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Introduction
Sustainable investing is generally understood to include any investment process that uses
environmental, social, and governance criteria to evaluate investments or to assess the societal impact
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of investments. Its focus is long-term, taking into consideration the interests of an extended sphere of
stakeholders and the environment. Sustainable investing emphasizes material ESG issues that contribute
to more-thorough financial analysis. It encourages direct investment in areas like renewable energy and
green technologies as the world transitions to a low-carbon economy. It also encourages moreresponsible corporate behavior, which results in firms reducing negative externalities, helps them attract
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and retain a competitive workforce, enhances their intangible value, and strengthens confidence in the
overall financial system.
Investment managers apply sustainability to their investment processes in a variety of ways. Some use
ESG criteria to narrow their investment universe, while others integrate ESG criteria alongside traditional
factors like quality, value, and momentum. Some focus on environmental sustainability themes. A
growing number of strategies aim to deliver impact alongside financial return by focusing on companies
that have a net positive impact on society. Many asset managers running ESG strategies actively engage
with companies on ESG issues and support or even sponsor shareholder resolutions in the proxy process.
For this review, I have defined the U.S. sustainable funds universe as those open-end funds and
exchange-traded portfolios that, by prospectus, either state that they consider ESG criteria as part of
their investment processes or indicate that they pursue a sustainability-related theme or that they seek
measurable sustainable impact alongside financial return. This definition excludes funds that only use
values-based exclusionary screening that is not related to sustainability issues. 1
At the end of 2018, I found 351 open-end and exchange-traded sustainable funds available to U.S.
investors. The group includes equity, fixed-income, allocation, and alternatives funds. Most are
diversified offerings that an investor could substitute for conventional funds that have no sustainability
focus without having to change an existing asset allocation. Some have a thematic emphasis, pursuing
an overarching sustainability theme (for example, low-carbon, women in leadership, or impact) within a

1 In other words, the report does not include funds that simply employ values-based criteria, such as exclusions of so-called “sin stocks,” like
tobacco, alcohol, and gambling, or that use faith-based criteria to restrict their investments. Certainly, there is a values-based dimension to
sustainable investing in the general recognition that investors can have an impact on creating a low-carbon global economy that works for more
people. Some sustainable funds also use values-based exclusions, but they do so in addition to the application of ESG criteria in their investment
process.
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diversified portfolio. Others are quasi-sector funds that focus on renewable energy and clean
technology. 2
This report examines the continued growth in the number and size of sustainable funds available to U.S.
investors and the funds' performance in 2018. It also proposes a taxonomy of sustainable funds that
investors can use to help them navigate this increasingly relevant and complex investment area.

5 Key Takeaways
The universe of sustainable funds continues to grow.
× The number of funds in this year's report has increased by almost 50%.
× A record number of new funds were launched in 2018 (tied with 2016).
× A greater number of existing funds are adding sustainability/ESG criteria to their prospectuses.

Despite unfavorable market conditions, sustainable funds attracted record net flows in 2018.
× 2018 was the third consecutive year of record flows.
× Average annual net flows in 2013–18 were more than 30 times greater than in 2009–12.

ETFs are approaching parity with open-end funds in the sustainable funds universe.
× Over the past three years, the number of new sustainable ETF launches nearly matches those of open-

end funds.
× Sustainable ETF net flows grew to 40% of overall sustainable fund flows in 2018 from 20% over the

previous two years.
Sustainable funds can be grouped into four general types:
× ESG Consideration: Funds that consider ESG alongside many other factors.
× ESG Integration: Funds that fully integrate ESG/sustainability criteria in all facets of their process.
× Impact: Funds that aim to deliver societal or environmental impact alongside financial returns.
× Sustainable Sector: Funds that focus on areas of the market that reflect the green economy.

Sustainable funds outperformed in 2018.
× Sixty-three percent of sustainable funds finished 2018 in the top half of their respective categories.
× Sustainable equity funds held up better than conventional peers in a negative market for stocks.

Growth of the U.S. Sustainable Funds Universe
The universe of sustainable mutual funds and ETFs in the United States continued its multiyear growth
trend in 2018, as asset managers positioned themselves to take advantage of growing investor interest.
In last year's report, we identified 235 sustainable funds. In 2018, the number of sustainable funds

2 A full list of funds in the report can be found in the Appendix.
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increased nearly 50% to 351. The list includes 37 newly launched funds and 63 existing funds that added
ESG criteria to their prospectuses for the first time in 2018. 3
The 37 newly launched sustainable funds in 2018 tied with 2016 for the most funds launched in a
calendar year. 4 Since the growth trend began in 2015, 133 funds have launched, representing 38% of
the funds in this year's report. The remaining funds in the report have either recently added ESG criteria
where none applied before or have been entirely repurposed as sustainable funds. Because many of
these funds have large asset bases, the total assets under management of the 351 funds reached $161
billion at the end of 2018. Excluding these funds and focusing only on those with more comprehensive
sustainability criteria results in total assets under management of $89 billion.

Exhibit 1 Sustainable Fund Launches: A Multiyear Growth Trend

Source: Morningstar Direct. Data as of 12/31/2018.

The new fund launches in 2018 were about evenly split between open-end funds and ETFs. Twentyeight are equity funds and nine are bond funds, but the latter significantly expand the fixed-income
choices for sustainable investors. Fidelity Sustainability Bond Index and iShares ESG U.S. Aggregate
Bond ETF provide additional passive intermediate-bond options. Three new launches focus on green

bonds: AllianzGI Green Bond, TIAA-CREF Green Bond, and iShares Global Green Bond ETF. UBS
Sustainable Development Bank Bond is impact-oriented, focusing on bonds issued by development

banks, such as the World Bank and the Inter-American Development Bank.
3 This year's total includes 14 funds that launched or added ESG criteria in late 2017, too late for last year’s report, and three older funds that were
inadvertently left out of last year’s report: Integrity Growth & Income, Guinness Atkinson Alternative Energy, and The Organics Fund. One fund
from last year’s report liquidated during 2017.
4 The Natixis Sustainable Future target-date series, launched in 2017, is counted as one fund launch, rather than 10, even though all 10 funds in the
series are counted in the overall list of 351.
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Several of the equity launches were impact- and engagement-oriented. UBS Engage For Impact focuses
on companies that integrate sustainability factors into their business models to create a competitive
advantage and actively engages with them on how to enhance their positive impact. Federated Hermes
SDG Engagement Equity focuses on smaller companies that make a positive social impact aligned with

the U.N. Sustainable Development Goals and will focus its engagement efforts on ways that its holdings
can further enhance their impact.
BlackRock and Vanguard weighed in with mainstream ESG equity offerings. In the aftermath of the
Parkland High School mass shootings, BlackRock launched iShares MSCI USA Small-Cap ESG Optimized
ETF to provide small-cap investors with a guns-free passive option where none existed before. Vanguard

launched two ETFs that rely on screening out nonrenewable energy, vice products, and weapons, but
they do not broadly incorporate company ESG metrics into portfolio constructions.
Flows. Despite significant market headwinds, sustainable funds pulled in nearly $5.5 billion in net flows
in 2018. 5 That marks the third consecutive year of record annual net flows to sustainable funds and
stands in stark contrast with the overall U.S. fund universe, which netted its lowest calendar-year flows
since 2008. 6 Stock market returns in 2018 were the worst since 2008, and bond market returns were the
worst since 2013, yet both ESG equity and bond funds garnered positive net flows. ESG bond funds set a
record for annual net flows. 7

Exhibit 2 Sustainable Fund Flows: A Decade of Growth

Source: Morningstar Direct. Data as of 12/31/2018.

5 The $5.5 billion does not include pre-existing funds that simply added ESG criteria to their existing investment process without completely
repurposing themselves.
6 Morningstar Direct Asset Flows Commentary: United States, December 2018.
7 Note that sustainable-fund flows constituted only about 3.5% of overall fund flows in 2018. Their $89 billion in assets under management
constituted only about 0.5% of overall fund AUM.
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Last year's showing continued a six-year string of significantly higher annual net flows for ESG funds in
the U.S., and this trend is accelerating. In the four years after the financial crisis, 2009–12, annual net
flows averaged only $136 million. From 2013–18, average annual net flows were more than 30 times
higher, at $4.4 billion, and for the past three years, annual net flows have averaged $5.2 billion.
In line with market trends, sustainable ETFs are beginning to reach parity with open-end funds. The ETF
universe of sustainable funds attracted more than $2 billion in net flows last year, doubling its 2017 total
and setting a record for the past decade. Prior to 2016, two thirds of the ETF universe of sustainable
funds consisted of sustainable sector funds. Over the past three years, ETF options have expanded
dramatically, with 52 ESG-oriented ETFs having been launched in the U.S. Forty of the new launches are
diversified equity funds, and seven are bond funds. With these newer ETF options starting to attract
flows in 2018, ETFs accounted for about 40% of overall net flows to sustainable funds. In the previous
two years, ETFs had accounted for only about 20% of overall net flows to sustainable funds.

Exhibit 3 ESG Open-End and ETF Flows: ETFs Gaining Ground

Source: Morningstar Direct. Data as of 12/31/2018.

The suite of ESG-focused ETFs from iShares drew the lion's share of ETF net flows. The 13 iShares funds,
including three launched during the year, attracted more than $1.5 billion in net flows in 2018. That is
more than two thirds of the overall net flows to the 74 ESG ETFs available in the U.S. last year and also
more than iShares ESG ETFs attracted in flows over the previous four years combined.
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Exhibit 4 iShares Dominates ESG ETF Flows

Source: Morningstar Direct. Data as of 12/31/2018.

Among the top 10 funds by ESG fund flows in 2018, the two funds attracting the most flows, TIAA-CREF
Social Choice Bond and Calvert Emerging Markets Equity, are actively managed; the other eight are

passively managed. While all funds in the top 10 have attractive performance records, the list is
exclusive to better-known asset managers with strong distribution capabilities.

Exhibit 5 Top 10 ESG Fund Flows in 2018

Source: Morningstar Direct. Data as of 12/31/2018.
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Repurposed Funds. Last year's report noted that asset managers had begun adding sustainability
criteria to the prospectuses of existing funds. While this had rarely happened prior to 2017, 32 funds
added sustainability criteria during 2017. 8 The trend gained considerable traction in 2018, with 62 funds
adding sustainability criteria.
In some cases, this resulted in a complete makeover with accompanying name changes, turning the
funds into full-fledged intentional sustainable investment offerings. In other cases, the funds simply
signaled that they now consider ESG factors as part of their overall investment process. Of the 62 funds
that added ESG or impact criteria to their prospectuses in 2018, 11 were completely repurposed into
sustainable funds and renamed to reflect their makeover.

Exhibit 6 Funds Repurposed in 2018

Source: Morningstar Direct. Data as of 12/31/2018.

Transforming funds into sustainable offerings is a way for asset managers to build their sustainable
investing business without creating new funds from scratch and having to wait for them to reach scale.
Because of the massive investor move to passively managed funds, many asset managers have an
inventory of actively managed funds that are unable to attract new assets at the rate they are losing
assets.
Putnam's retooling of two funds is a case in point. In May, Putnam Multi-Cap Value and Putnam MultiCap Growth became Putnam Sustainable Future and Putnam Sustainable Leaders, respectively. Both
funds had sizable asset bases, especially Multi-Cap Growth at $4.5 billion, but had been net flow
negative over the past decade. It may take a while for the new versions of these funds to attract net
positive flows, but that is less onerous for Putnam than launching new funds and building assets
from zero.

8 The earliest known instance of this occurred in 2013. Between 2013 and 2016, nine funds added sustainability criteria to their prospectuses.
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The remaining 51 other funds simply added ESG criteria to their prospectuses, indicating that they are
now formally considering ESG issues as one component of their security-selection process, which
otherwise remains unchanged. Aberdeen added ESG considerations to the prospectuses of all its 21
funds available in the U.S. J.P. Morgan and Morgan Stanley did the same for a significant number of
their funds. These "ESG consideration" strategies do not go as far in their commitment to sustainable
investing as those that have been completely retooled, but their growing number is an indication that
ESG consideration is becoming a standard part of many investment processes as asset managers have
developed ways to complement their existing approaches using ESG criteria.
Passive Funds. Passive funds now constitute about 30% of the sustainable funds in the U.S. Many are
designed to substitute for broad market index funds, while others focus on specific themes or sectors.
Sustainable investors now have plenty of choices to construct passive portfolios to meet a range of
asset-allocation needs. Sixty passive funds offer marketlike exposure to global, U.S., non-U.S., and
emerging-markets equities, and seven offer marketlike fixed-income exposure. The remainder focus on
impact themes or are sustainable-sector funds.

Exhibit 7 Diversified Passive ESG Funds

Source: Morningstar Direct. Data as of 12/31/2018.

Most broad-market passive funds base their security selection on company ESG ratings along with some
exclusions. The iShares funds, for example, track various MSCI ESG indexes and generally screen out
companies involved in the production of tobacco products, controversial weapons, and civilian firearms. 9
TIAA-CREF's Social Choice funds seek to achieve the return of the broad U.S. market with a portfolio of
companies that meet or exceed ESG performance standards and exclude companies significantly
involved in alcohol, tobacco, military weapons, firearms, nuclear power, and gambling. 10 Passive fixedincome funds are typically based on indexes that screen corporate issuers on the same ESG criteria that
are used in equity indexes and may include a more limited ESG evaluation of sovereign issuers.

9 https://www.ishares.com/us/library/stream-document?stream=reg&product=IUSESGU&shareClass=NA&documentId=1326602~1326600~926112~1315627~1380893&iframeUrlOverride=%2Fus%2Fliterature%2Fsummaryprospectus%2Fsp-ishares-msci-usa-esg-optimized-etf-8-31.pdf
10 http://connect.rightprospectus.com/TIAA/TADF/87244W300/SP
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Category Coverage. Investors can find sustainable funds in 65 Morningstar Categories. Equity funds
constitute 220 of the 351 funds. The biggest increases in 2018 were in international offerings, where the
number of diversified emerging-markets options doubled to 22 and foreign large-cap funds climbed to 35
from 22 the year before. The biggest single category is U.S. large blend, which increased to 51 funds in
2018 from 37. The number of taxable-bond funds increased significantly to 58 from 34 in 2017. The
group now includes 21 intermediate-term bond funds, up from 14 in 2017. Investors now have a
reasonable number of choices to construct comprehensive portfolios that span all key asset classes.

Exhibit 8 Sustainable Funds Span a Wide Range of Morningstar Categories

Source: Morningstar Direct. Data as of 12/31/2018.
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Exhibit 8 Sustainable Funds Span a Wide Range of Morningstar Categories (Continued)

Source: Morningstar Direct. Data as of 12/31/2018.

A Sustainable Funds Taxonomy
The growth of the sustainable funds universe has been accompanied by the development of a range of
specific approaches to sustainable investing. Each of the 351 sustainable funds in this report describes
its approach to ESG or sustainable investing in its prospectus. Based on that prospectus language, I
identified four broad types, that I call ESG Consideration, ESG Integration, Impact, and Sustainable
Sector.
ESG Consideration. Funds considering ESG are those that incorporate ESG without orienting their entire
investment process and outcomes around it. Many asset managers now say they consider ESG
information when making investment decisions. A recent survey of asset managers conducted by
Harvard Business School professors showed that more than 80% now consider ESG criteria when
making investment decisions and do so, not only because of growing client demand but because they
believe "ESG information is material to investment performance." 11

11 Amel-Zadeh, A., & Serafeim, G. "Why and How Investors Use ESG Information: Evidence from a Global Survey." Financial Analysts Journal, Vol. 74,
No. 3 (Third Quarter 2018), P. 87–103.
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An ESG consideration fund is one that uses ESG information to help inform its investment decisions, and
that has formalized its ESG consideration by noting it in the fund's prospectus. The prospectus for RBC
Emerging Markets Equity, for example, states simply:

“The Sub-Advisor takes environmental, social, and governance (‘ESG’) factors into account in
making investment decisions.” 12
JPMorgan U.S. Equity provides a more detailed description in its summary prospectus:

“As part of its investment process the advisor seeks to assess the impact of environmental,
social, and governance factors (including accounting and tax policies, disclosure and investor
communication, shareholder rights and remuneration policies) on the cash flows of many
companies in which it may invest to identify issuers that the advisor believes will be negatively
impacted by such factors relative to other issuers. These determinations may not be conclusive
and shares of such issuers may be purchased and retained by the fund.” 13
For ESG consideration funds, ESG criteria may or may not play a role in the selection of any specific
security, and ESG considerations generally do not come into play at the portfolio-construction stage.
Such funds typically do not use exclusionary screens, impact analysis, or engagement as a formal part of
their process. They are best thought of as funds that simply consider ESG information as relevant to a
more complete investment analysis.
The number of ESG consideration funds grew significantly in 2018, as 51 of the repurposed funds
discussed earlier added ESG to their prospectuses, including multiple offerings from Aberdeen, J.P.
Morgan, and Morgan Stanley. Of the funds in this report, 81 are ESG consideration funds, virtually all of
which have added ESG to their prospectuses since their launch. All are actively managed, and many
have large asset bases. Few if any of these funds are being actively marketed as ESG funds. Two funds
in this group were launched in 2018: Morgan Stanley Global Concentrated Real Estate and Nationwide
Maximum Diversification Emerging Markets Core Equity ETF. Many of the older funds have sizable

asset bases, as shown in Exhibit 9.

12 https://us.rbcgam.com/resources/docs/mutual-funds/pdf/prospectus/Prospectus_Global_Equity.pdf
13 https://am.jpmorgan.com/JPMorgan/TADF/4812a1183/SP?site=JPMorgan
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Exhibit 9 The 10 Largest ESG Consideration Funds

Source: Morningstar Direct. Data as of 12/31/2018.

ESG Integration. The largest number of sustainable funds fall into the ESG integration category. These
are funds that broadly integrate ESG criteria throughout their investment processes. They exhibit higher
levels of commitment to sustainable investing than do ESG consideration funds—in many cases, much
higher. The typical ESG integration fund's portfolio is tilted toward companies that its managers believe
are addressing material sustainability challenges in ways that will make them better investments and
away from companies that are not.
ESG integration funds are certainly not all alike. They may be active or passive, concentrated or broadly
diversified. They employ a range of specific investment styles. Some actively tilt portfolios toward
sustainability leaders, while others focus on weeding out laggards. Some apply sustainability criteria to
their sector or country exposure decisions, others construct market-like portfolios that focus security
selection on "best-in-class" companies. It's not uncommon for ESG integration funds to use some
exclusionary screens. Many also actively engage with the companies they own about ESG issues and are
willing to sponsor or co-sponsor shareholder resolutions, to vote in favor of ESG-related resolutions, and
to work together to promote sustainable finance more broadly. Most ESG integration funds are marketed
as sustainable offerings and include key terms like "ESG" or "sustainable" in their names.
The prospectus language for a typical ESG integration fund is far more expansive than that for an ESG
consideration fund. Compare the following language from the prospectus of JPMorgan Intrepid
Sustainable Equity with that of its sibling ESG consideration fund that was shown above:

“In managing the Fund, the adviser identifies companies that, in the adviser’s opinion,
generally approach environmental, social and corporate governance (ESG) practices in a
thoughtful manner while also having attractive value, quality and momentum characteristics.
The Fund seeks to invest in companies that, on a combined basis, appear attractive when
considering all of these financial and sustainability characteristics.
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The Fund defines ESG characteristics as follows:
Environmental
Companies that actively strive to reduce the negative impact of their business operations on the
environment. In this context, the adviser analyzes factors such as the company’s likely impact on
climate change, natural resource use, pollution and the use of clean technology
Social
Companies that consider the social impact of their business internally and externally. In this
context, the adviser reviews considerations such as worker safety, product safety and integrity,
healthier products, impact on the community and human rights
Governance
Companies that embrace corporate governance principles. In reviewing governance
characteristics, the adviser considers issues such as Board accountability and diversity,
shareholder rights, executive compensation, business ethics and government and public
policy.” 14
At 171 funds, the ESG integration group is the largest in this report. The group added 24 funds in 2018,
including 17 new launches. The 10 largest ESG integration funds are shown in Exhibit 11.
Exhibit 10 ESG Integration Funds Launched in 2018

Source: Morningstar Direct. Data as of 12/31/2018.

14 https://am.jpmorgan.com/JPMorgan/TADF/4812a1308/SP?site=JPMorgan
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Exhibit 11 The 10 Largest ESG Integration Funds

Source: Morningstar Direct. Data as of 12/31/2018.

Impact. Impact investing is generally defined as "investments made into companies, organizations, and
funds with the intention of generating social and environmental impact alongside a financial return." 15
Until recently, it has referred largely to investments made by high-net-worth and institutional investors
in impactful projects (through private-placement fixed-income instruments) or companies (through
venture capital or private equity). But the term resonates with fund investors, too, and a number of
sustainable funds attempt to generate and measure positive social and environmental returns alongside
financial returns. This is especially true for fixed-income funds, which can focus on bonds' use of
proceeds to direct their assets to green, affordable housing, or community-development projects.
Several municipal-bond funds have embraced impact, including Columbia U.S. Social Bond, Hartford
Municipal Opportunities ETF, and the recently repurposed Neuberger Berman Municipal Impact.

Impact funds are often focused on specific themes, such as low carbon, gender equity, or green bonds.
Some use the 17 U.N. Sustainable Development Goals as a framework for evaluating the overall impact
of their portfolio. While some impact funds downplay ESG evaluation in security selection in favor of
impact criteria, most employ ESG integration along with impact objectives. Increasingly, impact funds
are measuring and reporting on their impact to investors. 16 Not surprisingly, many are also using the
term “impact” in their names. The impact group is also growing, and a number of ESG integration
strategies have added impact criteria. This group numbers 60, including 17 that launched or added
impact criteria in 2018.

15 https://thegiin.org/impact-investing/
16 See, for example, Domini Impact Investment’s recent report on system-level impact: https://www.domini.com/uploads/files/reports/DominiImpact-Investments_Shifting-the-Investment-Paradigm.pdf
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Exhibit 12 Impact Funds Launched in 2018

Source: Morningstar Direct. Data as of 12/31/2018.

Exhibit 13 The 10 Largest Impact Funds

Source: Morningstar Direct. Data as of 12/31/2018.

Sustainable Sector. Offerings that focus on “green economy” industries like renewable energy, energy
efficiency, environmental services, water infrastructure, and green real estate are grouped as
sustainable sector funds. Green economy companies can be found across a variety of conventionally
defined sectors and, according to one estimate, they constitute 6% of global market cap. 17 Sustainable
sector funds were among the first sustainable ETFs, as 15 were launched between 2005 and 2008. The
group now totals 39, including five funds that launched in 2018.

17 https://www.ftserussell.com/sites/default/files/ftse_russell_investing_in_the_global_green_economy_busting_common_myths_may_2018.pdf
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Exhibit 14 Sustainable Sector Funds Launched in 2018

Source: Morningstar Direct. Data as of 12/31/2018.

Exhibit 15 The 10 Largest Sustainable Sector Funds

Source: Morningstar Direct. Data as of 12/31/2018.

Comparing the Four Sustainable Fund Types. Sustainable funds were sorted into the four groups
based on their investment process descriptions in their prospectuses. In this section, we examine
differences between the groups based on their actual behavior by looking at portfolio holdings and proxy
voting activity. We compare their Morningstar Sustainability Ratings; their Morningstar Low Carbon
designations; their exposures to two products that sustainable investors often prefer to avoid, namely,
tobacco and guns; and their support for ESG-related shareholder resolutions, which is one way to gauge
a fund's stewardship activities.
The Morningstar Sustainability Rating evaluates the ESG characteristics of fund holdings over the past
year and compares them with funds' global category peers. 18 Globes are awarded based on a normal
distribution within each category. Because ESG integration funds are the most explicit about using ESG
to evaluate securities and build portfolios, we would expect them to have better Sustainability Ratings
than the other fund types. As seen in Exhibit 16, that is indeed the case. Nearly 60% of ESG integration
18https://www.morningstar.com/content/dam/marketing/shared/research/methodology/744156_Morningstar_Sustainability_Rating_for_Funds_Me
thodology.pdf
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funds have 5-globe ratings (versus 10% in the overall universe of funds), and more than 75% have 4- or
5-globe ratings (versus one third in the universe). Only 7% have 1- or 2-globe ratings (versus one third in
the universe).

Exhibit 16 ESG Integration Funds Have Better Morningstar Sustainability Ratings

Source: Morningstar Direct. Data as of 12/31/2018.

By contrast, the distribution of globes for ESG consideration funds is much closer to that of the fund
universe, with only a slight skew toward better ratings. Among these funds, 42% earn 4 or 5 globes,
while 28% earn 1 or 2 globes. The lower overall globe ratings illustrate the lesser role that ESG plays in
their investment processes. While many impact funds use ESG criteria as ESG integration funds do,
others focus exclusively on impact. As a result, the globe ratings of impact funds do skew positive but
not as much so as those of ESG integration funds. Similarly, the globe ratings of sustainable sector funds
skew positive but not all these funds are broadly focused on ESG criteria.
In May, Morningstar introduced the Low Carbon designation for funds that have low levels of carbon
risk and low exposure to fossil fuel in their portfolios. 19 ESG consideration, ESG integration, and impact
funds were 2 to 3 times more likely to receive the Low Carbon designation than conventional funds. One
third of ESG integration and impact funds earned the Low Carbon designation, as did nearly a fourth of
ESG consideration funds. Only 10% of sustainable sector funds earned the designation because many
funds in that group do invest in companies with exposure to fossil fuel even though those same
companies may be involved in developing and using renewable energy.

19 https://s21.q4cdn.com/198919461/files/doc_news/2018/Morningstar-Low-Carbon-Designation-Methodology-Final.pdf
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Exhibit 17 More ESG Integration Funds Receive the Morningstar Low Carbon Designation

Source: Morningstar Direct. Data as of 12/31/2018.

While exclusions do not play as prominent of a role in sustainable investing as they have in the past,
many sustainable investors still wish to avoid certain products or types of businesses. Based on Exhibit
18, we see that ESG integration funds have less exposure to guns and tobacco than do the other groups,
with ESG consideration funds having the most exposure. That is especially true of tobacco—more than
half of the 81 ESG consideration funds have tobacco exposure, with an average portfolio weighting of
2.4%, nearly 5 times higher than that of ESG integration funds.

Exhibit 18 ESG Integration and Impact Funds Have Little Exposure to Tobacco and Guns

Source: Morningstar Direct. Data as of 12/31/2018.

Investment stewardship is an important facet of sustainable investing. It includes engagement with
companies through dialogue, proxy voting on ESG-related issues, and willingness to sponsor or cosponsor ESG-related shareholder resolutions. Using Morningstar's Fund Votes database, Exhibit 19
shows how often each type of sustainable fund voted for ESG-related shareholder resolutions during the
2018 proxy season. ESG integration funds supported these resolutions at a higher rate than did the other
groups, especially ESG consideration funds. The average ESG integration fund supported 66% of the
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ESG-related shareholder resolutions on which it cast a vote. Impact and sustainable sector funds, on
average, also supported a majority of the resolutions on which they voted. ESG consideration funds'
average support was 38%.

Exhibit 19 ESG Integration, Impact, and Sustainable Sector Funds Supported the Majority of ESG-Related
Shareholder Resolutions in 2018

Source: Morningstar Direct. Data as of 12/31/2018.

Overall, ESG integration funds get better Morningstar Sustainability Ratings, more Low Carbon
designations, have less exposure to guns and tobacco, and support ESG-related shareholder resolutions
to a greater degree than the other fund types. ESG consideration funds do least well in each of those
areas compared with the other three sustainable-funds groups, reflecting the fact that ESG
consideration funds have less of an overall commitment to sustainable investing.
Some impact funds do as well as ESG integration funds on these measures and essentially should be
considered "ESG integration + impact" funds. But other impact funds may focus on a specific theme
rather than taking a more comprehensive approach. A low-carbon impact fund, for example, may not
consider other ESG issues or avoid tobacco. A gender-equality fund may not consider carbon or have any
other product exclusions. A general impact fund may focus entirely on a specific impactful outcome or
on issuers that are producing new sustainable products without regard to company ESG performance or
exclusions. For their part, sustainable sector funds also span a range of commitment to sustainable
investing. Some are content to provide exposure to their areas of focus without evaluating the
companies for their overall ESG performance and without supporting ESG-related shareholder
resolutions.
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Performance
Sustainable funds, on average, outperformed on a relative basis in 2018. As shown in Exhibit 20, 63% of
sustainable funds finished in the top half of their respective categories, including 35% in the top
quartile. Only 37% finished in the bottom half, including just 18% in the bottom quartile. For equity funds
alone, the percentages were about the same, and there were no significant differences between ESG
consideration, ESG integration, and impact funds. 20

Exhibit 20 Most Sustainable Funds Ranked in the Top Half of Their Morningstar Category in 2018

Source: Morningstar Direct. Data as of 12/31/2018.

On the strength of last year's returns, 57% of sustainable funds now rank in the top half of their
categories over the trailing three years. For the trailing five years, 58% rank in their category's top half.
Last year's relative performance was better than in any of the previous three years. In 2017, 54% of
sustainable funds finished in the top half of their respective categories; in 2016, 55% did so, and in 2015,
57%. 21
Over the past four years, sustainable funds have held their own in up markets and outperformed in
down markets relative to their conventional peers. The worst relative showing for sustainable funds over
that period, although still above average, was 2017 when the S&P 500 was up 21.8%. The best relative
showing prior to 2018 was in 2015 when the S&P 500 barely managed a positive return.
While sustainable funds pursue a range of investment strategies, a common element among most—
particularly diversified equity funds—is the consideration of ESG criteria in their investment process.
This generally leads to a preference for companies that are managing material environmental and social
issues effectively and have strong corporate-governance practices. These tend to be lower-volatility,
higher-quality companies that hold up better in difficult market conditions.

20 Sustainable sector funds are difficult to evaluate relative to category because many of them are in the catchall miscellaneous sector category,
21 Sustainable Funds U.S. Landscape Report, January 2018, P.20.
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The performance of sustainable funds relative to the fund universe is consistent with evidence from
academic research, which suggests no systematic performance penalty associated with sustainable
investing and possible avenues for outperformance based on reduced risk or added alpha. 22 Because of
the variety of approaches that a fund manager can take to sustainability and to other facets of the
investment process, including passive funds optimized to minimize tracking error to conventional marketweighted indexes and differences in active-manager skill, consistent year-by-year outperformance by
sustainable funds relative to the fund universe seems unlikely, yet it has happened in each of the past
four calendar years.
Let's take a closer look at how sustainable funds performed in 2018 in the four Morningstar Categories
that have the most sustainable options:
U.S. Large Blend. Sustainable funds in the large-blend category outperformed conventional funds. Of
the 45 sustainable funds in the category that posted full-year returns, 27 finished in the top half of the
category, and 18 outperformed the S&P 500's negative 4.38% return. That's a 40% rate of outperforming
the S&P 500, compared with 25% for all funds in the category.

Exhibit 21 Top-Performing Sustainable Funds, U.S. Large Blend, 2018

Source: Morningstar Direct. Data as of 12/31/2018.

World Large Stock. The sustainable world large-stock group also outperformed in 2018. Of the 31
sustainable funds in the category that posted full-year returns, 20 finished in the top half of the category
and 15 outperformed the MSCI World Index's negative 8.7% return, for an outperformance rate of 52%
compared with 35% for the world large-stock category as a whole.

22 https://video.morningstar.com/ca/170717_SustainableInvesting.pdf
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Exhibit 22 Top-Performing Sustainable Funds, World Large Stock, 2018

Source: Morningstar Direct. Data as of 12/31/2018.

Diversified Emerging Markets. The sustainable emerging-markets group grew to 22 this year. Of the 17
funds with full-year records, only two beat the negative 14.6% return of the MSCI Emerging Markets
Index, although nine of the 17 finished in the top half of the diversified emerging-markets category.

Exhibit 23 Top-Performing Sustainable Funds, Diversified Emerging Markets, 2018

Source: Morningstar Direct. Data as of 12/31/2018.

Intermediate-Term Bond. The sustainable funds group now includes 21 U.S. intermediate-term bond
funds, 17 with full-year records. Six posted 2018 returns better than those of the Bloomberg Barclays
U.S. Aggregate Bond Index, a slightly higher outperformance rate than the category as a whole. Twelve
had returns that ranked in the category's top half.
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Exhibit 24 Top-Performing Sustainable Funds, Intermediate-Term Bond, 2018

Source: Morningstar Direct. Data as of 12/31/2018.

Conclusion
This survey of the U.S. sustainable funds landscape leads me to three broad conclusions. First, fund
investors now have a sufficient number of suitable sustainable fund options from which to choose,
enabling them to build broadly diversified portfolios. For years that was not the case. Investors could
find sustainable funds in U.S. large caps or global equities but had relatively few choices elsewhere. Not
anymore. There are sustainable funds available in 65 Morningstar Categories. For those who want to
build primarily passive portfolios, there are now plenty of ETF and open-end fund choices. Investor
choice will only become more robust over the next several years as the many recently launched
sustainable funds establish longer track records.
Second, the showing of sustainable funds in 2018 should help put to rest any lingering performance
fears, while underscoring the potential of sustainable funds to mitigate market volatility. In the first
negative year for equity markets since the financial crisis, more than 60% of sustainable funds finished
in the top half of their respective categories. Sustainable funds, of course, pursue a range of overall
investment approaches, so they should not be expected to uniformly outperform, but each year from
2015 to 2018, a clear majority of sustainable funds finished in the top half of their respective categories.
Finally, this year’s report underscores that sustainable funds come in several types. The recent growth in
the number of ESG consideration funds reflects the growing number of asset managers who are now
formally considering sustainability issues as part of their investment process. By contrast, ESG
integration funds are those that take a more thorough approach, building portfolios that reflect
sustainability factors and often include some exclusions, and engaging with issuers about ESG issues.
Impact funds, meanwhile, are growing as vehicles for achieving measurable social and environmental
impacts alongside financial return, while sustainable sector funds focus on the growing green economy.
Going forward, I expect more conventional funds to move into the ESG consideration group, and more
ESG integration funds to move toward impact. Sustainable sector funds should also experience growth
as more investors see opportunities in the low-carbon transition to a green economy.
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Sustainable funds have plenty of room to grow. Their assets under management and flows, though both
higher than ever before, remain tiny compared with the overall U.S. fund universe. While many financial
intermediaries have yet to fully embrace sustainable investing, more asset managers are realizing the
need to take account of sustainability factors in their investment processes, both for fiduciary reasons
and in response to growing investor demand. Much of the new demand is coming from younger
investors and women. They form an increasingly powerful investor segment with a higher level of
confidence in the long-term investment value of strong ESG practices and want their investments to
have a positive impact on the world. As their investable assets grow, more assets are likely to move into
sustainable funds.

K
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Appendix
Exhibit 25 Sustainable Funds Included in Report

Source: Morningstar Direct. Data as of 12/31/2018. *For funds with multiple share classes, the largest share class is shown. Returns, Category % Rank, and Morningstar Rating refer to largest share class.
**ESG Start Date shows the date a fund added ESG to its prospectus after its launch. ***Fund AUM includes all share classes of multiple share-class funds.
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Exhibit 25 Sustainable Funds Included in Report (Continued)

Source: Morningstar Direct. Data as of 12/31/2018. *For funds with multiple share classes, the largest share class is shown. Returns, Category % Rank, and Morningstar Rating refer to largest share class.
**ESG Start Date shows the date a fund added ESG to its prospectus after its launch. ***Fund AUM includes all share classes of multiple share-class funds.
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Exhibit 25 Sustainable Funds Included in Report (Continued)

Source: Morningstar Direct. Data as of 12/31/2018. *For funds with multiple share classes, the largest share class is shown. Returns, Category % Rank, and Morningstar Rating refer to largest share class.
**ESG Start Date shows the date a fund added ESG to its prospectus after its launch. ***Fund AUM includes all share classes of multiple share-class funds.
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Exhibit 25 Sustainable Funds Included in Report (Continued)

Source: Morningstar Direct. Data as of 12/31/2018. *For funds with multiple share classes, the largest share class is shown. Returns, Category % Rank, and Morningstar Rating refer to largest share class.
**ESG Start Date shows the date a fund added ESG to its prospectus after its launch. ***Fund AUM includes all share classes of multiple share-class funds.
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Exhibit 25 Sustainable Funds Included in Report (Continued)

Source: Morningstar Direct. Data as of 12/31/2018. *For funds with multiple share classes, the largest share class is shown. Returns, Category % Rank, and Morningstar Rating refer to largest share class.
**ESG Start Date shows the date a fund added ESG to its prospectus after its launch. ***Fund AUM includes all share classes of multiple share-class funds.
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Exhibit 25 Sustainable Funds Included in Report (Continued)

Source: Morningstar Direct. Data as of 12/31/2018. *For funds with multiple share classes, the largest share class is shown. Returns, Category % Rank, and Morningstar Rating refer to largest share class.
**ESG Start Date shows the date a fund added ESG to its prospectus after its launch. ***Fund AUM includes all share classes of multiple share-class funds.
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Exhibit 25 Sustainable Funds Included in Report (Continued)

Source: Morningstar Direct. Data as of 12/31/2018. *For funds with multiple share classes, the largest share class is shown. Returns, Category % Rank, and Morningstar Rating refer to largest share class.
**ESG Start Date shows the date a fund added ESG to its prospectus after its launch. ***Fund AUM includes all share classes of multiple share-class funds.
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Exhibit 25 Sustainable Funds Included in Report (Continued)

Source: Morningstar Direct. Data as of 12/31/2018. *For funds with multiple share classes, the largest share class is shown. Returns, Category % Rank, and Morningstar Rating refer to largest share class.
**ESG Start Date shows the date a fund added ESG to its prospectus after its launch. ***Fund AUM includes all share classes of multiple share-class funds.
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