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Introduction
E

nvironmental, social and governance (ESG) investing has exploded in recent years supported by
regulatory tailwinds and a more socially-conscious investor set.
As the threat to the environment becomes more apparent by the day, investors are increasingly turning
to sustainable products as a way of expressing their personal values.
As a result, assets in sustainable investments have risen dramatically over the past few years jumping
34% to over $30trn, as at the end of 2019, according to the Global Sustainable Investment Alliance (GSIA).
In this context, ETFs offer investors the perfect tool to express these values through their rules-based
approach. By knowing exactly what the ETF will invest in, investors can decide which strategy suits their
values the best.
A recent survey of institutional investors conducted by Invesco found 55% of respondents believe the
majority of their ESG investments will be held within ETFs over the next five years.
These views are already starting to be reflected in the numbers with investors piling a record €22bn
into ESG ETFs in Europe so far this year taking total assets to €54.2bn, according to data from Morningstar.
However, investing sustainably through a rules-based approach does not come without its challenges.
The sharp rise in assets has led to a phenomenon called ‘greenwashing’ – the process of making
misleading claims about a sustainable strategy – which is arguably the biggest issue with ESG investing.
Regulators are acutely aware of the issues involved and steps have been taken to address these the
problems at had however controversial companies or high greenhouse gap emitters continue to appear
in ESG ETFs.
Last year, a number of oil and gas and even gun stocks were found in two of Vanguard’s ESG ETFs in
the US while earlier this year Exxon still remains in the S&P 500 ESG index despite the company planning
to increase its carbon dioxide emissions by as much as the entire output of Greece.
With the majority of ESG ETFs tracking indices, many of the discrepancies seen in these strategies can
be traced back to the methodologies used by index providers.
How can a gun stock end up in the portfolio of an ESG investor? The simple answer is there are a
variety of steps taken before the index is created.
First the company needs to be given an ESG score. Given there are over 200 ESG data providers in
the market, this can lead to a huge divergence in scores.
While this divergence is scores does allow investors to access a variety of opinions, it has caused
disclosure standards to slip.
Highlighting this, as MSCI, one of the largest ESG data providers, takes an industry average score if a
company provides no ESG data, all that company has to do is reveal the areas it scores well in and fail
to disclose its poor scoring areas.
The murky world of disclosure standards, as explored in this report, is certainly one area where
regulators need to renew their focus.
The report also looks at the way different ESG data providers weight companies, the index construction
decisions taken by index providers and the current state of the ESG ETF landscape.
We hope to provide investors with further concrete understanding about the different ESG data
providers and how this impacts the indices and subsequently the ETFs created.

Tom Eckett
Deputy Editor
ETF Stream
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Executive Summary
T
he findings in this report offer a step by step guide into
the biggest issues and opportunities facing the ESG
ETF space from the way data is collected and used to
how ESG indices and ETFs are created as a result. While
previous reports have delved into these separate areas,
there is yet to be research that has provided a holistic
view of the entire process from data collection to ESG
ETF creation while also studying the rapidly developing
regulatory environment in Europe.
This is done in four distinct sections. Section 1 takes a
deep dive into the extensive ESG data landscape. With
more than 125 ESG data providers operating globally, the
industry diverges hugely on both the way it collects data
from individual companies and each firm subsequently
interprets it. Anecdotally, the world’s largest ESG provider
MSCI takes an industry average score when collecting
data from individual companies while Refinitiv leaves the
score blank until it is provided with the specific data.
The section concludes by stating that differences in
scoring is, in fact, a positive for the ESG industry as it
enables investors to access a variety of opinions and
select the one that is most suited to their ethics and beliefs.
However, where the big issue lies is in the disclosure
standards for individual companies. Currently, businesses
only have to submit ESG data voluntarily which can leave
big holes when data providers are looking to assess
certain companies. The section concludes by calling for
stricter regulations around disclosure standards so data
providers and subsequently investors can have a better
view of how individual companies are actually performing
from an ESG perspective.
Section 2 moves on to the way index providers take
huge amount of data from the ESG data providers and
create indices. The number of ESG indices are growing
at a rate not seen before across any asset class in the
index provider space. According to the Index Industry
Association, there was a 40% increase in ESG indices
over the past year, the highest year-on-year increase in
any major class, highlighting the rapid growth the space
is seeing. However, how these indices are created varies
entirely depending on which index provider is creating the
strategy.
While there is a huge array of ESG data providers, the
number of index providers operating in the ESG space
at any meaningful level is relatively small compared.
Depending on which index provider investors choose
through their ETF selection effectively decides what their
sustainable philosophy is. As State Street Global Advisors
highlighted: “Differing methodologies have implications
for investors. In choosing a particular provider, investors

are, in effect, aligning themselves with that company’s
ESG investment philosophy in terms of data acquisition,
materiality, and aggregation and weighting.
“This choice is complicated by the lack of transparency
into those methodologies. Most data providers treat their
methodologies as proprietary information. By relying on an
ESG data provider’s score, asset owners are taking on the
perspectives of that provider without a full understanding
of how the provider arrived at those conclusions.”
The section concludes by arguing this fundamental
challenge to passive ESG investors is one of the biggest
challenges facing everyone interested in the growth of
ESG from retail investors to index providers and regulators.
Following on from this analysis on index providers and
the data inputs they use, section 3 analyses the European
ESG ETF landscape in its current form, the big players and
the future trends set to dominate the space over the next
five years. The ESG ETF ecosystem has exploded over
the past few years. According to data from Morningstar,
there have been a record 72 ESG ETF launches in Europe
this year alone, as at 30 October. This is 28 more than
the previous record set in 2018 and up from 33 product
launches last year. Additionally, ESG ETF assets have
nearly doubled to €54.2bn so far this year and have seen
record inflows of €22bn despite the coronavirus turmoil
where all asset classes except ESG ETFs saw outflows.
Dissecting this further, the ESG ETF ecosystem can be
broken down into four main categories; exclusion, best-inclass, full integration and thematic. The section notes how
the exclusionary approach, which was the most popular
during the early 2010s, is now the least popular as investors
look for a more rigorous approach when they look for ESG
exposures. In terms of future trends, the section predicts
the rise of impact investing in the ETF space despite the
potential hurdles and sees more thematic ETFs coming to
market as the space expands further.
Section 4 takes a deep dive into the regulatory
developments taking place in Europe and what the key
focuses of the European Union is, in particular, such as
the EU Taxonomy and the EU Ecolabel schemes. The
lack of transparency in the ESG data provider space has
left investors sceptical about fully integrating sustainable
factors within their portfolios. As a result, new regulations
in the ESG data space are needed in order to improve
company reporting standards. This will subsequently
markedly improve the quality of data being inputted into
ESG indices and in turn ETFs. The sector concludes by
predicting further regulation in the social and governance
aspects of ESG in response to growing market demands.
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Section 1

ESG Data Providers: Methodologies
and Divergence In Scoring

There are more than 125 ESG data providers operating globally. Keltoum Zniber examines the
differences in approaches and the key issues facing the industry.

E

SG are the three main factors measuring a company’s
sustainability and societal impact. Its performance has a
significant impact on how it is viewed externally by investors
and media. Financial institutions integrate ESG into portfolio
selection and analysis, index construction, equity research,
screening or quantitative analysis, making it a critical part of the
investment process.
Because of the current pressing situation on an environmental
and social level, interest in this type of data has skyrocketed
recently. Countries around the world are demanding for better
gender equality, improved working conditions, and a real solution
for climate change which puts governments under pressure to
implement stricter regulations. Even more so with Covid-19 which
has highlighted the growing opportunity for ESG data.
More than 125 ESG data providers were operating globally in
2016, according to the Global Initiative for Sustainability Ratings.
Out of the total global spend on ESG data, over 60% is driven
by Europe followed by 30% in North America and a smaller
portion in Asia. (Opimas) In 2020, the number of providers has
seen a significant rise while the ESG data market is estimated
at $2.2 billion and expected to grow over $5 billion by 2025
(EF). According to a study by Facteset, sustainable investments
account for more than $30 trillion in global AUM. (Factset, SSGA,
HBR)
With the continuous rise of ESG, many financial institutions
have acquired data vendors in the last few years such as
Moody’s majority stake of Vigeo Eiris, and Morningstar’s 100%
buy out of Sustainalytics announced earlier this year. ESG data is
seen as fundamental data and an inherent part of the mainstream
financial process.
One critical challenge for investors is understanding the key
differences providers use to assess these ratings. Investors are

skeptical of the actual value of ESG data due to its qualitative
nature.
This report investigates the differences observed in
environmental, social and governance (ESG) ratings across
providers. Based on data from leading ESG data providers, we
will be exploring the main factors leading to such discrepancies
in scoring. The first section is an overview of each ESG data
provider’s methodology: Sustainalytics, Vigeo Eiris, Refinitiv,
FTSE Russell, and MSCI.
The second section will uncover the reasons behind the
disparity in scoring across firms which are primarily, scope of
categories, materiality and weighting and data collection.

An overview of the methodologies used by
data providers

The leading global data providers have similar methodologies
when it comes to capturing data and attributing a score to a
company. Companies are assessed across an array of categories
which all include a set of indicators. Each category or indicator is
then weighted differently per industry, based on the importance
allotted to either environmental (E), social (S), governance (G).
Data providers are also responding to rapidly evolving market
conditions and ensure scoring systems are up to date with the
sustainable finance industry.

Sustainalytics

Sustainalytics' flagship product, ESG Risk Ratings, provides
a quantitative measure of a company’s unmanaged ESG risks.
Based on the final scoring, companies are then grouped into one
out of five categories (negligible, low, medium, high severe). ESG
Risk Ratings contain three building blocks that contribute to the
overall and final rating - Corporate Governance, Material ESG

8

Section 1: ESG Data Providers
risks and opportunities. These include SDG assessments, Global
Compact assessments, Controversy Risk assessments amongst
others. More recently, Vigeo Eiris introduced ‘AI’ as a new criteria
in its rating process.

Refinitiv

Issues (MEIs), and Idiosyncratic ESG issues.
Material ESG Issues being a topic or set of topics needing
oversight. For instance, topics of employee recruitment, diversity
and labour relations fall under the Material ESG Issue of Human
Capital. The assessment of material ESG Issues and Corporate
Governance Issues are assessed at a sub-industry level and
form the core of Sustainalytics' methodology. On the other hand,
Idiosyncratic ESG issues become material only for the company
itself and not the whole sub-industry the company is part of.
These issues are often event driven and unpredictable, such as
accounting scandals.
Aside from ESG Risk Ratings, the award winning firm
offers various other products such as Carbon Risk Ratings,
Controversies Research and Country Risk Ratings. One of
its most recent offerings is the ESG Data offering launched in
February 2019 designed for more sophisticated investors. It uses
more than 220 indicators and 450 fields, assessing over 11,000
companies.

Vigeo Eiris

At Vigeo Eiris, companies are rated on an ESG framework
comprising six domains: Corporate Governance, Business
Behavior, Environment, Human Rights, Human Resources and
Community Involvement. Each domain is made up of a number
of criteria (e.g: Corruption, Executive Remuneration), totaling
38 across all domains which are then assessed through 330
indicators.
Vigeo Eiris bases the weighting of categories by industry and
assess the company’s sustainable impact and risk management.
During the rating process, the analyst looks into the relevance
of commitment, deployment of commitment and outcome and
impact for each indicator, regardless of the weighting.
Information is collected using publicly available data including
annual reports, press releases etc. This is complemented with
data from external providers, news alerts and information from
non-profits such as the CDP (Environmental Disclosure Project).
The analyst also interviews the company’s stakeholders or
management to verify information and in some cases, this
includes site visits. Companies also have a chance to provide
updated reports before the rating process.
ESG data research provides over 500 data points and covers
over 5000 companies globally.
In addition to rating companies on their ESG performance,
Vigeo Eiris provides a number of solutions for investors to manage

Refinitiv’s ESG database goes back to 2002 and covers over
70% of global market cap, across more than 450 ESG metrics.
ESG scores at Refitnitiv are based on 10 main themes across
the three core pillars which are Environmental: emissions,
innovation, resource use; Social: human rights, community,
product responsibility, workforce; and Governance: CSR strategy,
management and shareholders. 450 measures are then collected
and calculated to make up the ESG Score.
An ESGC (Environmental, Social Governance Combined) score
is also provided which overlays with controversies (Controversy
Score, providing a complete evaluation of the company’s
activities and sustainable impact in its industry. The scores are
also based on relative performance with the company’s sector
(E,S) and country of incorporation for G (governance). Refinitiv
addresses the market cap bias by adjusting controversy scores
based on size.
Refinitiv’s scoring methodology has a number of key
calculation principles which include transparency stimulation,
materiality weightings, industry and country benchmarks, ESG
Controversies overlay and percentile rank scoring methodology.

FTSE Russell

FTSE Russell, one of the leading global index providers
and a big player in the ETF space, provides ESG data ratings
for thousands of companies. It measures companies’ risks to the
three pillars - Environmental, Social, Governance - built on 14
themes and over 300 indicators.
Higher exposure companies are weighted differently to
lower exposure companies at every level of the scoring process.
Although 300 indicators are available in the FTSE Russell model,
each company ends up with 125 relevant indicators with each
Theme containing 10-35. Indicators are made of qualitative
measures of a company’s governance, quantitative measures of a
company’s data disclosure, sector specific measures, geography
specific measures and performance measures.
Peer relatives scores are also available for all ratings. They
are calculated by comparing scores of companies in the same
FTSE Industry Classification Benchmark (ICB) Supersector
on a percentile level - 1 being at the bottom spectrum of ESG
performance.
To assess a company’s ESG risk and performance, analysts
use publicly available data such as annual reports, corporate
social responsibility reports. Companies also have a chance to
provide updated reports before the rating process. The Rating
is also subject to a quality check via a combination of analyst
reviews and automated checks.

MSCI

MSCI ESG data rating model covers the three core pillars,
(environmental, social, governance) with 10 themes and 37 key
issues. Scores are based on an AAA-CCC scale and ESG ratings
relative to industry peers.
Companies are assessed on their exposure (at an industry
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level) and management approach. Key Issues are then identified
for each industry and then weighted accordingly in order to
obtain the overall ESG rating. Two main factors are considered in
the weightings which are - the contribution of the industry to ESG
and the ‘timeline within which we expect that risk or opportunity
for companies in the industry to materialize.” (MSCI) It is worth
adding that MSCI has a granular approach to its scoring as it not
only adjusts the weighting of key issues by industry but looks at
each individual’s company’s exposure to each issue as well.
Additionally, controversies are reviewed and adjusted at
an indicator or key issue level. Analysts deduct greater points
for controversies that could pose future material risks for the
company versus recent performance. Key Issues and weightings
are reviewed annually and updated accordingly.
On top of publicly available reports and data, MSCI used
alternative data to complement its rating. According to them,
“only 35% of the data inputs in our MSCI ESG Ratings model are
derived from voluntary ESG disclosures”. (MSCIALT)

Different factors or indicators
are considered to establish a
measurement process to reflect the
firm’s interpretation of corporate
sustainability. This is the foundational
difference in why providers end up
scoring the same companies differently.
II.ESG data providers: Differences in scoring

The recent global political climate has brought renewed
interest in social factors such as community involvement bringing

diversity to the market and reminding investors that social and
governmental factors are as important as environmental ones.
While ESG’s popularity is growing, investors remain skeptical
on the divergence in scoring they observe across data providers.
This is often seen as the cause of a lack of global standardization
and lack of transparency. However, ESG data providers argue
that the divergence in scoring brings more diversity to the market
and access to varying opinions is an asset for investors.
In 2019, State Street produced a research delineating the
divergence in scoring across four data providers which are
Sustainlytics, MSCI, RobecoSam and Bloomberg ESG. This
was done after an 18 month due diligence process where they
examined the cross-sectional correlations using the MSCI World
Index. As seen in the chart below, there was a correlation of 0.53
among MSCI and Sustainlytics in their ESG Scoring. (SSGA)
Figure 1: ESG Scores are Different Across Providers (Cross
Sectional Correlation for Constituents of the MSCI World Index,
June 30, 2017) Source: StateStreet
The average correlation amongst rating agencies of 0.54
was further confirmed with another study produced by MIT in
2019. Average ratings were found to range from 0.38-0.71 with
Sustainlytics and Vigeo Eiris having the highest correlation.
(SSRN)
The main drivers leading to these inconsistencies throughout
the whole value chain are found to be scope of categories,
materiality and weighting, and data collection supplemented by
the lack of transparency in the ESG data market

Scope of categories

Due to varying interpretations of what ESG actually is, different
categories are deemed important to assessing a company’s ESG
impact. Each category has a set of subcategories and indicators
for each subcategory which also varies from firm to firm. It can
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then be argued that the end result, the scoring from 0-100, is
not necessarily different across agencies since companies are
actually being rated on different factors.
In addition, some categories or criteria are deactivated by
some firms which deem them irrelevant to the industry whereas
other firms value certain categories regardless of industry. One
example is women’s equality in the workplace which is a factor
assessed by most (if not all) providers. However, this factor
can sometimes be deactivated on a subtle level for certain
industries where it is deemed not relevant. In other words,
when no information is published on the number of women
working in a mining company, one provider might deactivate this
indicator whereas another will penalize the company for lack of
transparency.
Another example is the lack of flexibility in some rating
models. While Firm 1 divides indicators, themes or categories at
industry level, Firm 2 will do that first then look at each company
individually. This means that for Firm 2, while companies are
assessed on the same basis because they belong to the same
industry, they still might be rated on different indicators.
There is also the negative screening approach where certain
components are intentionally excluded (i.e tobacco, alcohol,
pornography) or included (i.e community service). This can
sometimes be seen as biased, reducing choices for investors.
Different factors or indicators are considered to establish
a measurement process to reflect the firm’s interpretation of
corporate sustainability. This is the foundational difference in
why providers end up scoring the same companies differently.
The varying view of what ESG is and what it means in the market
is apparently desirable due to the different interpretations of
corporate sustainability.

Materiality and weighting

Very similar to the scope of categories, materiality refers to
the relevance of environmental, governmental or social factors to
a company’s performance. Certain factors are considered more
impactful on different industries so once the overall score is
aggregated per category, these factors are weighted accordingly
before calculating a final ESG score.
Rating agencies each have their own materiality process
where more weight is assigned at different levels.
Example 1: Usually, companies are rated on a set of indicators
which are built on themes or categories making up the core
pillars of ESG. For some firms, weighting is attributed on a pillar
level (environmental vs social vs governance) while others weigh
on a category and even indicator level. This results in completely
different results for the same company.
Example 2: Data providers methodologies reflect the
regulatory frameworks in place such as the UN SDGs or
SASB. However, this leads to some providers preferring to
use measurable factors only - as per the SASB. This means
that, dependent on industry, only measurable factors that are
financially material are rated or given more weight. For example,
in the mining industry, financially material factors would be
greenhouse gas emissions, or water consumption. Non-material
factors (i.e. accidents in the workplace) are then not considered
as important while other firms assess social impact just as much
as environmental. So while some providers value financially
material factors only others assess a company’s impact beyond
mere economic value.
While environmental and social are usually weighed
by industry, governance has a fixed ‘weight’ among many
rating agencies. This does not take into account the distinct
governance models across countries nor the level of regulations
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on transparency and disclosure for developing vs developed
countries.
The different weightings are completely subjective to the firm
and what values it aligns itself with the most.
ESG data providers have different points of views on what
is considered to be material to an ESG rating, which is closely
related to the next point of divergence, data collection.

Data collection

Rating agencies use publicly available data such as annual
reports, sustainability reports which are disclosed by the
companies themselves. Other public sources (i.e. government,
NGOs) are also used as well as any information obtained through
direct contact with the company. This is usually done through
auditing, questionnaires and interviews.
However, not all rating agencies use the same data to
determine a company’s ESG performance. Once again, this
can often lead firms to use different data when assessing a
company’s performance. For example, while certain firms assess
a company solely based on publicly available data, others
interview or audit the company in question which reveals data
may have been missed. Also, some rating agencies only refer to
publicly available data rather than company reports. And when it
comes to data compiled from interviews or audits, various data
providers use an automated approach versus. Automation, at
its simplest form, can fail to capture relevant information as ESG
performance cannot solely be assessed based on ‘yes’ or ‘no
answers’.
Additionally, the rise of alternative data has led to many
providers incorporating it as a substantial part of their rating
process. By overlaying alternative data with their existing
methodologies, rating agencies can provide a fresh and
independent perspective to assessing a company’s sustainability
performance. For example, MSCI claims that approximately 45%
of its data comes from alternative data sources. (MEI) While many

providers buy alternative data from external vendors, some have
in-house capabilities of capturing data utilising AI tech to extract
unstructured data.
Finally, in the case that no data is available, data providers
have different approaches. Firm 1 could penalize the company
in question, Firm 2 could deactivate the criteria, and Firm 3
could use proxies or industry averages. Basing company scoring
on industry averages can convey inaccurate analyses on
environmental and social impact of both the company and the
industry itself.
While some providers penalize companies for lack of
transparency, others overlook it leading to a lack of accountability
which is detrimental to the evolution of the sustainable finance
market.

Rating frequency

In addition to data collection, the rating frequency also varies
among firms. While some rating agencies score companies on an
annual basis, others update the scoring every 6 months or so, in
response to positive or negative updates, usually through social
sentiment data or news alerts. Annual ratings can overlook these
positive or negative updates or only take them into consideration
in the next rating process which then provides erroneous ESG
assessments. There is no wrong or right answer, but this means
that differences in scoring can sometimes simply result from a
lag in some firms incorporating new ESG factors to the scoring.
Frequency in rating is a quite simple fix and yet remains one of
the biggest factors behind this disparity in scoring.

Conclusion

Based on an extensive research on academic studies
produced, interviews with experts in the field and public reports,
scope of categories, materiality and weighting and data collection
are considered the main drivers behind the divergence in scoring
among companies. However, various other factors also contribute
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Although financial institutions and
investment managers view the rating
discrepancies as inconsistent and
sometimes unreliable, academics and
ESG data providers see this as having a
positive impact.
to this difference which are somewhat less obvious and often
overlooked. This includes the ‘rater effect’ or rater bias (SSRN)
which influences the overall scoring. Studies have found that a
rater attributing a high score to a company in a certain category is
more inclined to assign high scores across all categories (SSRN).
Another important factor is the comprehensiveness of the
rating process. While some firms attribute positive or negative
scores simply for disclosing information, others hold companies
accountable for actions or steps taken. For example, under the
Human RIghts criteria, Firm 1 will assess a company for signing
the UN Global Compact while Firm 2 will assess the company’s
accountability and actions taken as well.
Although financial institutions and investment managers
view the rating discrepancies as inconsistent and sometimes
unreliable, academics and ESG data providers see this as having
a positive impact given the different interpretations of corporate
sustainability. In fact, they argue that financial ratings also differ
amongst financial data providers.
Fouad Benseddik, founding member of Vigeo Eiris and former
head of ESG methodology shares that financial ratings and ESG
ratings are “two disciplines that are distinct and complementary,
enabling investors, directors and executives to improve their
ability to identify systemic risks, to strengthen dialogue with their

stakeholders, and to positively transform the impact of products,
services and behaviour of their companies on society”. He
sees the different approaches used by ESG rating agencies as
“enriching and improving decision-making mechanisms.”
Elena Philipova, head of ESG proposition at Refinitiv, and
Technical Expert Group member at the EU Commission agrees
that having access to different opinions is an asset. She believes
that what is lacking is “a list of basic analytics or industry wide
agreed indicators”.
Differences in scoring brings diversity to the ESG market and
allows investors to access varying opinions. However, disclosure
standards as well as frequency of ESG data available should
be implemented across all agencies in order for ESG data to
reach stakeholders and investors consistently across markets.
Investors are hoping these challenges can be addressed with
more strict regulatory measures rather than relying on current
voluntary frameworks.
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Section 2

How do index providers collect ESG data and import it into indices? Here, Andrew Davis,
summaries the six steps index providers take while also analysing the different types of
indices created.

O

ver the past few years, the number of ESG indices has
multiplied rapidly. The Index Industry Association reports
that the total went up 60% in 2018 – albeit from a low
base – followed by another rise of 14% last year. This increase
went against the trend with the overall number of indices globally
declining by a fifth in 2019. In January and February this year, ESG
ETFs and ETPs attracted net inflows of $14.3bn, compared with
just $2.4bn in the same two months of 2019. Total assets tracking
these vehicles stood at almost $68bn at the end of February, up
a shade under 5% in a month.
This growth reflects not only investor appetite for ESGbased investments but also the growing variety of ESG-focused
benchmarks that providers are bringing to market. This in turn
reflects the diverse approaches that asset managers and asset
owners take to incorporating ESG into their investment process,
depending on their priorities and values.

Index providers follow a range of approaches
to constructing ESG indices, including:
•

Integration This is the most widely practised approach to
ESG investing and uses ESG scores to modify conventional
index allocations based on market capitalisation. This
process can involve creating an “ESG-tilted index”, in which
sector and company weights diverge far enough from the
underlying index to introduce meaningful tracking error
while improving the overall ESG rating of index constituents.
Alternatively, the index provider might also offer “ESG
optimisation”, which aims to minimise tracking error against

•

•
•

•

the parent index while improving its ESG performance.
This allows investors that need to refer to conventional
benchmarks to improve the ESG performance of their
holdings without diverging significantly from the parent
index’s performance and without sacrificing, for example,
the sector diversification, duration or credit risk of the
parent index
Exclusionary screening to remove companies operating
in industries investors wish to avoid. This is frequently
combined with integration.
Best-in-Class screens that narrow the investible universe
to a group of companies that achieve top ESG ratings
Thematic indices, many of which track aspects of
sustainability such as climate transition and fossil-fuel
intensity, “green revenues”, water intensity and social
issues such as diversity
Impact investing, which prioritises investments that create
a measurable social or environmental impact that reflects
the investor’s goals or values. Obvious examples would
include assets such as green or social bonds.

At the root of these approaches is the same fundamental
building block: the ESG rating awarded to each index constituent.
That ESG rating will often be derived using a blend of data
sourced from multiple providers. It may be overlaid with additional
datasets and selection criteria to create the final index: exclusions
of controversial industries; data on the share of each company’s
revenues derived from environmentally beneficial activities;
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data on relative rates of improvement in ESG ratings over time;
measures of progress in achieving the climate transition called
for in the Paris Accord, and so on. But the starting point for ESG
index construction each the company’s ESG rating.
Calculating the ESG rating represents the first of two key
stages in constructing an ESG-focused benchmark. The second
involves feeding these ratings into the rules-based process that
governs how individual constituents are combined to form the
index.
Rules governing index construction – the second of these
stages – are widely available and reasonably straightforward for
investors to examine and unpick. However, they face far greater
challenges in understanding in detail how a company’s ESG
score has been arrived at. What data have been used and what
judgments made in deciding how to measure its performance
on environmental, social and governance issues? How does
the index provider decide the relative weights to attach to the
company’s score on environmental matters, versus its social or
governance scores? How quantitative is the decision-making
process and how much depends on the judgments of analysts?
Differences between the methodologies that index providers
follow can result in some striking divergences, the most widely
discussed probably involving Tesla.
Elon Musk’s electric automaker earns a high ESG rating in
some benchmarks and scores poorly in others. This, according to
conversations with multiple index providers, is a result of differing
ways of looking at the company’s performance under the E, S
and G headings. Under some ESG rating systems, Tesla scores
well because most of its revenues are derived from activities
that are contributing to environmental solutions – replacement
of petrol and diesel-powered cars with electric vehicles. Other
systems rate the company poorly because its governance and
management of ESG risks in its operations are judged poor
relative to other companies.

Differing approaches produce different scores. A mainstream
ESG score that focuses mainly on companies’ operational
performance might rate Tesla poorly because of concerns about
its governance. An index targeting “green revenues” might well
come to a different conclusion.

ESG ratings – the heart of ESG index
construction

ESG ratings systems are consistent in one sense at least: they
frequently produce different scores for the same companies. “If
you take an ESG rating from one third-party provider and one
from another, there is not necessarily a high correlation between
them at this point,” says Chris Hackel, index product manager at
Bloomberg. If there is a “black box” in ESG index construction,
this scoring process arguably is it.
In a working paper from August 2019 , academics from MIT
Sloan School of Management found an average correlation

“There is no consistency in ESG data, yet.”
Timo Pfeiffer, Chief Markets Officer at Solactive

of 0.61 between the scores produced by five ESG rating
organisations on a sample of 823 companies. Ratings that were
perfectly aligned would produce a correlation of 1.0, or 100%.
The MIT Sloan paper is not unique. In March last year,
State Street Global Advisers published a paper, The ESG
Data Challenge, comparing ESG scores from four sources
(Sustainalytics, MSCI, RobeoSAM and Bloomberg ESG) for
companies in the MSCI World Index. State Street found
correlations between their scores ranging from 0.76 down to
0.53, meaning that at best, ESG scores were consistent for only
around three-quarters of the companies covered.
However, despite the divergence between the ESG scores
that different rating organisations produce, the basic theoretical
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frameworks they use to calculate the ESG scores are in many
cases similar.
For most ESG index providers, the process of scoring a company
on its ESG performance typically tries to address three key
questions:
•
How material are the risks associated with each type of
environmental, social and governance risk that the ratings
provider identifies, from climate change to labour practices
or corporate governance?
•
How exposed is each company to each of those risks?
•
How effectively is the company managing and mitigating
each of these risk exposures?
Clearly, answering each of these three questions requires
a mix of qualitative judgment by experts about what is most
relevant and important, alongside a scoring framework based on
data and a set of rules. The scope for ratings companies to arrive
at different answers to the same question is obvious.
Not all ESG ratings providers follow the approach outlined
above, however. Having originally used external providers’ ESG
data in its index construction, Bloomberg has more recently
started developing proprietary ESG scores, initially for sectors
including energy. Unlike other ratings organisations, Bloomberg
does not score companies based on its assessments of their
exposure to each ESG-related risk and their effectiveness in
managing that risk.
Instead, for each of the ESG issue, it sets a performance
benchmark that it believes all companies in a particular peer
group they should achieve. It then scores each company on its
performance against the benchmark and on how much data it
discloses about its performance. The aim, says Patricia Torres,
Global Head of Sustainable Finance Solutions at Bloomberg,
is to “reward two things: good performance, but also good
disclosure”.
To explore different index providers’ approaches to
calculating ESG ratings we spoke to specialists from Bloomberg,
FTSE Russell, MSCI, Sustainalytics, Qontigo/Stoxx, S&P Dow
Jones Indices and Solactive. In the sub-sections below, we
examine the basic steps they follow and highlight areas where
one or more of them takes a different approach from their peers.

Step One: Data – the raw material of ESG
ratings

ESG ratings providers rely in the main on publicly available
information as the data feed for their scoring systems. However,
because reporting on ESG-related issues remains voluntary,
the range of data available on different companies can vary
significantly. Some companies disclose more data than others,
some disclose data in different formats.
For example, FTSE Russell examines more than 300 publicly
available data points spanning environmental, social and
governance fields on each company it rates for its FTSE ESG
Index series. However, in practice the average number of data
points used to arrive at each company’s final rating is 125.
The gap between the potential 300 data points and the
average of 125 per company that are actually used can occur
for at least two reasons. Not all data points are relevant to all
companies, so it is inevitable that some are disregarded as
ratings analysts narrow their focus to the most relevant issues

for the company in question. However, part of the gap can also
occur because the data in some areas is not disclosed. It is
inevitably difficult for investors to be sure when this is the case
and what effect, if any, it might have on final ESG scores.
This raises the question of how ratings providers deal with
important data issues, such as non-disclosure. If data under a
particular heading is absent, this might attract a zero score, in
effect penalising the company for not making the information
public. Increasingly, ratings organisations are incentivising
greater disclosure by rewarding companies in their scoring
systems simply that publish more ESG-related information than
their peers.
However, it is also possible for the ratings provider to estimate
a value for the data that is missing, based on analysts’ judgments
and their experience of other, similar companies. Investors often
have little indication when this has happened.
More generally, investors must satisfy themselves on issues
of data assurance. How can they be sure the data being used
is correct and has been validated? What processes have been
followed to ensure data from different companies has been
normalised to make it properly comparable? How has it been
adjusted to control for factors such as the size of the company
involved?
Equally, ESG ratings can be created using data from a variety
of sources apart from the company’s own disclosures. It is not
always clear which sources a particular ratings organisation has
used. MSCI uses company disclosures as well as “what we believe
is the value-add of getting information from alternative datasets
like government and NGO databases, media sources etc”, Raina
Oberoi, head of index solutions research for the Americas, said.
MSCI takes about 20% of its ESG ratings data from mandatory
company disclosures such as financial statements and regulatory
filings, another 35% from voluntary company disclosures and the
remaining 45% from alternative datasets.
While most ratings providers use only publicly available
data to arrive at their scores, this is not always the case. S&P
Dow Jones Indices’ ESG ratings are produced by its subsidiary,
Sustainable Asset Management (SAM), formerly RobecoSAM,
which S&P Global acquired from Robeco of the Netherlands at
the end of 2019. SAM has been producing the widely followed
annual Corporate Sustainability Assessment since 1999, widely
used by companies to benchmark their ESG performance against
their peers as well as investors wishing to target ESG themes.
Using SAM’s ESG rating methodology, SPDJI’s rating process
uses both publicly available information along with data gathered
privately from detailed questionnaires that it sends every year to
the 3,500 largest global companies. The response rate to this
questionnaire is currently about 33%, according to Manjit Jus,
Managing Director and Global Head of ESG Research and Data
at S&P Global, but has improved by around 15% a year in recent
rounds of data collection.

MSCI’s ESG ratings data
20% - Mandatory company disclosures
35% - Voluntary company disclosures
45% - Alternative data sets
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SAM divides its universe into 61 sub-industry groups and
creates separate questionnaires for each. These include a basic
set of questions that are asked of every company, including topics
such as human rights, corporate governance and greenhouse
gas emissions, for example, along with tailored questions that
focus on the most relevant ESG risks for each sub-industry group.
In the case of pharma companies, for example, the questionnaire
focuses heavily on issues such as drug pricing and marketing
practices.
Jus argues that the advantage of engaging with companies
directly rather than relying only on published data is that it yields
more forward-looking information on how companies measure
and manage ESG risks. “Companies are given the opportunity
to give us information directly, which also means that we can ask
them quite a lot of questions on upcoming ESG topics that you
wouldn’t normally find in the public domain,” he says. “That is a
very valuable source of information because ultimately we feel
that companies are the ones that know their industry best.”
However, the fact that around two-thirds of companies
sent the survey do not respond presents obvious problems in
compiling properly comparable ESG scores for this group of
3,500 companies. SAM controls for the fact is has more data on
companies that answer the survey than on those that do not in
different ways, depending on which index the data will be used
to compile, says Jus.
For S&P Global’s flagship ESG scores, no adjustment is
applied: companies receive a zero score in categories where they
have not disclosed information requested in the survey. Where
other index products are concerned, SAM makes adjustments.
In industry sub-groups where more than half the companies
disclose data on a particular question, those that fail to do so
receive a zero score. In areas where public disclosure is rare,
on the other hand, SAM neutralises questions that companies
do not answer by redistributing their weighting among the other
questions under that heading (E, S or G).
“From a benchmarking perspective, this becomes less
transparent because rather than having a clear weighting scheme
where you can tell a company, ‘this question is worth 25 points,
25% of your overall criteria and score for corporate governance,
and this question is worth another 20%’, you start shifting the
weight around quite a bit, depending on how companies have
answered.” This makes it difficult for individual companies to

Differences in scoring methodologies
inevitably have knockon effects through
the entire process: differences in rating
methodology result in companies
receiving different ESG scores from
different providers; that leads to them
being accorded different weightings in
the overall index, depending on whose
ESG score is the reference. That in
turn results in differences in index
composition.

benchmark themselves against their peers, he says, because
the weightings applied to each company are unique rather than
uniform.
He continues: “Then we take the total score and normalize
it across the industry, so you have a very smooth, normal
distribution of scores for any industry. But from a company
perspective, if you’re trying to figure out, ‘did I do well on this
topic and should I be reporting more on this indicator? Or how
would that be treated?’ it becomes a bit less transparent.”

Step Two: The Risk Framework –
Financial Materiality

At the heart of index providers’ ESG scoring systems lies the
concept of “financial materiality” – the process of specifying the
environmental, social and governance risks that companies are
exposed to, and then assessing how big an impact on financial
performance each of these risks could have, were they to be
realised.
A large number of materiality frameworks have been
published by NGOs with an interest in promoting better
ESG reporting and performance, including the Sustainable
Accounting Standards Board, the Global Reporting Initiative, the
Carbon Disclosure Project and the Taskforce for Climate-Related
Financial Disclosures. There are also frameworks published
by industry groups such as IPIECA (the International Petroleum
Industry Environmental Conservation Association).
Irrespective of their source, however, these frameworks all
work in the same basic way: they focus on the probability that
a particular risk will be realised, the different timeframes within
which that could happen (the next 1-3 years, 3-5 years and
5+ years, for example) and the likely impact it would have if it
did materialise. This provides the framework against which an
individual company’s exposure to high-probability, high-impact
events is estimated – the third stage of the process for most
ratings providers.
Implementing the materiality framework naturally involves
identifying the ESG risks on which all companies are to be
assessed. When deciding which ESG risks are material, ratings
providers make their assessments at the sub-industry group
level, rather than for each company individually. Each ESG risk,
therefore, is assumed to be equally material for every company
within that peer group. For example, FTSE Russell regards
biodiversity as a highly material risk issue for all forestry, paper,
farming, fishing and tobacco companies.
However, this highlights another area where ESG ratings
organisations can diverge even though the basic theoretical
frameworks they follow may look very similar.
For example, MSCI considers 37 risks in its “key issue
framework” but evaluates companies on a subset of the 37,
depending on which risks are judged most relevant to a
particular sub-industry group. All companies are evaluated
under the governance pillar, with variations in the environmental
and social risks that are assessed. By contrast, FTSE Russell
assesses all companies against 14 ESG themes for its FTSE ESG
Index series, five each for environmental and social issues, and
four for governance.
Raina Oberoi at MSCI adds: “Materiality judgments are based
for the most part on the sub-industry that a company comes from.
But there are a few cases where there could be an overarching
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company-specific issue that is not unique to that sub-industry. So
you want to include that as well in your evaluation.” MSCI, like
others, reviews its materiality framework annually and updates
it to include emerging risk areas – privacy and data security is a
more recent addition to its list of material issues.

Step Three: Assessing risk exposure

The commonest approach across the organisations we spoke
to is to assess exposure to the risks identified in the materiality
framework and then to assess how effectively each company is
managing those risks.
The materiality of an ESG risk issue is typically judged to
be the same for every company in an industry sub-group. But
exposure to that risk will vary from one company in that peer
group to the next.
This stage of the ratings process is among the most
standardised, albeit that judgments about risk exposures
are based on lists of ESG risks that can vary from one ratings
organisation to another.
ESG ratings providers assess a company’s exposures to
the various ESG risks their materiality framework identifies for it,
based on a list of key corporate characteristics. These typically
include where in the world the company operates, its range
of business activities, and its size and financial strength. For
example, an energy company with a significant proportion of
renewable energy in its mix would normally be judged to have
a lower exposure to environmental risks than one where fossil
fuels dominate. Companies operating in markets where bribery
is a major problem will be judged to have higher exposure to
corruption risks.

Step Four: Assessing risk management

If framing risk exposures is among the most standardised
elements of the ESG risk process – given it depends on basic,
factual information about companies – the assessment of their
effectiveness in managing their ESG risks is among the most
subjective and least transparent.
This process usually involves a review by ESG analysts of the
published evidence that a company has drawn up policies and
taken measures to manage the most material ESG risks it faces.
Shila Wattamwar, executive director of client relations at the
ESG ratings provider Sustainalytics, which supplies ratings to
STOXX/Qontigo, says: “We look at the policies and the structures
that that company has in place to mitigate those risks. But we also
look at how well they’re disclosing those things because we do
believe that a company is more likely to implement policies and
programs if they’re held accountable for them, and disclosure
helps that accountability.”
She acknowledges that the process of management scoring
inevitably involves a mix of qualitative judgments and quantitative
frameworks. “It’s qualitative in the sense that the particular factors
[we include] are determined by our research team,” she says.
“But then we have a clear-cut, quantitative way of looking at each
of those indicators and rolling it up into a management score.”
Until around two years ago, Sustainalytics scored companies
only on their management of ESG risks but did not calculate and
incorporate a measure of risk exposure for each company. It then
changed the methodology for its flagship ESG ratings and started
scoring companies based both on ESG risk exposures and

management. Its previous ratings, now known as ESG Continuity
Ratings, are still in use for some longer-standing index series.
However, as mentioned above, Bloomberg has taken a
different approach for the in-house ESG ratings it is now compiling.
Instead, for each E, S or G issue that it scores a company on,
Bloomberg sets a performance benchmark that it believes every
company in an industry sub-group should be achieving and then
scores them on how well they perform against the benchmark.
The final score for each ESG topic is composed of a score for the
company’s performance against the benchmark, combined with
a score reflecting how much information the company discloses
on that topic.

Step Five: The weighting process

The final major step in the ESG ratings process is to combine
the scores for each topic under each of the E, S and G pillars,
and then to combine the aggregated E, S and G scores into a
single rating.
In systems that involve scoring companies on a combination
of their exposure to each material ESG risk and their management
of that exposure, the weighting that each issue receives in the
overall E, S or G score will depend upon how material that risk
exposure is judged to be. So, a large exposure to a risk that is
regarded as very material for companies in a sub-industry group
will carry a relatively higher weighting than a smaller exposure to
a less material risk.
How highly a company scores on that risk issue will be
determined by how effectively it is judged to be managing that
risk exposure – effective management serving to offset risk
exposure. The final scores for each of the E, S and G “pillars” are
calculated using averages of all the ESG scores awarded to a
company under that pillar, weighted to reflect their exposure to
each of them.
Having scored each company for its performance in managing
environmental, social and governance risks, a weighted average
of the three scores is then used to provide a single ESG rating
that will be used to determine a company’s performance relative
to its peers in that sub-industry group. As Raina Oberoi of MSCI
observes: “At the end of the day, ESG ratings are really about
highlighting who the leaders are and who the laggards are. That
is where you can understand what the risks and opportunities
are for investors.”
The exception to this general pattern is Bloomberg, where
scores under the E, S and G pillars reflect the company’s
performance against the benchmarks set by Bloomberg for each
issue on which it is rated, along with a score reflecting how much
information the company discloses.

Step Six: Policing the index

Naturally, companies can suffer sudden, serious blows
to their public reputation at any time that can directly affect
their ESG scores. To deal with cases where companies suffer
reputational damage that could jeopardise their place in an ESG
index, ratings companies tend to work with agencies that analyse
corporate reputations and track media for controversial issues.
For example, Qontigo says that if the ESG Controversy
Rating of a company in one of its indices reaches “Category 5”
it is no longer compliant with the index rules. In cases where this
happens, the company will be ejected from the index under a
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“fast-exit” system and replaced by another from the same ICB
supersector with a higher ESG score, selected on the basis of
market capitalisation.
Under this system, Volkswagen was removed from Qontigo’s
ESG indices on September 25th, 2015, a week after the US
Environmental Protection Agency issued a notice of violation of
the Clean Air Act to VW for cheating laboratory diesel emissions
tests. Qontigo says it was the first index provider to delete VW
from its ESG indices.

“This choice is complicated by the
lack of transparency into those
methodologies. Most data providers
treat their methodologies as
proprietary information. By relying on
an ESG data provider’s score, asset
owners are taking on the perspectives
of that provider without a full
understanding of how the provider
arrived at those conclusions.”
Conclusion

Although many ESG ratings organisations and index
providers use similar systems to calculate ESG scores, the results
they arrive at differ in many cases. Even the scoring formats they
use vary significantly. MSCI rates companies using a letter-based
system from AAA to CCC, which can be converted into numerical
equivalents from 10 down to 1. Others publish scores out of 100. A
higher score is not always better than a low score: Sustainalytics’
system is designed to capture the portion of the ESG risk each
company faces that is not being managed effectively. This results
in lower ESG scores indicating superior performance. Inevitably,
investors need to understand these divergences and attempt to
control for them in comparing frameworks.
Differences in scoring methodologies inevitably have knockon effects through the entire process: differences in rating
methodology result in companies receiving different ESG scores
from different providers; that leads to them being accorded
different weightings in the overall index, depending on whose
ESG score is the reference. That in turn results in differences in
index composition.
The question is: where is this impact felt most? In optimised
indices, the ultimate concern is tracking error versus the parent
index, so although the weighting of index constituents and
therefore index composition may vary slightly between index
providers, the ultimate performance outcome should be very
similar. That, however, leaves open the question of how genuinely
optimal the index is, given that individual company weightings
can vary somewhat, depending on which provider’s ESG ratings
have been used.
In other more “unconstrained” types of ESG index, such as
“best in class” indices that include only top-rated companies,
significant ratings differences for individual companies could
potentially have a much bigger impact, especially for companies
on either side of the cut-off for inclusion: the 50th percentile, for

instance. This would naturally affect the composition of the index
and its returns. In these areas, there is likely to be significant
pressure from investors for clarity over the ratings methodologies
that have been used to calculate the ESG scores, and their
effects on index composition.
This is not simply due to investors’ general desire for
transparency. ESG is for many institutions a high-conviction
field, in which they consciously diverge from standard index
benchmarks in order to pursue outcomes that reflect their
values and priorities. They will naturally place a high priority
on understanding clearly the methodologies and systems that
underpin their investment decisions.
In its 2019 paper, State Street Global Advisors concludes:
“Differing methodologies have implications for investors. In
choosing a particular provider, investors are, in effect, aligning
themselves with that company’s ESG investment philosophy
in terms of data acquisition, materiality, and aggregation and
weighting.
“This choice is complicated by the lack of transparency
into those methodologies. Most data providers treat their
methodologies as proprietary information. By relying on an
ESG data provider’s score, asset owners are taking on the
perspectives of that provider without a full understanding of how
the provider arrived at those conclusions.”
Addressing this fundamental challenge represents one of the
most important tasks facing everyone interested in the growth
of ESG – investors, index providers, data organisations and
regulators alike.
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ESG ETFs: Overview Of
The Landscape In Europe

Section 3

The ESG ETF ecosystem in Europe has exploded over the past 18 months. What are the
key drivers and where is the space heading? Anna Fedorova takes a deep dive into the
biggest trend in finance.

O

ver the last five years, the ESG ETF universe in Europe
has exploded, driven by strong investor demand and an
increased focus on the environment. Today, more and
more investors are using ESG ETFs to replace core holdings,
while issuers are expanding into ever more niche areas to
provide investors with a comprehensive range of products with
an ESG focus.
Globally, the number of ESG ETFs jumped from fewer than 50
in 2014 to more than 300 in 2019 (see chart) and has continued
to grow. Today, more than 300 ESG ETFs are listed in Europe
alone, accounting for more than 70% of the entire global ESG
ETF market (with around 100 listed in the US and 20 in APAC,
according to TrackInsight).
Assets under management have also ballooned. In 2007,
Europe housed just four ESG ETFs with a meagre €104.7m
in assets (according to Refinitiv Lipper). It took until 2013 for
sustainable ETFs in Europe to gather €1bn in total assets, but
since then this number has increased exponentially to more than
€50bn.
It is clear ESG ETFs will continue dominating the ETF
landscape. According to a study by Invesco, more than half of
Europe’s institutional investing expect to use ETFs for the bulk of
their ESG allocation within the next five years. Another survey by
TrackInsight revealed an “incredibly strong” demand for ESG and
thematic exposures among ETF investors.
Further growth in this area could be exponential, as ESG ETFs
are expected to dominate future launches and to take the lion’s
share of inflows in the coming few years. Detlef Glow, head of
EMEA Research at Refinitiv Lipper, predicts assets in sustainable
ETFs could hit the €150bn landmark before the end of 2025,
with new promoters coming on the scene who will specialise in
ESG strategies.

In part, the explosion of ESG ETFs in Europe is being driven
by regulatory initiatives, according to Morningstar. These include
the Paris Agreement, the Low Carbon Benchmark Regulation
announced in late 2019, and legislation to address a “perceived
lack of transparency and uniformity in the categorisation of ESG
benchmarks” in Europe, among others.
Individual countries in the EU, such as France, have introduced
mandatory climate-related reporting for institutional investors,
which is pushing further assets into these vehicles. Institutions
across Europe also increasingly have sustainable mandates to
fulfil, especially public pension, sovereign wealth and insurance
funds in Scandinavia. Unsurprisingly, passives are the vehicle of
choice for these institutions due to the lower cost of investment.
Meanwhile, the performance of ETFs with an ESG tilt also
held up during the coronavirus crisis. Although driven by sector
and factor biases in ESG indices, it has attracted an even wider
audience. Over 90% of sustainable indices outperformed their
parent benchmark during the period of heightened market
uncertainty and drawdown in Q1, according to BlackRock .
Fees for sustainable ETF products have also been going
down, with investors in most core equity markets no longer
required to pay a sizeable premium over non-sustainable
products to invest in this way, according to Morningstar. For
some products, there is no longer any premium at all, as in the
case of ESG-screened and ESG-enhanced variants of iShares’
core equity exposures.
But as awareness of ESG grows, it is no longer enough for ETF
providers to offer products with a simple exclusionary approach.
Investors are demanding more innovation, transparency and
reporting on the positive impact of their investments. This, in turn,
is driving innovation in the ESG ETF space.
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The European ESG ETF landscape

Providers are clearly responding to the heightened demand
for ESG. This year has already seen 88 new ESG ETF launches,
accounting for some 28% of the entire European ESG ETF
universe.
ESG ETFs can be broadly broken down into four main
categories: best-in-class, full integration, thematic and exclusion.
Of these, the exclusionary approach is the least rigorous and
therefore also the least popular among investors.
TrackInsight reports that the positive screening or best-inclass approaches have been the most popular with European
investors, holding some 65% of all ESG ETF assets to date.
However, flows data shows that in Q1 2020, the full integration
approach has become far more popular than it was in Q1 2019,
gathering €7.2bn in just three months. The best-in-class approach
has continued to attract attention too, taking in €3.9bn.
The best-in-class or positive screening approach selects
the most sustainable companies across sectors. According to
TrackInsight, there are currently 91 such ESG ETFs in Europe. Full
integration factors ESG considerations into investment selection
and decision-making processes to mitigate risks or enhance
returns. Some 130 ESG ETFs in Europe apply this approach.
Of all the ESG ETF types, exclusion or negative screening
is by far the least popular approach and the only one to have
seen small outflows in Q1. This reflects investor demand for
more sophisticated strategies. The exclusionary approach is the
least rigorous, simply eliminating companies or entire industries
that do not meet minimum standard of sustainability based on
international norms. Just 16 ESG ETFs in Europe currently follow
this strategy and it is not a key area for new launches.

Thematic funds

Although thematic ETFs are less prolific, there is much
product development and innovation happening in this space
and they are beginning to gather assets. In Q1, these products
took in €1.3bn of flows in Europe (compared to zero inflows
during the same time last year).
Thematic ETFs focus on one specific sustainability theme,

such as gender equality or low carbon. There are 75 ETFs that
follow this approach within the European universe. Globally,
assets in these types of funds have grown by 25% in just six
months to the end of December 2019, according to Morningstar.
Part of this area are impact ETFs – a niche part of the ESG ETF
market, but one that can be expected to grow over time.
According to Hortense Bioy, director of passive strategies
and sustainability research within the Morningstar Manager
Research team in Europe: “This universe of funds is attracting
inflows as investors look for low-cost targeted solutions to tackle
specific ESG issues like climate change or inequality”. The
majority of these funds offer access to an environmental theme,
the largest ones being new energy ETFs, which aim to capitalize
on the transition to a low-carbon economy.
Morningstar sub-divides thematic ETFs into two types: broad
thematic funds (such as UBS Global Gender Equality ETF GENDEE), which “aim to provide broad market exposure while
advancing the given theme”, and narrow thematic funds (like
iShares Global Clean Energy ETF - ICLN), which tend to offer
more concentrated exposures with the intention of pursuing a
sustainable goal. According to the data provider, assets are split
roughly equally between the two.

Sustainalytics
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RobecoSAM
Bloomberg ESG
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European passive thematic funds asset split

Broad thematic funds tend to be well-diversified and may
be suitable as replacements for core portfolio holdings, while
narrow thematic funds are “best deployed as a satellite holding
within an already diversified portfolio”, Morningstar says. The
firm’s research shows that more investors are beginning to use
these strategies within their core portfolios rather than as a
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satellite option, which will ensure growth in this area.
Overall, analysis from Morningstar shows that more investors are
using ESG ETFs as a core holding designed as a direct substitute
for core equity funds, with these funds attracting the bulk of
inflows. However, fixed income, strategic beta and thematic ESG
ETFs are also among the largest ESG ETFs in Europe, as of 31
May 2020.

Issuers and exchanges

Unsurprisingly, BlackRock is the dominant provider of ESG
ETFs in Europe, with €18.7bn in sustainable ETF assets and 36%
of overall market share (according to Lipper). It is followed by UBS
ETF and Amundi ETF, with €13.4bn and €4.5bn in sustainable
ETF assets, respectively.
European ESG ETFs assets are highly concentrated, with the
five leading promoters of sustainable ETFs accounting for 85% of
total assets under management (see graph).
One notable absence from the top table of ESG ETF providers
is Vanguard, which has been slow to build out a sustainable
product range.
The majority of ESG ETFs in Europe are domiciled in
Luxembourg or Ireland, split almost equally between the two,
according to TrackInsight. The London Stock Exchange houses
some 114 of these, including 37 new listings in 2020 (as of 11
September) – a 65% increase year-on-year.

The biggest themes

While many of the latest launches offer an ESG overlay to
existing core index exposures, there is also a lot of innovation
going on. For example, more ESG passive products are being
launched in the green and development bonds space, as well
as targeted products promoting specific goals, such as gender
equality or a circular economy.
Two key area are seeing a particularly large amount of
product development when it comes to ESG investing – climate
change ETFs and fixed income.
Some of this innovation has been inspired by regulatory
developments. For example, in July Lyxor launched the first range
of climate change ETFs to explicitly target a reduced carbon
footprint in accordance with the Paris Climate Agreement.

th
er
s

Country

O

G

SI

RO

PL

SE

BE

K
U

K
D

L
N

T
A

IT

ES

E
D

FR

0%

BNP Paribas AM and Franklin Templeton quickly announced
their own complaint funds, the latter’s being a duo of smart beta
climate ETFs. HSBC GAM also recently put out a low carbon ESG
ETF range tracking newly launched FTSE Russell indices, while
Ossiam has been adding carbon reduction targets to products
since 2018 and expanding its range of reduced CO₂ emissions
ETFs.
As climate change becomes an ever more important
consideration for investors, providers such as BlackRock, HSBC,
DWS and Vanguard have also been adapting their core equity
ranges to include a climate-aware twist, often at little or no extra
cost compared to their core ranges.

Fixed Income vs Equity

Meanwhile, though fixed income remains a small part of the
ESG ETF universe, it is a growing focus for products providers.
Currently, only 72 of the 312 ESG ETFs listed in Europe are fixed
income products, according to TrackInsight, and this year’s
launches follow a similar trend.
According to Morningstar, the fixed income space has been
“small and lagging” within the ESG ETF universe for some time,
with the majority of assets sitting in investment-grade corporate
bonds, with some high yield offerings, such as the iShares High
Yield Corp Bond ESG Ucits ETF (EHYD) launched last year.
But investors want to see more innovation in this space, and
providers are beginning to listen. According to a survey by Tabula
Investment Management, some 82% of European professional
investors want to see more innovation in the space and the firm
plans to respond to this with a new range of fixed income ESG
ETFs. Lyxor is also at the forefront of such developments, having
launched its Green Bond ETF in 2018.
In the future, issuers could expand their ranges from a focus
on investment-grade corporate bonds to cover ESG emerging
market debt, high yield, or even government bonds, says
Morningstar’s Bioy. However, the outlook for the latter remains
challenging, since it is nigh on impossible to exclude major
issuers such as the US from an index on ESG grounds.
Impact bonds, including green, social and sustainability
bonds, are also expected to be a key area of growth for ESG
ETFs in the coming years.
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BlackRock plans

Meanwhile, as the largest provider of ESG ETFs in Europe
by far, BlackRock is responsible for a significant proportion of
growth in this space, so it is significant that the firm has made a
commitment to doubling its global ESG ETF offering to 150 over
the next few years. Since then, the firm has already launched 16
new products in Europe, the US and Canada and plans 11 more
this year to take the global total to 105.
The group intends to continue innovating with these new
launches, including more products in the under-developed ESG
fixed income ETF space, a wider range of investment styles (such
as minimum volatility) and coverage of new markets, including
emerging markets.
In April, BlackRock launched three new minimum volatility
UCITS ETFs - iShares EDGE MSCI World Minimum Volatility
ESG UCITS ETF (MVEW); iShares EDGE MSCI Europe Minimum
Volatility ESG UCITS ETF (MVEE); and iShares EDGE MSCI USA
Minimum Volatility ESG UCITS ETF (MVEA).
And just this month (September), BlackRock launched the first
European multi-asset ESG range consisting of three products:
BlackRock ESG Multi-Asset Conservative Portfolio UCITS ETF
(MACG); BlackRock ESG Multi-Asset Moderate Portfolio UCITS
ETF (MAMG) and BlackRock ESG Multi-Asset Growth Portfolio
UCITS ETF (MAGG).

Future trends

Undoubtedly, some of the trends we are seeing at the
moment are going to continue in the coming years, but there are
also nascent trends developing that could begin to dominate the
ESG ETF universe in years to come.
One type of product expected on the launch pad is active ESG
ETFs, with J.P. Morgan Asset Management’s 2020 Global ETF
Study revealing that large investors see active ETFs as particularly
suitable for ESG investing. This trend has already started, with
Fidelity International recently launching three actively-managed
ESG ETFs (Fidelity Sustainable Research Enhanced US Equity
– FUSR; Fidelity Sustainable Research Enhanced Global Equity
– FGLR; and Fidelity Sustainable Research Enhanced Europe
Equity - FEUR).
Thematic ETFs, including ones with a more niche focus,
are also expected to see increased demand over the coming

ESG Indices (E) Expected

years. For example, ETFs with a diversity and inclusion theme are
currently lacking in the European ETF landscape, but we could
see future developments in this area as the ‘S’ in ESG becomes
more important for investors.
This could be driven by both large providers such as
BlackRock and Lyxor and smaller, specialist firms, like Rize ETF,
all of which are already making strides in this area. This includes
the recently launched iShares Smart City Infrastructure UCITS
ETF (CITY), Rize ETFs launching Europe’s first sustainable food
and digital education ETFs, and Lyxor’s range of thematic ETFs
in line with four UN Sustainable Development Goals (UN SDGs):
water, new energy, climate change and gender equality.
New launches in this space could be the answer to covering
more UN SDGs, which are underrepresented in the ESG ETF
space, according to UNCTAD. According to report by the
organisation , almost 90% of thematic ESG ETFs focus on just
three of the 17 UN SDGs: climate action (SDG 13), gender equality
(SDG 5) and affordable clean energy (SDG 7), while the others
are largely not covered.
As investors demand to see proof that their money is doing
good, the choice of impact ETFs available to European investors
can also be expected to expand. One of the names to watch
in this space is Tickr, which currently offers an impact investing
app with four investment themes using underlying ETFs from
BlackRock, Lyxor and UBS, but plans to launch its own impact
range in the near future.
Clarisse Simonek, head of ESG investing at Ossiam, believes
ESG ETFs will be able to facilitate the “democratisation of impact
investing”, opening this space up to retail investors. “At Ossiam,
we are beginning to monitor a portfolio’s impact on society and
the environment in anticipation of managing it in the near future,”
she adds.
And finally, after BlackRock paved the way with the launch of
the first range of multi-asset ESG ETF portfolios in Europe, this
area is like to see more growth in the future.
Morningstar’s Bioy said: “Multi-asset funds represent
almost a fifth of ESG fund assets in Europe, but they are all
actively managed. As more investors look to apply consistent
sustainability principles to all assets in their investment portfolios,
one can only expect the menu of passive multi-asset ESG funds
to expand.”
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ESG Regulation: Regulatory
Instead Of Ongoing

Section 4

One of the biggest tailwinds for ESG in Europe is the regulatory environment. Keltoum Zniber
analyses the major developments taking place on the continent.

T

he regulatory framework introduced by the European
Union over the past few years has been a key driving
force behind the uptake of environmental, social and
governance (ESG) investing.
Sustainability is a central part of the 21st century and the only
travel of direction is forward from an environmental and socioeconomic level perspective. The pandemic has stressed our
society to act faster, invest better, think bigger for the good of
the planet. In addition to the Covid-19 crisis, the global political
and social unrest, Black Lives Matter and other social movements
have advanced the need for a more sustainable future and
accelerated the steps taken by businesses and political bodies.
An important wake up call for decision makers who, like
BlackRock and other investment giants, will have no other choice
than to place sustainability at the centre of their strategies. In
the last two years, sustainable investments have accounted for
more than $30 trillion in global assets under AUM and they are
expected to continue to increase. (FACTSET, GSIA)
According to a 2019 Harvard Business Review article, asset
owners are facing increasing stakeholder pressure as clients
want to ensure their investments are sustainable. UBS Asset
Management has reported that since December 2016, sustainable
and impact investment has more than tripled with $17 billion in
AUM. Earlier this year, BlackRock CEO, Larry Fink, announced the
asset management firm’s pledge to stop investing in companies
presenting a high sustainability related risk. The investment giant,
with $7trillion AUM, promises to make sustainability “integral to
portfolio construction and risk management.” (HBR, BlackRock)
With exponentially growing demands, we have seen the rise
of different ESG data providers responding to different market
demands. However, the lack of standardisation on a global
level has created low correlations on sustainability evaluations

across businesses and led to a rise in ‘greenwashing’. For
sustainable economic activities to flourish, regulatory systems
and frameworks have been put in place, holding businesses
accountable for the lack of disclosure and reporting.
We will be diving into an overview of global frameworks that
have shaped the ESG data market.

The United Nations

At the forefront of global regulations to a more sustainable
world lies the United Nations and its Global Compact. It is a nonbinding United Nations pact providing a framework to guide
businesses in adopting sustainable socially responsible policies.
The guide is aimed at businesses of all sizes, locations or activity,
and has been largely used by ESG data providers as the basis of
their rating system. It is made up of 10 Principles (see below) and
is aimed for businesses to align their strategies and operations
with universal principles of human rights, labour, environment
and anti-corruption. It allows for businesses to take action in
support of UN goals and issues embodied in the Sustainable
Development Goals. (see below) (UNGC, UNSDGS)

Un Global Compact Principles
•
•
•
•
•
•

Human Rights
Businesses should support and respect the protection of
internationally proclaimed human rights; and
Make sure that they are not complicit in human rights
abuses
Labour
Businesses should uphold the freedom of association and
the effective recognition of the right to collective bargaining;
The elimination of all forms of forced and compulsory
labour;
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•
•
•
•
•
•
•
•

The effective abolition of child labour; and
The elimination of discrimination in respect of employment
and occupation
Environment
Businesses should support a precautionary approach to
environmental challenges;
Undertake initiatives to promote greater environmental
responsibility; and
Encourage the development and diffusion of
environmentally friendly technologies
Anti-Corruption
Businesses should work against corruption in all its forms,
including extortion and bribery

United Nations Sustainable Development
Goals
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•
•

No Poverty
Zero Hunger
Good Health and Well-being
Quality Education
Gender Equality
Clean Water and Sanitation
Affordable and Clean Energy
Decent Work and Economic Growth
Industry, Innovation and Infrastructure
Reduced Inequality
Sustainable Cities and Communities
Responsible Consumption and Production
Climate Action
Life Below Water
Life on Land
Peace and Justice Strong Institutions
Partnerships to achieve the Goal

United Nations Principles of Responsible
Investment

The PRI is an investor initiative in partnership with UNEP
Finance Initiative and UN Global Compact. It is a strategy for
businesses to incorporate environmental, social and governance
factors in their investment decisions. There are over 7000

corporate signatures globally, all committing to applying the
six principles and contributing to a more sustainable financial
system. (UN PRI)
•
•
•
•

•
•

Principle 1: We will incorporate ESG issues into investment
analysis and decision-making processes
Principle 2: We will be active owners and incorporate ESG
issues into our ownership policies and practices
Principle 3: We will seek appropriate disclosure on ESG
issues by the entities in which we invest
Principle 4: We will promote the acceptance and
implementation of the Principles within the investment
industry
Principle 5: We will work together to enhance our
effectiveness in implementing the Principles
Principle 6: We will each report on our activities and
progress towards implementing the Principles

To this date, the UN Principles for Responsible Investment
(PRI) signatories are responsible for over $ 80 trillion in collective
AUM. (Investopedia)
In 2015, the United Nations established its sustainable
development goals (SDGs) to be reached by 2030. In 2016, the
Paris Agreement was built on the UN Framework Convention
on Climate Change. Voluntary frameworks like SDGs or the UN
Global Compact’s 10 principles have been integrated in the ESG
data providers’ methodologies and scoring systems.

The EU

The EU Commission is leading the way to a greener future
with policies and regulations aligning investors, corporations and
institutions with the SDGs and Paris Agreement commitments. It
hence adopted the Action Plan in 2018 as part of its roadmap or
the European Green Deal. In 2019, the EU Taxonomy Regulation
was adopted by the European parliament and considered to be
the most significant development in sustainable finance.
The EU Taxonomy is a tool to help investors transition
into a low-carbon economy and provides them with a better
understanding of whether or not an economic activity is
environmentally sustainable. It guides investors to assess their
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investments and ensures they are meeting environmental
standards and are consistent with policy commitments such as
the Paris Agreement. The taxonomy lays a common ground for
sustainable economic activities and for the EU to reach its goal of
becoming carbon neutral by 2050. In addition to environmental
objectives, the taxonomy requirements also calls for companies
to “ adhere to minimum social and governance safeguards and
comply with technical screening criteria.” (CSWD)
The Technical Expert Group (TEG) on Sustainable Finance, was
appointed by the EU Commission to assist in the development of
the EU taxonomy, an EU Green Bond Standard, methodologies
for EU climate benchmarks and benchmarks’ ESG disclosures
and inclusion of climate related disclosure in corporate ESG
reporting directive (NFRD). (EU TEG EXT)
The TEG published its final and updated report on EU
Taxonomy on 9 March 2020 following on from consultations
with 200 industry experts. It provides guidance on how financial
institutions and companies can make disclosures using the
taxonomy and set performance thresholds for economic activities
for 70 sectors which are:
•

“make a substantive contribution to one of six environmental
objectives (climate change mitigation, climate change
adaptation, sustainable and protection of water and marine
resources, transition to a circular economy, pollution
prevention and control, protection and restoration of
biodiversity and ecosystems)
•
do no significant harm (DNSH) to the other five, where
relevant;
•
meet minimum safeguards (e.g., OECD Guidelines on
Multinational Enterprises and the UN Guiding Principles on
Business and Human Rights).”
Funds have to disclose the percentage of assets aligned with
the EU taxonomy framework. In the updated TEG report earlier
this year, funds can disclose the percentage of activities that are
‘aligned’ or ‘potentially aligned’ when ‘full compliance has not
been demonstrated’. (ECTR) (TAX)
The TEG developed technical screening criteria using their
own expertise with members being from EU and international
public bodies, finance sector, civil society and businesses. Their
second mandate has been postponed until 30 September 2020
and will continue working on developing recommendations for
sustainable finance until the Platform comes into place. The
Platform is composed of a broad range of stakeholders, serving
as an advisory to the EU Commission on regulatory measures.

The Platform will add to or adjust screening criteria as a response
to rapidly changing markets, emerging new technologies and
the continuous advancement of science-based solutions. (ECTR)
Most importantly, one of the taxonomy’s updated regulations
establishes stricter measures for company disclosure. Company
reports will have to be more transparent and demonstrate the
extent to which the company’s activities or products are in
alignment with the taxonomy (aligned vs potentially aligned).
This of course extends to financial products such as mutual
funds or private and occupational pensions. Also, the NonFinancial Reporting Directive (NFRD) requires all businesses to
disclose any information relating to the EU Taxonomy, including
operational expenditure or capital. This is aimed at encouraging
investors to increase their sustainable economic activities.
It is worth noting that the revision of the NFRD in Q4 2020 is
expected to address the current issue many investors are facing;
the lack of transparency among ESG data providers. (ECTR, EI)
Disclosures from financial market participants should also
align with the taxonomy if their financial product offerings are
within the EU. “The disclosure requirements vary depending on
product categories, which have been aligned with the definitions
in the Regulation on Sustainability-Related Disclosures in the
Financial Services Sector.” (ECTR) This applies to alternative fund
managers, UCITS funds, and investment firms amongst others.
Additionally, the taxonomy recognizes three economic
activities; low-carbon activities, such as renewable energy;
enabling activities such as the manufacturing of wind turbines
and transition activities which are not low-carbon yet but are
transitioning into becoming greener. The updated report
“emphasizes more on enabling activities and on life-cycle
considerations throughout the technical framework.” (ECTR)
An important addition that could pave the way for new
regulatory measures is a clause permitting the Commission
to extend the taxonomy to consider “social objectives and
to include requirements for activities which are significantly
environmentally harmful, a brown taxonomy.” Although the
taxonomy set minimum social safeguards for economic activities
to be aligned, it does not include any screening criteria to meet
these objectives, hence anticipating the development of a
‘social’ taxonomy. (ECTR)

EU Ecolabel

The EU Ecolabel scheme, first established in 1992, was
widely used for consumer products in the past, such as cleaning
products. More recently, the Commission has developed a
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EU Ecolabel licenses

UK - 3.7%

Germany - 13%

Netherlands - 6%
France - 21%

Italy - 12.2%

Spain - 12.6%

voluntary framework for an EU Ecolabel to be applied to retail
financial products in line with the Taxonomy’s guidelines. This
promotes the transition to a circular economy, encouraging
products with positive environmental impacts. It will also address
the differences seen amongst EU countries who currently adopt
national labels with very different specifications. For example,
Blue Angel is widely adopted in Germany while the Nordic
ecolabel is more popular than the EU Ecolabel in Scandinavian
countries. The most awarded EU Ecolabel licenses were awarded
in France (21%), Germany (13%), and Spain (12,6%) compared to
the UK (4%) or the Netherlands (6%). (EUECO)
The revised EU Ecolabel will help address this segmentation
and encourage environmentally friendly production in countries
that have been lagging so far.

EU Green Bond Standard

As part of the EU Green Deal, the Commission established
the EU Green Bond Standard (GBS) in January 2020 which is
defined as “any type of listed or unlisted bond or capital market
debt instrument issued by a European or international issuer”.
Although green bonds make up a small share of the total bond
market, they have demonstrated a rapid growth in the last few
years. In 2019, green bond issuance reached a record high of USD
$257.7bn, a 51% increase from 2018. However, as the pandemic
hit, sales have plummeted and total issuance is expected to
reach USD $175bn-USD $225bn instead of the original forecast
USD $300bn. On a positive note, Moodys is predicting a strong
rebound for green bonds in the coming months as the economy
moves towards a gradual recovery. (CB) The EU GBS is seen as
instrumental in the EU’s race to combat climate change and fight
for a greener economy.
The EU Green Bond Standard fully aligns with the EU’s
roadmap of reorienting capital flows towards sustainable
investments. (GBS) The EU GBS has aimed to solve various
barriers to the green bond market development by bringing
clarity and transparency. It clearly defines what ‘green’ means
for issuers by linking green bond investments to the taxonomy.
Additionally, it requires reporting for any green bonds issues
offering more transparency to the market. More information on
the EU GBS can be found in the Usability Guide.

The UK

It is unclear whether the UK will adopt the EU taxonomy’s
screening criteria post Brexit or develop its own rulebook.
The UK has already committed to bring all greenhouse gases
to a net zero by 2050. On 2 July 2019, the government published
its Green Finance Strategy, further establishing its role as a global
climate leader.
According to an article in Environmental Finance, John Glen,
the UK’s Economic Secretary, said the UK government remains
“committed” in its green finance strategy to “at least match the
ambition of the objectives of the EU Sustainable Finance Action
Plan.” (EF)
Post Brexit, the UK will have a choice to embrace the EU
Taxonomy or adopt its own regulatory policies. This could
potentially cause conflicting requirements for both EU and nonEU financial products.

Conclusion

As sustainability has become a significant part of the
investment process, recent years have seen a rise of ESG data
providers and a number of voluntary frameworks. However, the
lack of transparency in the ESG market has rendered investors
sceptical of fully integrating sustainable factors within their
portfolios approach.
The EU Commission aims to address these challenges
with a clearly defined roadmap as it transitions to a climateneutral economy. The EU Taxonomy, for example, is changing
the regulatory landscape by holding businesses accountable,
tackling the lack of transparency on company disclosures. The
new set of rules will likely affect some sectors more than others
while new regulations will arise in response to the evolving market
demands. While the focus has been very much environmental,
we expect the development of regulatory measures for social
and governance factors in the very near future.
The European Union becoming the global leader of
sustainability will encourage non-EU countries to establish
regulations of their own.
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