
behemoth BlackRock/iShares, who has been slow to expand its own sustainable ETF suite in the region.
Broad-Based ESG Funds Take Lion's Share of Assets, Thematic Environmental Funds Also Popular
Over 90% of passive sustainable assets in Europe are held in broad-based ESG funds. These funds track
indexes that incorporate environmental, social, and governance criteria in a holistic manner while
attempting to match the risk and return characteristics of their parent benchmark. They are diversified
and usually suitable as a replacement for a core holding within a portfolio.

Exhibit 15 Europe Broad ESG vs. Thematic Approach

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

On the other hand, thematic funds tend to focus on a specific sustainable issue or theme.
Nearly 70% of these can be classified as broad thematic. Examples include fossil-fuel-free and lowcarbon funds, which either give an underweighting to or eliminate companies that either own fossil-fuel
reserves or have high carbon emissions from a broader universe. The remaining 30% are in quasi-sector
funds. These tend to be “green sector” funds, which offer investors exposure to themes like renewable
energy, water, clean technology, and other environmental areas.

Exhibit 16 Europe Broad Thematic vs. Narrow Thematic

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17
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Environmentally themed funds account for almost all European thematic fund assets. There are currently
only two socially themed funds in Europe, but both gender-themed ETFs launched in 2017.
Fees: Increased Competition Begins to Erode 'Sustainability Premium'
While passive sustainable funds in Europe tend to hold a significant cost advantage over their actively
managed counterparts, they do generally charge a premium over their plain-vanilla passive peers.

Exhibit 17 Europe Peer Comparison of Sustainable ETF Fee Levels

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

To take a closer look at fees, we created two popular investment groupings of ETFs 5: European large
caps and World large caps. We then ranked all ETF expense ratios by quintile and noted those in which
our sustainable ETFs fell. Those that appear in the fifth quintile are deemed to have a "high" cost, those
that appear in the fourth quintile are "above average," and so on.
The results shown in Exhibit 17 show a distribution clustering around the median fee level in the peer
group. This, however, doesn’t tell the full story. In fact, for every sustainable fund included in the above
table, there are a few directly comparable non-sustainable peer available for a lower fee. This points to
the existence of a "sustainability premium."
A look at asset-weighted fee levels gives a more holistic view. For example, sustainable global equity
ETFs have an asset-weighted average management fee of 0.38%, a higher figure than the 0.30% for all
ETFs in the Global Equity Morningstar Category.
Although fees for passive sustainable funds remain elevated, they have been trending downwards as
new launches undercut their older peers on price. Some funds, like the UBS ETF Global Gender Equality
ETF at 0.20%, are comparable to other offerings outside the sustainable sphere that track similar
benchmarks.

5 We focused our fee analysis on ETFs and didn’t include index funds because of their multiple share classes and expense ratios.
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United States
By all accounts, the world’s largest financial marketplace has been reluctant to fully embrace sustainable
investing, with the perceived trade-off between ESG considerations and performance remaining front
and center for many institutional and retail investors.
U.S. funds account for less than 15% of global assets invested in passive sustainable funds. Recent
flows have trended positively. Passive sustainable assets have quadrupled over five years, hitting
$15.5 billion at the end of December 2017, although they still account for less than 1% of U.S. total
passive assets.
Exhibit 18 United States Passive Sustainable Fund Asset Growth

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Quarterly inflows have been positive and trending upwards.
Exhibit 19 United States Passive Sustainable Fund Net Asset Flows

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17
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Sustainable ETFs are more numerous than index funds. Without the mammoth Vanguard FTSE Social
Index fund, the asset split between investment type would be much more generous to ETFs than the
near 50/50 breakdown shown in Exhibit 21.

Exhibit 20 United States Passive Sustainable Funds by Investment Type (Number of Funds)

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Exhibit 21 United States Passive Sustainable Funds by Investment Type (Assets)

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

ETF Launches Outnumber Index Fund Launches as New Listings Rise
The number of passive sustainable fund launches in the U.S. has recently picked up following a couple of
barren years in 2012 and 2013. In 2016, there were more new entrants, 21, than the previous five years
combined. The majority of these new funds were ETFs.

Exhibit 22 United States Number of Passive Sustainable Fund Launches per Year

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17
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The year 2016 saw the introduction of broad emerging-markets equity exposures for the first time. This
was followed in 2017 by the launch of the first single-country emerging-markets ETF, the KraneShares
MSCI China Environment fund. The fund owns a subset of Chinese equities that derive at least 50% of
their revenues from environmentally beneficial products and services.
Fixed-Income Underrepresented
The passive sustainable fixed-income market is in its infancy in the U.S., with all five current bond funds
being launched in 2017. This includes the VanEck Vectors Green Bond ETF, the first passive fund to
exclusively track environmental bonds in the U.S. Consequently, asset levels remain subdued.

Exhibit 23 United States 10 Largest Passive Sustainable Funds

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17. Guggenheim S&P Global Water ETF has since been renamed PowerShares S&P Global Water ETF as part of Invesco's Guggenheim
ETF acquisition.

The largest fund by some margin is the above-mentioned Vanguard FTSE Social Index. This fund tracks
the FTSE4Good U.S. Select Index, which screens the U.S. equity universe for companies with good
records on the environment, human rights, health and safety, labor standards, and diversity. It also uses
several product involvement-based exclusions, such as alcohol, tobacco, and nuclear power.
The combination of ESG screens and product-involvement exclusions is popular and is employed by
several other funds in the top 10. The largest of these is the Calvert US Large Cap Core Responsible
Index, which leverages Calvert’s proprietary ESG framework to rank and exclude holdings.
Elsewhere, environmental thematic funds take up four of the top 10 spots, with water funds proving
popular, particularly the PowerShares Water Resources ETF. This fund includes only environmentally
screened firms involved in the creation of products that conserve and purify water.
Also in the top 10 is the environmentally focused iShares MSCI ACWI Low Carbon Target ETF, which
follows an index that tilts the MSCI ACWI Index towards companies with low current and potential
carbon emissions.

Page 17 of 33

Sustain Sustainable Funds: The Global Landscape | 11 May 2018 | See Important Disclosures at the end of this report.
Passive

Page 17 of 33
Page 17 of 33
Page 17 of 33

Exhibit 24 United States 10 Largest Asset Managers by Sustainable Fund Assets

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Vanguard heads the provider AUM table. This is despite the fact it backs just a single--albeit very
popular--passive fund. IShares, which appears second in the table, boasts the largest suite of
sustainable passive funds in the U.S. with 10. Meanwhile, Invesco seizes the third spot following its
acquisition of Guggenheim's ETF business.
Broad-Based ESG and Thematic Environmental Funds Prove Popular
Most passive sustainable fund assets in the U.S. are held in broad-based ESG funds, which attempt to
integrate environmental, social, and governance criteria into existing broad-basket exposure. Examples
include the enormous Vanguard FTSE Social Index, the largest sustainable index fund in the U.S.

Exhibit 25 United States Broad ESG vs Thematic Approach

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Because of their suitability as a replacement for core holdings, we might expect broad-based ESG funds
to hog assets. However, thematic funds, which focus on a sustainable issue or theme, account for
nearly half of all sustainable funds by number and a third of sustainable assets.

Exhibit 26 United States Broad Thematic vs. Narrow Thematic

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Of the thematic offerings, narrow thematic funds, also referred to as “green sector” funds, which offer
investors exposure to themes like renewable energy, water, clean technology, and other environmental
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areas, have proved most popular. These hold 75% of total thematic fund assets. Broad thematic funds,
which apply a theme to a more diversified exposure, maintain a fourth of assets. The largest of these is
the iShares MSCI ACWI Low Carbon Target ETF, which provides a tilt towards companies with lower
current and potential carbon emissions.
By number and asset base, socially themed funds have lagged their environmental brethren, five of
which appear in the top 10 largest passive sustainable funds table (Exhibit 23).
Fees Trend Lower, but Significant 'Sustainability Premium' Remains
As a rule, passive sustainable funds in the U.S. are considerably cheaper than their actively managed
equivalents. However, in almost all cases, they are more expensive than their vanilla passive peers.

Exhibit 27 United States Peer Comparison of Sustainable ETF Fee Levels

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

To examine fee differentials, we created three popular investment groupings of ETFs: U.S. large caps,
U.S. sectors, and World large caps. We then ranked all ETF expense ratios by quintile and noted in which
our sustainable ETFs fell. Those that appear in the fifth quintile are deemed to have "high" fees, those
that appear in the fourth quintile are "above average," and so on. The results are shown in Exhibit 27.
By looking at the combined figure, we can see that the majority of sustainable funds charge an "above
average" or "high" fee relative to their ETF peer groups. The thematic grouping (sector equity), which
includes quasi-sector funds like solar or water ETFs, had the most dramatic outcome, with no
sustainable offering with a "below average" or "low" fee.
As a further example of the fee differential, the asset-weighted average management fee of a
sustainable U.S. large-cap ETF is 0.42% and the equivalent weighted fee for all ETFs in the U.S. LargeCap Blend Equity Morningstar Category is just 0.08%. This sizable gap also suggests that there exists a
high ‘sustainability premium’ currently being borne by investors.
However, this doesn’t tell the full story. Low-cost alternatives do exist. For example, the iShares MSCI
USA ESG Optimized ETF, which was launched at the end of 2016 and levies a fee of 0.15%, forms part of
a wider narrative of falling fees. In fact, all seven of the cheapest sustainable ETFs in the U.S. were
brought to market in 2016 or 2017. These new entrants have laid down the gauntlet to older, larger
peers. Two of these, including the mammoth $1 billion iShares MSCI KLD 400 Social ETF, recently
halved their fees, to 0.25% from 0.50%, leading hopes that a long-due fee shakeup is on the horizon.
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Rest of World
As of the end of December 2017, funds listed outside of Europe and the U.S. represent less than 1% of
assets invested in passively managed sustainable funds. Although largely underdeveloped, some of
these markets, such as Japan and Australia, are noteworthy.

Exhibit 28 Rest of the World Passive Sustainable Funds by Country

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Exhibit 29 Rest of the World Passive Sustainable Funds by Investment Type

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

Japan
Japanese investors have begun to embrace the concept of sustainability. A prominent bit of evidence is
Japan's Stewardship Code, which was adopted in 2014 and updated in 2017.
Additionally, the Japanese Government Pension Investment Fund, one of the largest institutional
investors in the world, became a signatory of the United Nations Principles for Responsible Investment in
2015 and subsequently established a Stewardship & ESG division to help integrate environmental, social,
and governance issues into its investment process. The fund has already replaced a portion of existing
passive investments with three ESG indexes, including the MSCI Japan Empowering Women Index, and
has begun the search for an environmentally focused benchmark. Other large institutional investors have
begun to follow suit, prompting a flurry of activity from asset managers and index providers.
In 2017, the number of passive sustainable funds available in Japan doubled, with three new launches,
all focused on Japanese equities. Two of these new funds tracked the charmingly named FTSE Blossom
Index, which applies the FTSE4Good ESG Ratings framework to the domestic Japanese market.
Australia
In 2017, Australian ETF specialist BetaShares launched two ETFs tracking domestic Australian and global
equities, respectively. Both funds use the Nasdaq Future Global Sustainable Leaders methodology, which
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excludes stocks based on a number of criteria including exposure to fossil fuels and human-rights
violations.
The fund joins the older Russell Investments Australian Responsible Investment ETF, which offers ESGflavored sustainable dividend exposure to Australian equities.
Canada
Broadly speaking, Canada has been quick to embrace sustainable investing. Most Canadian asset
owners are signatories to the UN PRI and actively integrate ESG considerations across all their
investments. However, the Canadian passive sustainable market remains small, and innovation has been
limited.
A single fund, the Evolve North American Gender Diversity ETF Hedged, was brought to market in the
trailing nine-year period. Launched in 2017, it tracks a currency-hedged variant of the Solactive Equileap
North America Gender Equality Index, which scores companies based on criteria such as gender balance
in the board room. It joins the sizable iShares Global Water ETF and two funds tracking the Jantzi Social
Index. This domestically focused index selects 50 Canadian stocks based on a broad set of ESG criteria
including aboriginal relations, community involvement, corporate governance, employee relations, the
environment, and human rights.
China
Viewed as a way to tackle chronic pollution, reduce energy dependence, and fuel a booming economy,
renewable energy has been embraced by the Chinese government. The country is now the largest
renewable energy producer in the world by some margin. All the sustainable passive investments
available in the country fit this theme by tracking low carbon or renewable energy indexes. The largest of
these is the Fullgoal China Secs New Energy Vehicles Fund, which is also the biggest sustainable fund
outside Europe and the U.S. It offers exposure to Chinese A-share stocks that are involved in the new
energy vehicles industry, such as battery producers and electric motor companies.
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A Variety of Passive Sustainable Approaches

The universe of passively managed sustainable funds represents a broad range of approaches that aim
to address a variety of environmental, social, and governance goals. While many investors still want
their portfolios to reflect their values, many also increasingly believe that incorporating ESG criteria into
an investment process can enhance long-term return and/or manage financial risk. Others want their
investments to make a difference in the world.
The current universe of sustainable indexes can be represented by two overlapping groups (Exhibit 30).
One group comprises broad-based indexes, which incorporate ESG criteria while keeping broad-market
characteristics. The other group consists of "thematic" indexes, which focus on specific sustainable
topics. The overlapping area captures "broad thematic" portfolios, which provide exposure to the broad
market while emphasizing one of the three components of E, S, and G.

Exhibit 30 Defining the Sustainable Index Universe

Source: Morningstar Research

Here, we examine the various sustainable indexes, touching on the nuances that differentiate them as
one travels from the broad-based to the niche.
Broad-Based ESG Funds
Looking first at the most diversified offerings, we find indexes that employ broad ESG integration.
Broad-based ESG indexes vary in terms of how strongly they adhere to ESG criteria and the degree to
which they seek to mimic the risk and return characteristics of their parent index. There is usually a
trade-off between ESG performance and tracking error.
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Often, these indexes employ a best-in-class approach, which involves screening for the top ESG
performers within a given investment universe. Differences between "best-in-class" indexes are reflected
in differences in terms of security selection and weighting schemes.
Securities are typically selected based on their ESG ratings or key performance indicators and
subsequently weighted according to their ESG ratings/KPIs or market capitalization.
For example, MSCI SRI indexes target the top 25% of companies ranked on ESG scores per sector. MSCI
ESG Leaders indexes use a 50% threshold. Both index families use free-float-adjusted market
capitalization and aim to limit the systematic risk introduced by the ESG selection process by targeting
sector weights that reflect the weights of the parent index.
The FTSE4Good Index Series follows a similar methodology, except that it includes a constant number of
constituents instead of a percentage of the parent index’s market capitalization.
In the case of the STOXX ESG Impact indexes, companies are selected and weighted by a set of ESG
KPIs, including specific governance indicators such as the percentage of women on firms’ boards of
directors as well as the percentage of independent directors.
In addition to removing the worst ESG performers from a starting investment universe, many "best-inclass" indexes also remove specific stocks that are involved in activities such as tobacco, alcohol,
gambling, and controversial weapons.
As an alternative to the "best-in-class" approach, which can lead to high active risk relative to marketcap benchmarks, some broad-based ESG indexes select and weight constituents through optimization.
This technique, used for example by the MSCI ESG Focus Indexes, aims to have maximum exposure to
high ESG performers while minimizing tracking error.
Optimization is also a technique employed by many sustainable index funds in Europe that state, by
prospectus, that they track a standard benchmark while excluding securities based on certain ESG
criteria. Examples include the Vanguard SRI Global and European Stock funds, which invest in a
representative sample of the securities that make up the standard FTSE benchmarks, excluding any
securities that do not meet ESG factors as determined by FTSE and those that violate United Nations
Global Compact principles.
Thematic Funds Designed to Deliver Impact
An increasing number of passive sustainable funds attempt to capitalize on specific themes that aim to
address pressing environmental and/or social challenges.
The various approaches to ESG thematic investing can be represented on a spectrum, with broad
thematic indexes that provide a tilt at one end and narrow thematic or "quasi-sector" indexes at the
other end. In between lie numerous strategies corresponding to various shades of impact. As the shade
gets darker, tracking error relative to the broad market increases.
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Exhibit 31 ESG Thematic Index Spectrum

Source: Morningstar Research

Examples of broad ESG thematic strategies include fossil-fuel-free and low-carbon portfolios, which
allow climate-change-conscious investors to align the core of their investment strategy with the
transition to a low-carbon economy by either eliminating companies that own fossil-fuel reserves or
reweighting companies based on a set of climate-related parameters.
For example, funds tracking the MSCI World Low Carbon Target Index give underweightings to
companies with high-carbon emissions and those with high potential carbon emissions. This approach
creates a tilted index—that is, one with better climate characteristics that retains similar risk and return
characteristics to its parent index. The index employs portfolio optimization techniques to minimize
tracking error relative to the parent index. Reweighting, instead of excluding, high-carbon stocks allows
for engagement with companies. A responsible asset manager will vote company shares and engage
with the companies to advocate for better practices and effect change (reduce carbon emission in
this case).
Similarly, gender-lens funds such as the SPDR SSGA Gender Diversity ETF aim to provide broad market
exposure while advancing a social cause. The fund targets companies with the best gender-diversity
credentials among their leadership ranks in each sector and seeks to minimize differences in sector
weights versus the broad market. The selected stocks are weighted by market capitalization. The
Europe-domiciled UBS and Lyxor Global Gender Equality ETFs also aim to invest in gender-diversity
leaders. But they differ in that their respective underlying indexes don’t take a sector- or geographyneutral approach and their constituents are equally weighted. This approach may lead to higher tracking
error relative to the broad market.
Meanwhile, an increasing number of funds are emphasizing impact as a theme, meaning their focus is
not only on using ESG for risk-reduction or alpha-generation but also on delivering—and measuring—the
societal impact of their investments. For example, the U.S.-domiciled iShares Global Impact ETF targets
companies that derive a majority of their revenue from products and services that address at least one
of the world's major social and environmental challenges as identified by the United Nations Sustainable
Development Goals.
Finally, at the other end of the thematic spectrum resides a number of funds that are best described as
“green sector” funds. Their portfolios do not necessarily fit into any standard sector, and they are spread
across several different Morningstar Categories. These funds offer investors exposure to themes like
renewable energy, energy efficiency, resource conservation, water, clean technology, and other
environmental areas. These funds tend to be concentrated, typically owning between 20 and
50 securities.
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Examples include the PowerShares Water Resources ETF. Its underlying index, the Nasdaq OMX US
Water Index, targets U.S. companies that create products designed to conserve and purify water for
homes, businesses, and industries. The index is currently made up of 35 stocks.
Because of their narrow exposure, quasi-sector funds are more suitable as a satellite holding.
Distinct amongst quasi-sector offerings are green bond funds, which track a small but growing market
for environmentally themed fixed-income securities. Often rubber-stamped by nonprofits such as the
Climate Bonds Initiative, green bonds are dedicated solely to the financing of projects supporting climate
mitigation or adaptation efforts.
Up to this point, strong investor appetite has meant that issuance has struggled to keep pace with
demand, applying upward pressure on valuations. Currently, funds like the VanEck Vectors Green Bond
ETF track indexes focused exclusively on the global green bond market; however, the securities may also
be integrated more selectively into broader sustainable fixed-income offerings.
What to Expect in Terms of Product Development
Looking ahead, we expect investor demand, coupled with better data quality and disclosure, to continue
to drive product development. Specifically, we expect to see more passive funds that invest in themes
derived from the United Nations Sustainable Development Goals. Low carbon in particular will continue
to grow.
We also expect to see more strategies aiming to capture ESG momentum. Numerous studies report that
an improvement in ESG characteristics leads to increasing valuations over time 6,7,8. In fact, these findings,
coupled with others extolling the risk-reducing benefits of sustainable investing, have sparked a search
for an "ESG factor."
The MSCI ESG Universal indexes target companies that demonstrate both a robust ESG profile as well
as a positive trend in improving that profile, while using minimal exclusions from the parent index. In
February 2018, Lyxor launched an ETF tracking the MSCI EM ESG Trend Leaders Index, which follows a
similar strategy, while excluding 50% of the parent index universe.
Another area of growing interest is the integration of ESG criteria into factor strategies. IndexIQ, the ETF
brand owned and used by New York Life Investment Management in the U.S. and operated by ESG
specialist Candriam Investors Group in Europe, led the way in 2017 with three multifactor equity ETFs.
The funds weight sustainability-screened holdings according to macroeconomic indicators and value,
quality, and volatility metrics. The L&G Future World Equity Factors Index fund, launched in January 2018,
is the most recent example of this growing trend.

6 https://www.glenmede.com/files/impact-investing-accelerating-esg-momentum-april2016.pdf
7 https://www.thornburg.com/pdf/TH3716_ESGMomentum_BW.pdf
8 https://www.msci.com/www/blog-posts/has-esg-affected-stock/0794561659
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Key Considerations When Choosing a Passive Sustainable
Fund - Due Diligence Checklist

The range of passive options available to sustainability-oriented investors is growing. While this is great
news for investors, it poses a due-diligence challenge. The differences between the various offerings are
becoming increasingly nuanced. In this part of the report, we provide a list of key considerations that
investors can use when choosing a passive sustainable fund.

Exhibit 32 Key Considerations When Choosing a Passive Sustainable Fund

Source: Morningstar Research

Index Analysis
As with any passive fund, the assessment of a passive sustainable fund starts with the analysis of the
underlying index. As seen in the second part of this report, not all sustainable indexes are created equal,
and understanding the rules that govern them is crucial. This understanding will provide the basis for
assessing four critical index characteristics:
× ESG focus and metrics. An investor must first determine whether the ESG focus of the index and the

metrics it uses are aligned with the ESG criteria that he or she wishes to emphasize. For example, there
are many environmental metrics—including carbon emission intensity, fossil fuel reserves, and green
revenues, and so on. Different metrics reflect different company attributes, and the choice of one metric
over another may lead to different index composition.
× Exclusions. Many passive sustainable funds use some sort of values- or norms-based exclusionary

screening in addition to their broad consideration of ESG factors. Investors must assess whether an
index’s exclusions, or lack thereof, align with their beliefs and investment objectives. Modern Portfolio
Theory suggests that limiting the investment universe, especially when it is done on a purely
nonfinancial basis, forces an investor into a less efficient portfolio that will have lower risk-adjusted
performance than a more efficient portfolio selected from the broader universe. Note that some
exclusions like fossil fuels, coal, and possibly tobacco do have a financial basis, while others, like alcohol
and gaming, do not.
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× Sector and geographic biases come from the fact that ESG scores tend to vary across geographies and

sectors. For example, Europe is the world's leading region for sustainability, while emerging markets
tend to score poorly9. Some sectors, such as oil & gas, are prone to low overall ESG scores, while others,
such as technology, may have higher scores due to the nature of the underlying businesses. Sector and
geographic biases can affect performance relative to the broader market, even in the long run. To avoid
taking large active bets, many best-in-class indexes follow a sector/geographic-neutral approach by
picking the best ESG securities in each sector/geography and seeking to match the sector/geographic
weights of the portfolio with the sector/geographic weights of the parent index. This is the case for the
MSCI SRI index series, which targets the most ESG--compliant 25% of market cap within each sector,
effectively maintaining sector exposures, but a lack of similar constraints at a country level allows
geographic weights to wander from those of the benchmark.
× Tracking error relative to the broad market. There is a potential trade-off between high sustainability

exposure on one hand and broad diversification and low tracking error on the other. For example, those
investors most committed to sustainability may favor the "purest" ESG exposure but at the expense of a
more concentrated portfolio with higher tracking error. Investors seeking to replace a core portfolio
allocation may be more willing to compromise on "purity" of ESG holdings (for example, accept lesscompliant holdings) in exchange for retaining the benefits of diversification and lower tracking error.
Factors that affect tracking error include security-selection methodology, exclusions, and weighting
scheme. Optimization techniques can be used to minimize tracking error. For example, the optimized
MSCI ESG Focus and MSCI Low Carbon Target indexes aim for tracking error targets of 0.5% and 0.3%,
respectively, for developed markets.
Fund Characteristics
× Fees charged by passive sustainable funds are generally higher than those levied by their more ordinary

passive peers. This is especially the case for some of the older funds and those that target specific
themes.
× Performance. Performance analysis can be a challenge as most passive sustainable indexes and funds

that track them have short track records. This means that returns-based analysis must often rely on back
tests, which can be manipulated, whether consciously or not, to achieve the desirable outcomes.
× Asset manager. Investors should select responsible asset managers who vote company shares and

engage with companies on a variety of ESG issues to advocate for better practices and effect change 10.
Partnering with an asset manager that has strong active ownership practices is especially important
when selecting funds that include, rather than exclude, sustainability laggards.
How Sustainable Are Passive Sustainable Funds?
Finally, it isn’t always easy for investors to objectively assess how sustainable a fund with a dedicated
sustainability mandate is and how it might compare with other choices in the market.

9 http://images.mscomm.morningstar.com/Web/MorningstarInc/%7B7237e591-f3d3-4086-b385a81a392404e7%7D_Morningstar_Sustainability_Atlas__Sustainability_Is_Not_Just_for_Rich_Countries.pdf?cid=EMQ_
10 http://www.morningstar.com/content/dam/morningstar-corporate/pdfs/Research/Morningstar-Passive-Active-Stewardship.pdf
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To help investors understand the sustainability profiles of the funds they invest in, Morningstar has
created the Morningstar® Sustainability RatingTM for funds11. The rating assesses funds based on how
well each of the companies they own live up to a set of defined ESG criteria. It is category-relative,
which means that each fund’s sustainability profile is compared with that of similar funds. In effect, by
looking at actual holdings data rather than stated aims, it also expands the universe of fund options that
could be considered sustainable beyond the relatively small number of funds that intentionally
incorporate sustainability into their investment approaches.
Using the Morningstar Sustainability Rating, we can see that, in aggregate, the universe of passive
sustainable funds examined in this report are holding companies that have better sustainability profiles
than those of their conventional fund peers. Nearly 70% of them have Sustainability Ratings of at least 4
globes, indicating strong or outstanding ESG performance. Just 4% have Sustainability Ratings of 1 or 2
globes, which indicates a poor or very poor ESG score relative to category peers. Interestingly, there are
many sustainable funds with 3 globes, indicating an average performance. These are often broadly
diversified offerings with light ESG screens. An average score should prompt investors to ask themselves
if their ESG preferences could be implemented more impactfully elsewhere. K

Exhibit 33 Most Sustainable Funds Have Top Morningstar Sustainability Ratings

Source: Morningstar Direct, Morningstar Research. Data as of 12/31/17

11 Hale, J. 2017. “The Morningstar Sustainability Rating: Helping Investors Evaluate the Sustainability of Portfolios,” Investments & Wealth Monitor,
Nov-Dec. http://www.morningstar.com/lp/sustainability-rating?cid=OSM_LNK
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Morningstar Manager Research Services, EMEA Report Disclosure
This Report is for informational purposes, intended for financial professionals and/or sophisticated investors (“Users”) and should
not be the sole piece of information used by such Users or their clients in making an investment decision.
The analysis within this report is prepared by the person(s) noted in their capacity as an analyst for Morningstar. The opinions
expressed within the Report are given in good faith, are as of the date of the Report and are subject to change without notice.
Neither the analyst nor Morningstar commits themselves in advance to whether and in which intervals updates to the Report are
expected to be made. The written analysis and Morningstar Analyst Rating within this Report are statements of opinions; they are
not statements of fact.
Morningstar believes its analysts make a reasonable effort to carefully research information contained in their analysis. The
information on which the analysis is based has been obtained from sources which are believed to be reliable such as, for example,
the fund’s prospectus and shareholder reports (or their equivalents), fund company website, interviews with fund company
personnel, and relevant and appropriate press sources as well as data, statistics and information within Morningstar’s own
database. Morningstar does not perform an audit or seek independent verification of any of the data, statistics, and information it
receives.
Unless otherwise provided in a separate agreement, Users accessing this Report may only use it in the country in which the
Morningstar distributor is based. Unless stated otherwise, the original distributor of the report is Morningstar Inc., a U.S.A.
domiciled financial institution.
This Report is for informational purposes only and has no regard to the specific investment objectives, financial situation or
particular needs of any specific recipient. This publication is intended to provide information to assist institutional investors in
making their own investment decisions, not to provide investment advice to any specific investor. Therefore, investments
discussed and recommendations made herein may not be suitable for all investors; Users and User clients must exercise their own
independent judgment as to the suitability of such investments and recommendations in the light of their own investment
objectives, experience, taxation status and financial position.
The information, data, analyses and opinions presented herein are not warranted to be accurate, correct, complete or timely.
Unless otherwise provided in a separate agreement, Morningstar makes no representation that the Report contents meet all of the
presentation and/or disclosure standards applicable in the jurisdiction the recipient is located.
Except as otherwise required by law or provided for in a separate agreement, the analyst, Morningstar and its officers, directors
and employees will not be responsible or liable for any trading decisions, damages or other losses resulting from, or related to, the
information, data, analyses or opinions within the report. Morningstar encourages Users and User clients to read all relevant issue
documents (e.g., prospectus) pertaining to the security concerned, including without limitation, information relevant to its
investment objectives, risks, and costs before making an investment decision and when deemed necessary, to seek the advice of a
legal, tax, and/or accounting professional.
The Report and its contents are not directed to, or intended for distribution to or use by, any person or entity who is a citizen or
resident of or located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use
would be contrary to law or regulation or which would subject Morningstar or its affiliates to any registration or licensing
requirements in such jurisdiction.
This Report may be distributed in certain localities, countries and/or jurisdictions (“Territories”) by independent third parties or
independent intermediaries (“Distributors”). Such Distributors are not acting as agents or representatives of the analyst or
Morningstar. In Territories where a Distributor distributes our Report, the Distributor, and not the analyst or Morningstar, is solely
responsible for complying with all applicable regulations, laws, rules, circulars, codes and guidelines established by local and/or
regional regulatory bodies, including laws in connection with the distribution third-party research reports.
For a list of funds which Morningstar currently covers and provides written analysis on please contact your local Morningstar
office. For information on the historical Morningstar Analyst Rating for any Fund Morningstar covers, please contact your local
Morningstar office.
Please note that investments in securities (including mutual funds) are subject to market and other risks and there is no assurance
or guarantee that the intended investment objectives will be achieved. Past performance of a security may or may not be
sustained in future and is no indication of future performance. A security investment return and an investor’s principal value will
fluctuate so that, when redeemed, an investor’s shares may be worth more or less than their original cost. A security’s current
investment performance may be lower or higher than the investment performance noted within the report. Morningstar’s Risk,
Return and Star Rating serves as useful data points with respect to evaluating a fund’s risk profile.
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A current yield percentage is not a reflection of the actual return an investor will receive in all cases as market prices for securities
are constantly changing due to such things as market factors. Where a security is denominated in a different currency than the
currency of the User or User’s clients, changes in rates of exchange may have an adverse effect on the value, price or income of or
from that investment.
Indexes noted within the report are unmanaged, their returns do not include payment of any sales charges or fees an investor
would pay to purchase securities, and cannot be invested in directly.
In certain jurisdictions, the Report contents, except for the Morningstar Analyst Rating and key analysis/ opinions, may be shared
with the fund company prior to publication. In the unlikely event that Morningstar would change their analyses/opinions and/or
the Morningstar Analyst Rating based on feedback as result of such review, the Report would disclose such a fact.
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The Morningstar Analyst RatingTM
The Morningstar Analyst RatingTM is a forward-looking analysis of a fund. The Analyst Rating does not express a view on a given
asset class or peer group; rather, it seeks to evaluate each fund within the context of its objective, an appropriate benchmark, and
peer group.
The Five Pillars
Morningstar has identified five key areas that we believe are crucial to predicting the future success of funds: People, Parent,
Process, Performance, and Price. Each pillar is evaluated when assessing a fund as well as the interaction between the pillars,
which we believe is crucial to understanding a fund’s overall merit.
People
The overall quality of a fund’s investment team is a significant key to its ability to deliver superior performance relative to its
benchmark and/or peers. Evaluating a fund’s investment team requires that analysts assess several relevant items including how
key decisions are made.
Parent
We believe the parent organization is of utmost importance in evaluating funds. The fund’s management set the tone for key
elements of our evaluation, including capacity management, risk management, recruitment and retention of talent, and incentive
pay. Beyond these operational areas, we prefer firms that have a culture of stewardship and put investors first to those that are
too heavily weighted to salesmanship.
Process
We look for funds with a performance objective and investment process (for both security selection and portfolio construction) that
is sensible, clearly defined, and repeatable. In addition, the portfolio should be constructed in a manner that is consistent with the
investment process and performance objective.
Performance
We do not believe past performance is necessarily predictive of future results, and this factor accordingly receives a relatively
small weighting in our evaluation process. In particular, we strive not to anchor on short-term performance. However, we do
believe that the evaluation of long-term return and risk patterns is vital to determining if a fund is delivering to our expectations.
Price
To reflect actual investor experience, price is evaluated within the context of the relevant market or cross-border region—for
example, the United States, Australia, Canada, or Europe. In recognition of differences in scale and distribution costs in various
markets, the level at which a fund is penalised for high fees or rewarded for low fees can vary with region. In Europe, for example,
funds are penalised if they land in the most expensive quintile of their Morningstar category and are rewarded if they land in the
cheapest quintile. The assessment is made using annual expense ratios, but in the case of funds with performance fees, expenses
are evaluated excluding any performance fees and then the structure of the performance fee is evaluated separately.
Morningstar Analyst Ratings
Morningstar Analyst Ratings are assigned on a five-tier scale running from Gold to Negative. The top three ratings, Gold, Silver,
and Bronze, all indicate that our analysts think highly of a fund; the difference between them corresponds to differences in the
level of analyst conviction in a fund’s ability to outperform its benchmark and peers through time, within the context of the level of
risk taken.

Œ
Represents funds that our analyst has the highest-conviction in for that given investment mandate. By giving a fund a Gold rating,
we are expressing an expectation that it will outperform its relevant performance benchmark and/or peer group within the context
of the level of risk taken over the long term (defined as a full market cycle or at least five years). To earn a Gold rating, a fund must
distinguish itself across the five pillars that are the basis for our analysis.

•
Represents funds our analyst has high-conviction in, but not in all of the five pillars. With those fundamental strengths, we expect
these funds will outperform their relevant performance benchmark and/or peer group within the context of the level of risk taken
over the long term (defined as a full market cycle or at least five years).

ª
Represents funds that have advantages that clearly outweigh any disadvantages across the pillars, giving analyst the conviction to
award them a positive rating. We expect these funds to beat their relevant performance benchmark and/ or peer group within the
context of the level of risk taken over a full market cycle (or at least five years).
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‰
Represents funds in which our analysts don’t have a strong positive or negative conviction. In our judgment, these funds are not
likely to deliver standout returns, but they aren’t likely to seriously underperform their relevant performance benchmark and/or
peer group either.

Á
Represents funds that possess at least one flaw that our analysts believe is likely to significantly hamper future performance, such
as high fees or an unstable management team. Because of these faults, we believe these funds are inferior to most competitors
and will likely underperform their relevant performance benchmark and/or peer group, within the context of the level of risk taken,
over a full market cycle.
Morningstar may also use two other designations in place of a rating:

ˆ
This designation means that a change that occurred with the fund or at the fund company requires further review to determine
the impact on the rating.

∏
This designation is used only where we are providing a report on a new strategy or on a strategy where there are no relevant
comparators, but where investors require information as to suitability.
For more information about our Analyst Rating methodology please go to http://corporate1.morningstar.com/ResearchLibrary/.
Morningstar Rating
The Morningstar Rating for funds is a proprietary data point that is quantitatively driven. Funds are rated from 1 to 5 stars based
on how well the fund performed (after adjusting for risk and accounting for sales charges) in comparison to similar funds. Within
each Morningstar Category, the top 10% of funds receive 5 stars and the bottom 10% receive 1 star. Funds are rated for up to
three time periods—three, five, and 10 years—and these ratings are combined to produce an overall star rating, which is noted
within the Report. Funds with less than three years of history are not rated. Morningstar Ratings are based entirely on a
mathematical evaluation of past performance. Star ratings are in no way to be considered a buy or sell signal nor should be
viewed as a statement of fact.

For Recipients in Australia: This Report has been issued and distributed in Australia by Morningstar Australasia Pty Ltd (ABN: 95
090 665 544; ASFL: 240892). Morningstar Australasia Pty Ltd is the provider of the general advice (‘the Service’) and takes
responsibility for the production of this report. The Service is provided through the research of investment products. To the extent
the Report contains general advice it has been prepared without reference to an investor’s objectives, financial situation or needs.
Investors should consider the advice in light of these matters and, if applicable, the relevant Product Disclosure Statement before
making any decision to invest. Refer to our Financial Services Guide (FSG) for more information at
www.morningstar.com.au/fsg.pdf.
For Recipients in Hong Kong: The Report is distributed by Morningstar Investment Management Asia Limited, which is regulated
by the Hong Kong Securities and Futures Commission to provide services to professional investors only. Neither Morningstar
Investment Management Asia Limited, nor its representatives, are acting or will be deemed to be acting as an investment advisor
to any recipients of this information unless expressly agreed to by Morningstar Investment Management Asia Limited. For
enquiries regarding this research, please contact a Morningstar Investment Management Asia Limited Licensed Representative at
https://shareholders.morningstar.com.
For Recipients in India: This Investment Research is issued by Morningstar Investment Adviser India Private Limited. Morningstar
Investment Adviser India Private Limited is registered with the Securities and Exchange Board of India (Registration number
INA000001357) and provides investment advice and research. Morningstar Investment Adviser India Private Limited has not been
the subject of any disciplinary action by SEBI or any other legal/regulatory body. Morningstar Investment Adviser India Private
Limited is a wholly owned subsidiary of Morningstar Investment Management LLC. In India, Morningstar Investment Adviser India
Private Limited has one associate, Morningstar India Private Limited, which provides data related services, financial data analysis
and software development.
The Research Analyst has not served as an officer, director or employee of the fund company within the last 12 months, nor has it
or its associates engaged in market making activity for the fund company.
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For Recipients in Japan: The Report is distributed by Ibbotson Associates Japan, Inc., which is regulated by Financial Services
Agency. Neither Ibbotson Associates Japan, Inc., nor its representatives, are acting or will be deemed to be acting as an
investment advisor to any recipients of this information.
For Recipients in Singapore: This Report is distributed by Morningstar Investment Adviser Singapore Pte Limited, which is
licensed by the Monetary Authority of Singapore to provide financial advisory services in Singapore. Investors should consult a
financial adviser regarding the suitability of any investment product, taking into account their specific investment objectives,
financial situation or particular needs, before making any investment decisions.
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About Morningstar Manager Research
Morningstar Manager Research provides independent, fundamental analysis on managed investment
strategies. Analyst views are expressed in the form of Morningstar Analyst Ratings, which are derived
through research of five key pillars—Process, Performance, Parent, People, and Price. A global research
team issues detailed Analyst Reports on strategies that span vehicle, asset class, and geography.
Analyst Ratings are subjective in nature and should not be used as the sole basis for investment
decisions. An Analyst Rating is an opinion, not a statement of fact, and is not intended to be nor is a
guarantee of future performance.
About Morningstar Manager Research Services
Morningstar Manager Research Services combines the firm's fund research reports, ratings, software,
tools, and proprietary data with access to Morningstar's manager research analysts. It complements
internal due-diligence functions for institutions such as banks, wealth managers, insurers, sovereign
wealth funds, pensions, endowments, and foundations. Morningstar’s manager research analysts are
employed by various wholly owned subsidiaries of Morningstar, Inc. including but not limited to
Morningstar Research Services LLC (USA), Morningstar UK Ltd, and Morningstar Australasia Pty Ltd.
For More Information
Jackie Beard
Director of Manager Research Services, EMEA
+44 20 3194-1133
Mike Laske
Product Manager, Manager Research Services, North America
+1 312 696-6394
Tim Murphy
Director of Manager Research Services, APAC
+61 2 9276 4436
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