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QUALITY OF FUND HOLDINGS paper published by MSCI ESG Research in March 2016.
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Service at esgclientservice@msci.com.

FUND TRANSPARENCY:
EXPLORING THE ESG QUALITY OF
FUND HOLDINGS
Laura Nishikawa, Matt Moscardi, Ken Frankel

March 2016

MARCH 2016

FUND TRANSPARENCY: EXPLORING THE ESG QUALITY OF FUND HOLDINGS | MARCH 2016

EXECUTIVE SUMMARY
In the next two decades, an estimated USD 30 trillion will be transferred between baby
boomers and millennials in the US, and women are estimated to control more than two
thirds of investment decisions in the retail space.1 These same investors are likely to be
younger and more likely to believe investments are a method to express social, political, or
environmental values than their baby boomer counterparts.2 To solve for the next
generation of investors’ demands for greater transparency around the ESG characteristics of
their investments, MSCI ESG Research is introducing the concept of ESG Quality with the
calculation of a Fund ESG Quality Score across over 21,000 mutual funds and ETFs. Funds
with higher scores are comprised of companies managing their ESG risks relative to industry
peers.

KEY FINDINGS3


We found that government bond funds and European equities scored highest on
ESG Quality, while small‐cap US, emerging market equity, and high yield bond
funds scored lowest. Variation also existed within peer sets – for example, we
found that Target Date funds with shorter time horizons tended to exhibit higher
ESG quality, while longer‐horizon funds exhibited lower ESG quality.



We found that 146 diversified US equity funds had over 10% exposure to
companies owning high‐impact fossil fuel reserves like coal or oil sands at potential
risk should climate regulations change.



Meanwhile, 1,051 US equity funds (USD 825 bn NAV) were virtually ‘fossil fuel
free’, even though very few of these funds – if any – were marketed as such.



We identified 3,158 funds across asset classes with significant exposure to
sustainable impact themes (like alternative energy, health care, nutrition),
representing nearly USD 1.8 trillion in net asset value. Of these, only 14% were
identified by MSCI ESG Research as specialized thematic or sector funds.



Over 6,900 equity funds representing 46% of equity funds analyzed had exposure
to companies that manufacture controversial weapons, such as cluster bombs and
land mines. The average exposure to these companies across all funds was 2.9%.

1

Accenture. The “Greater” Wealth Transfer – Capitalizing on the Intergenerational Shift in Wealth, 2012

2

US Trusts’ Insights on Wealth and Worth 2014

3

All fund data used was provided by Lipper and are as of March 1, 2016. US equity funds defined by Lipper as Equity US,
Equity US Income, and Equity US Sm&Mid Cap. MSCI defined “Fossil fuel free” as less than 1% of fund allocations to
companies with fossil fuel reserves and “significant” sustainable impact exposure as greater than or equal to 10%.
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INTRODUCTION
In 2014, there were 10,671 ETFs4 and mutual funds5 combined in the US alone, up more
than 24% since 2004. To follow Peter Lynch’s advice, “know what you own and why you
own it”6, is increasingly difficult, particularly for a new generation of investors with demand
for instant access to information that meets their specific preferences. The convergence
between demographic, technological, and ideological shifts, particularly for wealth
investors, is likely at least partially responsible for the shift in demand for more granular
portfolio transparency.
However, not all transparency is created equal. As technology enables investors to both ask
deeper questions of their managers and tailor investments to meet their specific
preferences, providing new depths of information will take new tools. Where wealth
advisors have traditionally relied on definitions of risk tolerance, time horizon, and liquidity
requirements with, potentially, some market capitalization, geographic market exposure, or
return preferences, ESG data can open the door for evolution in decision‐making processes
to create a wider degree of options to meet investor preferences.
MSCI ESG Fund Metrics are designed to help clients identify ESG risks and opportunities of
their funds and compares them with industry peers and benchmarks. The scores and metrics
provide insights across three dimensions:


Sustainable Impact; to measure fund exposure to companies that address core
environmental & social challenges,



Values Alignment; to screen funds for investments that align with ethical, religious
or political values



Risk; to understand fund exposure to ESG‐related risks,

4

http://www.icifactbook.org/fb_ch3.html

5

http://www.statista.com/statistics/255590/number‐of‐mutual‐fund‐companies‐in‐the‐united‐states/

6

http://www.marketwatch.com/story/peter‐lynch‐25‐years‐later‐its‐not‐just‐invest‐in‐what‐you‐know‐2015‐12‐28
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EXHIBIT 1: ESG TRANSPARENCY FRAMEWORK

Expressed
Preference

•Managers have a predetermined
mandate or desire for their
investments to meet certain ESG
or moral criteria.
"I want to avoid controversial
weapons in my investments"

Hidden
Preference

Optionality

•Managers act on a preference
revealed by transparency for
specific types of ESG criteria.
"Given this information, I prefer
to limit my fossil fuel exposure
rather than divest"

•Managers use ESG as a "tie‐
breaker" for similar funds or find
a broader range of funds that
meet a preference without
explicitly marketing it.
"I'll opt for the fund with more
positive upside, all things equal"

UNCOVERING PREFERENCE BY SOLVING THE TRANSPARENCY PROBLEM
ESG‐themed funds may already meet the needs of some investors who wish to align their
investments with their worldview, whether regarding the materiality of ESG trends, the role
of markets in financing solutions to world problems, or the alignment of investments with
ethical or religious values. However, a deficit of objective measurements of the ESG
characteristics of fund holdings leaves investors facing several important gaps.
Investors with expressed preferences have limited visibility in evaluating whether stated ESG
strategies translate into practice, or may find their options limited and may require
additional tools to identify eligible opportunities. A manager could ask, “does this fund
successfully avoid companies generating revenue from tobacco?” Other investors may have
hidden preferences, wherein visibility uncovers an investment strategy or tilt the investor
didn’t realize was possible. To wit, a manager with a desire to divest from fossil fuels could
find an alternate method to limit fossil fuel exposure, one they didn’t realize was possible.
While each of these cases illustrate how greater transparency can create a new decision
point for a wealth manager, transparency also serves as a tool for creating a wider pool of
options where product availability may be a limitation (for investors with preferences) or as
a differentiator for investors (for investors without preferences).
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While the growth of ESG investing continues apace for institutional investors – estimated by
the Global Sustainable Investment Association (GSIA) at 61% globally from 2012 to 2014,
(USD 13 trillion to USD 21 trillion) – the product options and reporting tools for wealth
investors have to date been limited. The GSIA estimated that the number of US mutual
funds explicitly using environmental, social, and governance factors stood at 456 by year
end 20147, which would represent just 5% of total available mutual fund product in the US
according to the Investment Company Fact Book.8 ESG data transparency may serve to
backfill this product option gap simply by “knowing what you own”, and more importantly,
what you could.

CREATING A USABLE TOOL FOR INSTITUTIONAL INVESTORS
To meet both the growing demand for data transparency and tools to improve reporting and
uncover investor preferences, MSCI ESG Research developed a scoring and metrics‐based
data set to communicate the overall “ESG quality” and specific ESG characteristics of a given
fund’s underlying holdings. In the process of doing so, we conducted client consultations to
understand use cases and concerns. Exhibit 2 highlights the clients we met by type and
location, and Exhibit 3 highlights a summary of our consultations.

7

http://www.ussif.org/Files/Publications/GSIA_Review.pdf

8

http://www.icifactbook.org/pdf/2015_factbook_1.pdf
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MEASURING THE ESG QUALITY OF FUNDS
We introduce MSCI’s Fund ESG Quality Score, which aggregates issuer‐level ESG scores to
provide an analysis of the overall ESG Quality of a fund’s underlying holdings.

We define ESG Quality as the ability of an issuer to manage key medium‐ to
long‐term risks and opportunities arising from environmental, social, and
governance factors.
We analyzed the ESG exposures of over 21,000 funds, all of which had at least ten holdings,
65% ESG ratings coverage, and holdings data provided within the last 12 months. The
average net asset value of funds analyzed was USD 469 million and the maximum was USD
175 billion. In total, mutual funds and ETFs constituting over USD 6.6 trillion were analyzed.9
EXHIBIT 4: THE UNIVERSE OF FUNDS IN COVERAGE

Source: MSCI ESG Research, results as of 3/1/2016, n = 23,164 funds. Coverage is subject to
change based on the availability of holdings data and matching ESG scores.

9

Data provided by Lipper as of March 1, 2016
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ESG QUALITY OF HOLDINGS VS ESG QUALITY OF MANAGER
Transparency around the ESG Quality of a fund’s holdings may be used by institutional
investors to complement their evaluation and due diligence of fund managers, for example
by providing them with objective tools and meaningful comparisons to facilitate a concrete
dialogue around a manager’s approach toward ESG incorporation.
However, ESG Quality Scores do not provide an indication of the quality of a fund manager’s
ESG strategy, capabilities, process, or intentionality. A high ESG Quality Score may be
accidental and may not indicate a consistent ESG integration approach or continued high
ESG quality of holdings going forward.
EXHIBIT 10: MANAGER VS. HOLDINGS ESG QUALITY
MANAGER ESG QUALITY*

HOLDINGS’ ESG QUALITY



ESG capabilities, experience, processes



ESG Quality of underlying holdings:



ESG integration strategy





ESG track record of manager

Ability of underlying holdings to manage medium‐ to long‐
term risks and opportunities related to ESG issues



Engagement strategy

* Not covered by MSCI’s ESG Fund Metrics

Furthermore, it is not always the case that an investor’s objectives are best met by a high
ESG quality portfolio. For example, it is possible that high ESG quality names are overvalued
and would not meet an investor’s financial objectives. Exhibit 11 illustrates archetypes of
common ESG investment approaches and suggests how they might be reflected in the ESG
Quality scores and supplemental data.
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EXHIBIT 5: UNDERSTANDING MSCI’S ESG QUALITY SCORE
The ESG Quality Score measures the ability of underlying holdings to manage key medium‐ to long‐term
risks and opportunities arising from environmental, social, and governance factors.
SCALE:

0‐10 Score
8‐10

Very high ESG quality – underlying holdings largely rank best in class globally based on
their exposure to and management of key ESG risks and opportunities

6‐8

High ESG quality – underlying holdings largely rank above average globally based on their
exposure to and management of key ESG risks and opportunities

4‐6

Average ESG quality – underlying holdings rank near the global peer average, or ESG
quality of underlying holdings is mixed

2‐4

Low ESG quality – underlying holdings largely rank below average globally based on their
exposure to and management of key ESG risks and opportunities

0‐2

Very low ESG quality – underlying holdings largely rank worst in class globally based on
their exposure to and management of key ESG risks and opportunities

ESG Quality Score Distribution

Source: MSCI ESG Research and Lipper, as of 3/1/2016, n = 14,949 equity funds, 5,108 bond funds.
Methodology:

Weighted average ESG Score of underlying issuers. Short positions, cash, and unrated
positions are excluded from consideration in the overall score.

Percentiles:

Percentiles are calculated based on the fund’s ESG Quality Score relative to all global
funds receiving a score, as well as relative to fund’s peer set as determined by the Lipper
Global category.

Underlying
Issuer‐Level
ESG Scores

‐
‐

0‐10 score relative to global same‐industry peers
Data‐driven model measures exposure to and management of Key ESG Issues
covering the following themes:
o Environment: Climate Change, Natural Capital, Pollution & Waste, Env Opportunities
o Social: Human Capital, Product Liability, Stakeholder Opposition, Soc Opportunities
o Governance: Corporate Governance, Corporate Behavior
‐ Based on industry‐specific weighting of Key ESG Issues
‐ Updated annually or when triggered by a significant event
‐ Covers over 6,000 issuers (including 198 sovereign countries), and 280,000 securities
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CONTACT US
esgclientservice@msci.com

AMERICAS

ABOUT MSCI ESG RESEARCH PRODUCTS
AND SERVICES

+ 1 212 804 5299
EUROPE, MIDDLE EAST & AFRICA
+ 44 20 7618 2510
ASIA PACIFIC
+ 612 9033 9339

MSCI ESG Research products and services
are provided by MSCI ESG Research Inc.,
and are designed to provide in‐depth
research, ratings and analysis of
environmental, social and governance‐
related business practices to companies
worldwide. ESG ratings, data and analysis
from MSCI ESG Research Inc. are also used
in the construction of the MSCI ESG
Indexes. MSCI ESG Research Inc. is a
Registered Investment Adviser under the
Investment Advisers Act of 1940 and a
subsidiary of MSCI Inc.

ABOUT MSCI
For more than 40 years, MSCI’s research‐
based indexes and analytics have helped
the world’s leading investors build and
manage better portfolios. Clients rely on
our offerings for deeper insights into the
drivers of performance and risk in their
portfolios, broad asset class coverage and
innovative research.
Our line of products and services includes
indexes, analytical models, data, real estate
benchmarks and ESG research.
MSCI serves 98 of the top 100 largest
money managers, according to the most
recent P&I ranking.
For more information, visit us at
www.msci.com.
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NOTICE AND
DISCLAIMER

This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is
the property of MSCI Inc. or its subsidiaries (collectively, “MSCI”), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making
or compiling any Information (collectively, with MSCI, the “Information Providers”) and is provided for informational purposes only. The Information
may not be modified, reverse‐engineered, reproduced or redisseminated in whole or in part without prior written permission from MSCI.
The Information may not be used to create derivative works or to verify or correct other data or information. For example (but without limitation),
the Information may not be used to create indexes, databases, risk models, analytics, software, or in connection with the issuing, offering,
sponsoring, managing or marketing of any securities, portfolios, financial products or other investment vehicles utilizing or based on, linked to,
tracking or otherwise derived from the Information or any other MSCI data, information, products or services.
The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information. NONE OF THE INFORMATION
PROVIDERS MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE
OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY
DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS,
NON‐INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE
INFORMATION.
Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider have any
liability regarding any of the Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages even if
notified of the possibility of such damages. The foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited,
including without limitation (as applicable), any liability for death or personal injury to the extent that such injury results from the negligence or
willful default of itself, its servants, agents or sub‐contractors.
Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance,
analysis, forecast or prediction. Past performance does not guarantee future results.
The Information should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees,
advisors and/or clients when making investment and other business decisions. All Information is impersonal and not tailored to the needs of any
person, entity or group of persons.
None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or
any trading strategy.
It is not possible to invest directly in an index. Exposure to an asset class or trading strategy or other category represented by an index is only
available through third party investable instruments (if any) based on that index. MSCI does not issue, sponsor, endorse, market, offer, review or
otherwise express any opinion regarding any fund, ETF, derivative or other security, investment, financial product or trading strategy that is based on,
linked to or seeks to provide an investment return related to the performance of any MSCI index (collectively, “Index Linked Investments”). MSCI
makes no assurance that any Index Linked Investments will accurately track index performance or provide positive investment returns. MSCI Inc. is
not an investment adviser or fiduciary and MSCI makes no representation regarding the advisability of investing in any Index Linked Investments.
Index returns do not represent the results of actual trading of investible assets/securities. MSCI maintains and calculates indexes, but does not
manage actual assets. Index returns do not reflect payment of any sales charges or fees an investor may pay to purchase the securities underlying the
index or Index Linked Investments. The imposition of these fees and charges would cause the performance of an Index Linked Investment to be
different than the MSCI index performance.
The Information may contain back tested data. Back‐tested performance is not actual performance, but is hypothetical. There are frequently
material differences between back tested performance results and actual results subsequently achieved by any investment strategy.
Constituents of MSCI equity indexes are listed companies, which are included in or excluded from the indexes according to the application of the
relevant index methodologies. Accordingly, constituents in MSCI equity indexes may include MSCI Inc., clients of MSCI or suppliers to MSCI. Inclusion
of a security within an MSCI index is not a recommendation by MSCI to buy, sell, or hold such security, nor is it considered to be investment advice.
Data and information produced by various affiliates of MSCI Inc., including MSCI ESG Research Inc. and Barra LLC, may be used in calculating certain
MSCI indexes. More information can be found in the relevant index methodologies on www.msci.com.
MSCI receives compensation in connection with licensing its indexes to third parties. MSCI Inc.’s revenue includes fees based on assets in Index
Linked Investments. Information can be found in MSCI Inc.’s company filings on the Investor Relations section of www.msci.com.
MSCI ESG Research Inc. is a Registered Investment Adviser under the Investment Advisers Act of 1940 and a subsidiary of MSCI Inc. Except with
respect to any applicable products or services from MSCI ESG Research, neither MSCI nor any of its products or services recommends, endorses,
approves or otherwise expresses any opinion regarding any issuer, securities, financial products or instruments or trading strategies and MSCI’s
products or services are not intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment
decision and may not be relied on as such. Issuers mentioned or included in any MSCI ESG Research materials may include MSCI Inc., clients of MSCI
or suppliers to MSCI, and may also purchase research or other products or services from MSCI ESG Research. MSCI ESG Research materials, including
materials utilized in any MSCI ESG Indexes or other products, have not been submitted to, nor received approval from, the United States Securities
and Exchange Commission or any other regulatory body.
Any use of or access to products, services or information of MSCI requires a license from MSCI. MSCI, Barra, RiskMetrics, IPD, FEA, InvestorForce, and
other MSCI brands and product names are the trademarks, service marks, or registered trademarks of MSCI or its subsidiaries in the United States
and other jurisdictions. The Global Industry Classification Standard (GICS) was developed by and is the exclusive property of MSCI and Standard &
Poor’s. “Global Industry Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s.
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