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Understanding the Performance of
Sustainable Investment Strategies
A growing number of investors are exploring
sustainable investing. In 2012, $1 out of every
$9 of US assets under professional management
was invested in some form of sustainable
investment, primarily in public equities. In
2014 that number increased to $1 out of every
$6 – to a total of $6.57 trillion now invested
sustainably.1

Key Findings
•

Investing in sustainability has usually met, and often
exceeded, the performance of comparable traditional
investments. This is on both an absolute and a risk-adjusted
basis, across asset classes and over time, based on our
review of US-based Mutual Funds and Separately Managed
Accounts (SMAs).

•

Sustainable equity Mutual Funds had equal or higher
median returns and equal or lower volatility than traditional
funds for 64% of the periods examined.

With this growth, investors increasingly ask
what tradeoffs, if any, there are to sustainable
investing. Some investors believe sustainable
investments underperform, or have higher risk
than their traditional counterparts.

•

There is a positive relationship between corporate
investment in sustainability and stock price and operational
performance, based on a review of existing studies.

•

We set out to explore whether this view is
accurate.

Long-term annual returns of one index comprising firms
scoring highly on environmental, social and governance
criteria exceeded the S&P 500 by 45 basis points since its
inception in 1990.2

•

Manager selection is crucial for sustainable and traditional
investments alike.
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Executive Summary

Methodology

This study set out to analyze potential performance and risk differences
between sustainable and traditional investments.

To develop a clearer picture of the relative performance of sustainable
investments to their traditional peers, our review focused on three broad
areas:

We reviewed a range of studies on sustainable investment performance
and examined performance data for 10,228 open-end mutual funds and
2,874 Separately Managed Accounts (SMAs) based in the United States
and denominated in US dollars. In the scope of our review, we
ultimately found that investing in sustainability has usually met, and
often exceeded, the performance of comparable traditional
investments. This is on both an absolute and a risk-adjusted basis,
across asset classes and over time.
More specifically, when investors are deciding whether to pursue a
sustainable investing strategy, they should consider the following:
• Sustainable Equity Mutual Funds had equal or higher median
returns and equal or lower median volatility for 64% of the periods
examined over the last 7 years, compared to their traditional
counterparts. (Figure 2).
• Sustainable SMAs had equal or higher median returns for 36% of
the periods examined and equal or lower median volatility for 72% of
the periods examined, over the last 7 years, compared to their
traditional counterparts. On a risk-adjusted basis, sustainable SMAs
performed closely inline with their traditional counterparts (Figure 5).
• Sustainable Mutual Funds and SMAs had a tighter return and
volatility dispersion than their traditional peers (Figures 3, 4, 6).
• Individual Firms that actively pursue improvements in
environmental, social and governance metrics also tend to have lower
costs of capital and higher operational and stock price performance.3
• A 2011 Harvard study found, that given a $1 investment in 1993 in a
value-weighted portfolio of high sustainability versus low
sustainability firms, the high sustainability portfolio would have
grown to $22.60 by 2010, while the low sustainability portfolio
would have only reached $15.40, a difference of over 46%.4
• Benchmark performance of the MSCI KLD 400 Social Index, which
includes firms meeting high Environmental, Social and Governance
(ESG) standards, has outperformed the S&P 500 on an annualized
basis by 45 basis points since its inception (10.14%, compared to
9.69% for the S&P 500; July 1990 - Dec. 2014). 5
Ultimately, investors should remember that manager selection is
crucial; there is a high dispersion of returns and volatility across the
spectrum of sustainable and traditional investment strategies alike.

• Individual Firm Performance. We reviewed a body of studies and
meta studies that assessed the impact of sustainability on financial
and market performance of individual firms.
• Benchmark Performance. We examined how the MSCI 400 KLD
Social Index6, an index of firms selected for their relative strength in
sustainability metrics, performed against broader industry
benchmarks.
• Investment Fund Performance. We used publicly-available data
from Morningstar to assess open-end mutual fund performance, and
data from Informa PSN to assess SMA performance. Performance
was comparatively assessed using total returns for mutual funds and
gross returns for SMAs, based on the availability of data. Risk was
assessed using volatility (standard deviation). Our review used 7
years of calendar and trailing data, across both equity and fixed
income. 10 year data could not be fairly assessed and was excluded
due to a low number of sustainable funds in existence at the time. To
reduce the potential for error, we compared sustainable and
traditional investment performance between peers within the same
Morningstar category or Informa asset class. We only included asset
classes where there were at least 4 sustainable funds or SMAs with
continuously available data over the last 7 years.
We wanted to review the performance of sustainable investments from
these three perspectives; to arrive at a synthesized view that would be
beneficial for asset owners and managers, institutional and retail
investors and corporate management.

Defining Sustainability
We define sustainability as a commitment to economic well-being for
both the present and the future, balancing society’s needs today with the
demands of tomorrow. Sustainability encompasses behaviors,
processes, tools and technologies that can be perpetuated and replicated
in ways that achieve economic, social or environmental benefits. We
see sustainable investing as the practice of mobilizing capital to
businesses that engage in these behaviors and practices.

This paper is published by the Morgan Stanley Institute for Sustainable Investing. The Morgan Stanley Institute for Sustainable Investing is dedicated to accelerating
mainstream adoption of sustainable investing by developing innovative and scalable finance solutions to address global challenges—seeking both competitive
financial returns and positive societal impact. The Institute is committed to industry-leading work that combines Morgan Stanley’s history of excellence in client
service with cutting-edge approaches to investment. For more information about the Morgan Stanley Institute for Sustainable Investing, visit
http://www.morganstanley.com/sustainableinvesting. Kash Patel was the principal author of this report.
Please refer to important information, disclosures and qualifications at the end of this material.
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Sustainable Investments
and Individual Firms
The Intuition of Top and Bottom-Line Impacts of
Sustainability
Sustainability can have a positive effect on firms that pursue it, in both
stock price and operating performance. For example, firms that reduce
waste and utilize natural resources more efficiently may see increased
profitability through reduced costs and increased efficiency. Through a
shift in focus, one large technology firm saved $422 million and
reduced electricity use by 5.8 billion kWh over a 12-year period.7
Another possibility is that firms that score high on employee
engagement might have lower turnover, and higher employee
motivation, leading to higher human resource cost efficiency. This has
been shown through a number of studies as well. Across 14 countries,
companies on “The Best Companies to Work For” consistently achieved
outsized, positive returns relative to their industry peers.8
It is important to note that specific outcomes from sustainable
investments cited by large firms are often positive in nature, which
some may construe as suffering from a reporting bias. Sustainable
investments with suboptimal outcomes may not be reported as
frequently or transparently as those that are successful. Despite this risk,
the active investments by firms, in advance of regulatory or other
external pressures, is surely a sign of a broader shift in strategic
direction. A 2014 study by Ceres found that 60 percent of Fortune 100
companies voluntarily set clean energy and greenhouse gas reduction
targets, saving an aggregate of $1.1 billion annually from 30,000
projects.9

Research on Sustainability and Performance
Academic research that explores the relationship between investments
in sustainability and overall firm and market performance also points to
a positive relationship.10 This is often true even as far back as the 1990s,
when the first socially responsible equity indices were launched.
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A broad 2014 meta study by Oxford University reviewed 190 of the
highest quality academic studies conducted on the relationship between
sustainability and firm performance. Overall, the study made a strong
case for business investment in sustainability, drawing the following
key conclusions from the body of studies they reviewed12:
• 90% showed that sound sustainability standards lowered the cost of
capital.
• 80% showed a positive relationship between stock performance and
good sustainability practices.
• 88% indicated that operational performance of firms was improved
by robust Environmental, Social and Governance practices.
While correlation does not equal causation, firms that pursue
sustainability strategies that result in improved corporate governance,
resource utilization or employee engagement often outperform their
peers.13 In addition, firms that are focused on sustainability are also
more likely to better manage environmental, financial and reputational
risks14, which is more likely to lead to lower volatility of cash flows.15
A 2011 study conducted by George Serafeim and Robert Eccles at
Harvard Business School also found that financial markets value firms
that incorporate sustainability practices into their operations. They
compared stock performance of 180 large US firms, using a matched
sample that classified 90 as high sustainability and 90 as low
sustainability. High sustainability firms were those that actively
incorporated material environmental, social and governance criteria into
decision-making at the firm level, while low sustainability firms did
not.
The study found that high sustainability firms significantly
outperformed their counterparts. Given a $1 investment in 1993 in a
value-weighted portfolio of high sustainability versus low sustainability
firms, the high sustainability portfolio would have grown to $22.60 by
2010, while the low sustainability portfolio would have only reached
$15.40, a difference of over 46%.16

The literature does not suggest that all investments in sustainability
produce positive returns. The key, according to one McKinsey study, is
that leading firms pursue investments in sustainability that aim to also
have a material financial impact.11

Please refer to important information, disclosures and qualifications at the end of this material.
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Sustainable Investments
and Benchmarks
While existing research highlights how sustainability can positively
impact a firm’s profitability and stock performance, how do highlyrated sustainable firms perform relative to industry benchmarks?

As seen in Figure 1, the index also outperformed the S&P 500 on an
annualized basis since its inception in 1990, with the MSCI KLD 400
achieving an annualized return of 10.14%19, compared to 9.69% for the
S&P 500 – a difference of 45 basis points.

Figure 1 – Index Performance – MSCI KLD 400 vs. S&P 500 (July 1990 – Dec. 2014) – USD17

Source: Zephyr Analytics
Past performance is not a guarantee of future results. Indices are unmanaged and not available for direct investment.

One robust measure of sustainable investment performance is the MSCI
KLD 400 Social Index. The broad-based index only includes firms that
meet very high Environmental, Social and Governance ratings relative
to their peers. It also excludes certain sectors, such as alcohol,
gambling, tobacco, weapons and adult entertainment.

While this difference is small, it adds up to a cumulative excess return
of 102.36% between 1990 and 2014.
It may also indicate a positive relationship between firms that invest
heavily in sustainability and broader market performance.

Over the period of available performance data, the MSCI 400 Social
Index performed largely in line with MSCI USA, its traditional
counterpart.18 Interestingly, the sector exclusions used in the benchmark
did not have a negative impact on performance, which might be
expected due to lower diversification.

Please refer to important information, disclosures and qualifications at the end of this material.

4

INSTITUTE FOR SUSTAINABLE INVESTING

Sustainable Mutual Fund
and SMA Performance
We compared the performance of sustainable open-end mutual funds
and sustainable Separately Managed Accounts (SMAs) to their
traditional counterparts. Our focus was on those employing an active
sustainable investment strategy. Ultimately, our aim was to determine if
there was a meaningful difference in performance for funds or SMAs
employing an active sustainable strategy versus those that did not.

Methodology – Assessing Performance
To limit outliers from skewing our results, we avoided using averages
as a baseline for returns or volatility. We instead focused on how well
represented sustainable funds, though small in total number, were in the
top two quartiles of returns and risk for their peer group. Based on
availability of data, total returns were used for mutual funds, and gross
returns were used for SMAs. Risk was compared using volatility
(standard deviation).

MARCH 2015

• Mutual Funds. Our dataset from Morningstar included 10,228 openend mutual funds. Of these, 118 equity funds and 31 fixed income
funds were tagged in Morningstar as employing a “Socially
Conscious” active investment strategy. We compared these
sustainable funds to peers in the same asset class, based on
Morningstar category.
• SMAs. We had access to data for 2,874 SMAs (equity only) from
Informa PSA. Of these, we considered 102 as sustainable, based on
those having either an “Important” or “Very Important” account
mandate for socially responsible investments. We also compared
sustainable SMAs to peers in the same asset class, as defined by
Informa PSN.
To ensure that our conclusions were meaningful, given the relatively
small number of sustainable funds and SMAs, we limited our review to
asset classes that had at least 4 sustainable funds with continuously
available data over the last 7 years. This resulted in the exclusion of
many equity and fixed income asset classes across the available set of
mutual funds and SMAs.

We concluded that sustainable funds met or exceeded their peer group
in performance if:
• Returns. 50% or more sustainable funds appeared in the top half of
returns for their peer group.
• Volatility. 50% or more sustainable funds appeared in the bottom
half of volatility (standard deviation) for their peer group.
Returns and volatility were compared on both a calendar year (2007 –
2014) and trailing basis (3, 5 and 7 year). 1 year trailing data was
excluded, since it was the same as the 2014 calendar year data. 10 year
data could not be fairly assessed and was excluded due to a low number
of sustainable funds in existence at the time.

Methodology – Selecting Sustainable Funds and
SMAs
Sustainable funds and SMAs were identified from metadata in
Morningstar and Informa PSN, and comparisons were done between
funds in the same asset class. To limit the impact of currency
differences and market structure, we limited our review to funds that
were domiciled in the United States and allowed only US dollar
investments.

Please refer to important information, disclosures and qualifications at the end of this material.
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Equity Mutual Fund Performance
Overall, sustainable equity funds performed favorably compared to their
traditional counterparts. Based on Figure 2, sustainable funds met or
exceeded median returns of traditional funds for 64% (42/66) of the
periods examined. They also met or fell below median volatility of
traditional funds for 64% (42/66) of the periods examined.
Looking at equity fund comparisons in Figure 2, the data shows:
• Large Value was the only asset class where sustainable funds were
not consistently overrepresented in the top two quartiles of returns.
Across all other asset classes, 50% or more sustainable funds were
represented in the top two quartiles of returns for their peer group
for the majority of periods under consideration.

• Excluding Mid Cap Blend, volatility comparisons yielded a similar
trend; 50% or more sustainable funds were represented in the bottom
two quartiles of volatility for their peer group for the majority of
periods under consideration. Sustainable Mid Cap Blend funds only
had favorable volatility outcomes in 3 out of 11 periods.
Grouping all equity funds under review, Figure 3 highlights that
sustainable equity mutual funds had a tighter return and volatility
dispersion than traditional equity mutual funds. Sustainable funds also
skewed toward lower volatility, with the majority of sustainable funds
having lower volatility than the median of the traditional funds.

Figure 2 – Sustainable vs. Traditional Mutual Fund Performance20

Source: Morningstar
Past performance is not a guarantee of future results.

Please refer to important information, disclosures and qualifications at the end of this material.
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Figure 3 – Sustainable vs. Traditional Risk vs. Return (7 Year Trailing)21
Equity Mutual Funds (Large Value/Blend/Growth, Mid Blend/Growth, Small Blend)

Source: Morningstar
Past performance is not a guarantee of future results.

Fixed Income Mutual Fund Performance
The number of sustainable fixed income funds was considerably
smaller, which resulted in the exclusion of most asset classes.
Of the two asset classes considered, sustainable fixed income fund
performance was relatively inline with traditional funds.
Looking at fixed income fund comparisons in Figure 2, the data shows:
• Short-term fixed income funds were very highly represented in the
top two quartiles of returns for their peer group across time. In terms of
volatility, however, they did not have favorable performance relative to
peers for any of the 11 periods under consideration.

• Intermediate-term fixed income funds exhibited the exact opposite
trend as short-term funds. Comparing peer returns, they performed
favorably in only 4 out of 11 periods. At the same time, they exhibited
consistently low volatility – with high representation compared to peers
for 10 out of 11 periods.
Figure 4 also highlights that there was generally greater dispersion
across traditional fixed income funds compared to sustainable
funds. In addition, a large number of traditional fixed income funds
took on higher volatility without providing commensurate returns. This
was less the case with sustainable fixed income funds.

Please refer to important information, disclosures and qualifications at the end of this material.

7

INSTITUTE FOR SUSTAINABLE INVESTING

MARCH 2015

Figure 4 – Sustainable vs. Traditional Risk vs. Return (7 Year Trailing)22
Fixed Income Mutual Funds (Short-term, Intermediate-Term)

Source: Morningstar
Past performance is not a guarantee of future results.

Overall, sustainable SMAs performed favorably compared to their
traditional counterparts with respect to volatility, with equal or lower
volatility for 72% (24/33) of the periods examined. Sustainable
SMAs performed less favorably with respect to returns, meeting or
exceeding traditional median returns for 36% (12/33) of the periods
examined. On a risk-adjusted basis, sustainable SMAs performed
inline with their traditional counterparts (Figure 5).

• Mid Cap. Sustainable SMAs were overrepresented in the top two
quartiles of returns compared to their peer group for 6 out of 11
periods. In terms of volatility, sustainable SMAs were highly
represented in the bottom two quartiles for 7 out of 11 periods.
• Small Cap. Sustainable SMAs were consistently underrepresented in
the top two quartiles of returns compared to their peer group, with
only 2 out of 11 periods of favorable performance. In terms of
volatility, however, sustainable SMAs were overrepresented for 9 out
of 11 periods, and closely inline for the remaining 2 periods.

Looking at SMA comparisons in Figure 5, the data shows:
• Large Cap. Compared to their peer group, sustainable SMAs only
had a higher than 50% representation in the top two quartiles for 4
out of 11 periods. In terms of volatility, sustainable SMAs were
represented in the bottom two quartiles of volatility for their peer
group for the majority of periods under consideration.

Figure 6 highlights that traditional SMAs had a slightly higher return
dispersion, but a significantly higher volatility dispersion, suggesting
that sustainable SMAs exhibited favorable risk-adjusted performance
over time.

Sustainable SMA Performance

Please refer to important information, disclosures and qualifications at the end of this material.
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Figure 5 – Sustainable vs. Traditional SMA Performance23

Source: Informa PSN

Past performance is not a guarantee of future results.

Figure 6 – Sustainable vs. Traditional Risk vs. Return (7 Year Trailing) 24
SMAs (Large, Mid, Small Cap)

Source: Informa PSN
Past performance is not a guarantee of future results.
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What Is the Bottom Line for
Investors?
A number of drivers, including increasing natural resource scarcity,
regulatory pressures, shareholder expectations and board
accountability, among others, are likely contributing to some of the
positive firm- and investment-level effects we observed. More studies
are needed to conclusively determine what the underlying drivers are.
The academic research we reviewed on the performance of
sustainable firms and investments, both versus peers and benchmarks,
underscores how firms that consistently factor sustainability into their
business strategy can fare better; with positive effects both on a
firm’s profitability and stock price performance.
Reviewing 7 years of performance data for 10,228 open-end mutual
funds, we also observed that sustainable funds tend to exhibit slightly
higher returns and lower volatility than their traditional counterparts,
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barring a few exceptions. A similar review of 2,874 SMAs invested
in public equities indicate that sustainable SMAs lag slightly in
returns, but have uniformly lower volatility. On a risk-adjusted basis,
sustainable SMAs perform inline with their traditional peers.
While it is important to understand these observed trends, we believe
investors should remember that manager selection is crucial; there is
a high dispersion of returns and volatility across the spectrum of
sustainable and traditional investment strategies alike.
Ultimately, our comparison indicates that investing to create a
positive impact does not necessarily require making a tradeoff in
investment performance; on the contrary, sustainable investments
often exhibit favorable return and risk characteristics compared to
their traditional peers. We expect that, over time, the fundamental
drivers of these performance differences will only grow in
importance to investors, both as a way to address important global
challenges and to improve investment performance.

To learn more about the Institute for Sustainable Investing, please visit www.ms.com/sustainableinvesting
To contact the Institute, email sustainability@morganstanley.com

Please refer to important information, disclosures and qualifications at the end of this material.
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Disclosures
This is not a “research report” as defined by NASD Rule 2711 and was not prepared by the Research Departments of Morgan Stanley Smith Barney LLC or its affiliates.
This material has been prepared for informational purposes only and is not intended as an offer or solicitation with respect to the purchase or sale of any security. It does not provide
individually tailored investment advice. It has been prepared without regard to the individual financial circumstances and objectives of persons who receive it. Morgan Stanley Smith
Barney LLC & Morgan Stanley & Co LLC (collectively "Morgan Stanley") recommends that investors independently evaluate particular investments and strategies, and encourages
investors to seek the advice of a Morgan Stanley Financial Advisor or Private Wealth Advisor. The appropriateness of a particular investment or strategy will depend on an investor’s
individual circumstances and objectives.
The views and opinions expressed in this material are as of the time of this writing and do not necessarily represent those of Morgan Stanley, its affiliates or its other employees. Of
course, these views may change without notice in response to changing circumstances and market conditions. Furthermore, this material contains forward-looking statements and there
can be no guarantee that they will come to pass. Past performance is not a guarantee of future results. Indices are unmanaged and not available for direct investment.
Although the statements of fact and data in this report have been obtained from, and are based upon, sources that Morgan Stanley believes to be reliable, we do not guarantee their
accuracy, and any such information may be incomplete or condensed.
Asset allocation and diversification do not assure a profit or protect against loss.
Equity securities’ prices may fluctuate in response to specific situations for each company, industry, market conditions and general economic environment. Companies paying dividends
can reduce or cut payouts at any time.
Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally, the longer a bond's maturity, the more sensitive it is to this risk. Bonds may also be subject to
call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled maturity date. The market value of debt instruments may fluctuate,
and proceeds from sales prior to maturity may be more or less than the amount originally invested or the maturity value due to changes in market conditions or changes in the credit
quality of the issuer.
Because of their narrow focus, sector investments tend to be more volatile than investments that diversify across many sectors and companies.
Investment returns will fluctuate so that an investor’s shares when redeemed may be worth more or less than original cost. Investors
Investors should carefully consider the investment
objectives and risks as well as charges and expenses of
of a mutual fund before investing. To obtain a prospectus, contact your Financial Advisor or visit the fund company’s website.
website. The
prospectus contains this and other information about the mutual fund. Read the prospectus carefully before investing.
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