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Executive summary

In this paper, we review the financial performance of MSCI ESG Ratings in global (MSCI ACWIndex)
and developed markets (MSCI WorldIndex) over the course of their history of 11 and 17 years,
respectively.

A key difference between MSCI ESG Ratings and traditional marketrisk factors such as value or

momentum is the fact that MSCIESG Ratingsassess corporate risk rather than market risk. Our

study was therefore based on both a fundamental performance assessment (how differences in ESG

ratings were associated with differences in earnings and profitability) and a stock -price performance

assessment. This is important to understand to what extent (if observed) better corporate -earnings

fundamentals were transmitt ed into better market performance, which we called thedzu s bot nj t t j po!
channel.LJ

Using a standard quintile analysis on MSCI ESG scores (controlled for sectors, regions and company
size), we found that companies with higher MSCIESGRatings outperformed their lower -rated
counterparts across both the MSCI ACWI Index and the MSCI Wdd Index over the study periods of
11 and 17 years, respectively.

It is interesting to highlight that the total MSCI ESG Rating showed a stronger and less volatile
outperformance than the individual, E,S and G pillar scores, which means the aggregation of
environmental, social and governance risk issues into a total ESG score has added financial value.

We saw similar results when looking at the performance of MSCI ESGRatings quintile s in the four
subregions of the MSCI ACWIIndex: North America, Europe, Pacific andemerging markets (EM).

We found that this outperformance of companies with higher MSCI ESGRatings existed even when
controlling for equity -style factors using the MSCI GEMLTESG factor model, which means there has
been an ESG performance effectin global equity markets that cannot be attributed to traditional
factors.

Our fundamental performance analysis looked at whether the observed outperformance was due to
a relative increase in valuation levels of companies with higher MSCIESGRatings over lower-rated
ones (which could be an indication of a self-g v mg j mmj o dompdiwes with mghedE$Cordings)
or due to better earnings fundamentals. We observed that the outperformance was not driven by
valuation effects but by better earnings growth and higher dividend yields of companies with higher
MSCIESGRatings.

We also looked at the historical performance of standard MSCI ESG indexes in global equity
markets. We observed that during the study period, all standard MSCIESG indexes showed an
outperformance over their MSCI ACWI parent index. Using performance attribution based on the
MSCI GEMLT ESG modelwe found that performance was partly due to the ESG factor return and
partly due to other style and industry factors.

© 2024 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document.
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Introduction

The objectives and scope of different methodologies for ESG rating in the market vary; and, not

surprisingly, their impact on the performance of portfolios can vary substantially too (Friede et al.

2015, Berg et al 2023). Unlike the approach of many other ESG scoringsystems, MSCI ESG Ratings
methodology is focused purelypo! nf bt vsj oh! dpngbojft! ! fygptvsf!lup! boc
financially material risks and opportunities that could potentially affect their earnings and therefore

their stock or bond price.

MSCIESG Ratings have been in place foglobal developed equity markets (as measured by the
MSCI World Index) since 2007 and for global developed and emerging markets (the MSCI ACWI
Index) since 2013. Giventhis history of over 11 years of ratings, questions investors often ask are
centered around performance: How have MSCI ESG Ratings performedsince their inception and how
have the related MSCI ESG indexes performed?

In this paper, we provide a review of MSCI ESG Ratings covering fundamentaberformance (i.e.,
earnings), stock-price performance and risk characteristics , as well asthe corresponding review of
the performance of MSCI ESG indexes.Looking at both fundamental and market -price performance
is essential since there are important difference s between MSCI ESG Ratings and traditional market
risk factors such as momentum or value. While market-risk factors are a direct assessment of a
tupdl ! t! nbs| f uRatngstare a doddoraie Jidk Bs§eldsment.

A complete performance analysis should therefore assess the transmission channels from
differences in ESG characteristics to differences in corporate fundamental performance to market -
price performance, as proposed in Giese et al (2018) and summarized in Exhibit 1. Here, the authors
identified and tested three transmission channels, covering performance, company -specific risks
and the systematic risks companies are exposed to. Simply put, transmission channels help to
explain to what extent any differences observed in market risk and performance between companies
with high and low MSCIESG Ratings may be due to differences in corporate fundamentals, such asa
companz 4 ability to drive earnings or protect th eir earnings from business risks. In this paper, we
therefore consider both the corporate fundamental performance and market performance of
companies in the MSCI ACWIIndex.

Exhibit 1: Transmission channels of how ESG may affect financial performance and risk
MSCI ESG Ratings:

Corporate risk rent » Corporate fundamentals »  Market performance
Time T Time T+AT Time T+AT'
A}eA Fundamental analysis Company profitability Market risk analysis et
o Higher profitability Stock performance
1. Transmission channel: Higher ROE Dividend yield
o Higher earnings
growth
Company specific risk
2_ Transmission channel: Company specific risk Lower residual vol
Better risk & compliance Lower incident Lower kurtosis
frequency Lower draw-downs
n o o — Systematic risk Systematic risk
. Transmission channel:
Lower cost.of capital Lo.w_e-r syst_emat\cvo\
Lower earnings Crisis resilience of
Controlling for other variability Controlling for equity stock price
cce fundamental factors style factors

Source: MSCIESG Research

© 2024 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document.
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MSCI ESG Ratings and stock-price performance

One of the most-used approaches to test the impact of an indicator on market -price performance is
quintile analysis. To be precise, we sorted companies in the MSCI ACWI universe according to their
industry-adjusted ESG scores.To also control for size and regional biases, these industry-adjusted scores
were further adjusted for company size (Exhibit Al in appendix) and region| North America, Europe,
Pacific and EM. The quintiles therefore reflect companies according to their industry-, size- and region-
adjusted ESG scores Ouranalysis used equalweighted quintiles to ensure performance results were not
driven by a few large caps such as Applelnc. or Microsoft Corp.

Exhibit 2 shows that companies in the highest quintiles for MSCI ESGRatings for the MSCI ACWI Index
have consistently outperformed those companies in the lowest quintile over the last 11 years.

It is worth highlighting that while all three pillars | E, S and @ showed a positive performance effect
over the study period, their aggregate scores showed the strongest performance effect. In addition, the
performance of the total MSCIESGRatings was also more consistent over time th an the individual pillars
whose performance showed greater variation. This variation at pillar level can be explained bythe
stronger residual exposures of pillar scores to other financially relevant factors (such as industry or
countries) than for the total ESG score We will investigate factor exposures in the next section.

Overall, the results indicate that the industry -specific aggregation of E, S and G key issues has added
financial value and consistency over time. Previous research by Lee et al (2020) has shown that this
added value came from the industry -specific selection and weighting of key risk issues in the MSCI ESG
Ratings methodology. For instance, the authors showed that a hypothetical ESGrating methodology that
simply equal weights E, S and Gpillar scores for each company in the rating would not have shown
outperformance at the aggregate ESGrating level.

Exhibit 2: Cumulative performance of highest - vs. lowest-rated ESG quintiles in the MSCI ACWIIndex
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Quintiles are created every month based on adjusted scoresPillar scores are first z-scored by Global Industry Classification

Standard (GICS®R) sector and region (North America, Europe, Pacific and EM subirekes of the MSCI ACWIndex) and then
size-adjusted. For industry-adjusted ESG scores, we controlled for size and region bias. The next month! performance (in

mpdbm! sfuvso*! pgluif!rvjoujmft!jt!dbmdvmbufe/!Uif!hsbqgi!tipx
performance. Data from Dec 31,2012, to Dec. 29,2023. Source: MSCIESG Research
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It is worth noting that the outperformance of top -ESGrated companies over their bottom -rated peers was
consistent across both developed markets (DM) | Europe, North America and Pacificl and EM, as
shown in Exhibit 3.

Exhibit 3: Cumulative performance of highest - vs. lowest-rated ESG quintiles in sub-regions
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Quintiles are created every month based on adjusted scoresndustry-adjusted ESG score are size-adjusted and quintiles are

created per region (North America, Europe, Pacific and EM subinelxes for MSCI ACWI and North America, Europe and Pacific

for MSCI Worlg. Europe, North America, Pacific and EM are only sizadjusted. The next month! performance (in local

sfuvso*! pgluifl!rvjoujmft!jt!dbmdvmbufe/!Uif!hsbqgi!tipxt!uif!
performance. Data from Dec 31,2012, to Dec. 29,2023. Source: MSCIESG Research

Comparing regional performance, we found that the Pacific region showed the strongest level of
outperformance while North America showed the lowest. In aggregate, the performance of EM was
similar to DM, though slightly lower.

ESG factor performance

One of the limitations of quintile analysis is that we are not able to control for all other factor exposures,
e.g., equity style factors. For instance, previous research (Giese et al 2021) found that MSCI ESG Rating$
positive correlation to the quality and residual-volatility factor s was relevant for explaining performance
results of ESG portfolios.

To probe deeper into the performance of MSCI ESG Ratings, we integratedhe z-scores of MSCI ESG
scores (ranging from -3 to 3) on the global MSCI ACWI IMI universe intothe MSCI Barra factor model (the
MSCI GEMLTESG model). This alloned us to disentangle the ESG performance from the performance of
all other factors, as shown in Exhibit 4. We observed that the cumulative ESG factor performance was
about 5% per unit of factor exposure (which ranges from -3 to 3) over the observation period. This means
that there has been a positive performance effect of MSCI ESG Ratings in global equity markets that
cannot be explained by traditional equity factor exposures.

© 2024 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document.
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Exhibit 4: Cumulative factor return (%) per unit of factor exposure of MSCI ESG z-scores
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The chart shows the cumulative performance ofthe MSCI ESG factor (defined as the &core of the MSCI ESGndustry-
adjusted ESG score) in the MSCI Global Equity Factor Model + ESG (GEMESG) modelper unit of factor exposure. Data
from Dec. 31,2012, to Dec. 29,2023. Source: MSCIESGResearch

We also observed thatthe ESG factor performance showed considerable volatility over the study period
with some very strong performance years (e.g.,2019 and 2020) and some years showing
underperformance (e.g.,2015 and 2023). One of the reasons for this volatility is the fact that in the
underlying multilinear regression-model, performance results are influenced by many other factors in the
model, some of which can be quite volatile.

In the following section we analyze to what extent these findings from the factor model are in line with
dpngbojft!!l gvoebnf oub mlthe BISCOACEHNDex.gf sgpsnbodf ! j ol

Fundamental performance

Based on the transmission channels outlined in Exhibit 1, we probed deeper into the fundamental
explanation for the observed performance characteristics of MSC | ESG Ratings. One of thekey questions
we wanted to assess is whether the positive performance contribution could be caused by market
crowding in companies with high MSCIESGRatings, which could put investors in ESG portfolios at risk.
To assess these questions, Giese et al (2021) proposed to decompose total equity returns of ESG
portfolios into three fundamental drivers: earnings growth, multiple expansion and dividend yields:

Total equity return = earnings growth +  P/E expansion + dividend yield (1)

\ J
|

price return

Market crowding in companies with high MSCI ESGRatings would manifest itself in price-to-earnings
(P/E) expansion driving stock returns. The authors found however that during the study period from May
2013 till November 2020, the outperformance of companies with high MSCIESGRatings in the MSCI
ACWI universe was mainly due to higher levels of earnings growth ard slightly higher dividend yields,
while there was no sign of P/E expansion driving outperformance.

© 2024 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document.
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To assess whether this observation still held between 2013 and 2023, we looked at the time series of the
quintile 5 to quintile 1 ratio of earnings over stock price. If this ratio increases over time, it means that
companies with higher MSCIESGRatings have been growing earnings per unit of market cap at a faster
rate than lower-rated companies. By contrast, if the ratio is falling , it means that higher-rated companies
have seen a relative expansion in valuation multiple compared to lower-rated companies.

The analysis in Exhibit5 shows that, on average, the earningsper-price ratio has been volatile but
increasing during the study period, which means there was no evidence of crowding in companies with
high MSCI ESCGRatings driving performance. Instead, performance was led by earnings growth.

Exhibit 5: Trend of earnings / price ratio of quintile 5 vs quintile 1 in the MSCI ACWIIndex
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Quintiles are created every month based on adjusted scoresESG score issize-adjusted and quintiles are created per region

(North America, Europe, Pacific and EM subinelxes of the MSCI ACWIndex). Trend is calculated usingthree-year moving
averages of earnings per share for each quintile. Data from Jan. 1, 2013, to Dec. 29, 2023. Source: MSCI ESG Research

We also looked at differences in dividend yields from two angles . First, whether ESG scores at time t were
predictive of higher dividend yields over the following period [t, t+1y]. The corresponding quintile analysis
(Exhibit A2 in appendix) showed companies with higher MSCIESGRatings did display higher dividend
yields over the following one-year period.

Second, welooked at the simultaneous return decomposition at time t into changes in valuation, earnings
growth and dividend yield over the same time period. Therefore, in addition to the valuation term shown in
Exhibit 5 we looked at the ratio of dividend yields for quintile 5 versus quintile 1 (Exhibit 6).

© 2024 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document.
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Exhibit 6: Trend of dividend yield of quintile 5 vs. quintile 1 in the MSCI ACWIIndex
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Quintiles are created every month based on adjusted scoresESG score issize-adjusted and quintiles are created per region
(North America, Europe, Pacific and EM subineixes of the MSCI ACWIindeX). Trend is calculated usingthree-year moving
averages of dividend yield for each quintile. Data from Jan. 1, 2013, to Dec. 29, 2023. Source: MSCI ESG Research

We found higher and slightly increasing dividend yields for companies with higher MSCI ESGRatings
compared to those with lower ratings, which means the quintile 5 versus quintile 1 difference between
total equity returns was higher than the difference in price return.

MSCI ESG Ratingd$ performance across sectors

MSCI ESG Ratingsadopt a highly industry-specific approach in that in each industry the most financially
material key issues are selected when calculating the ratings. Looking at the performance of MSCI ESG
Ratings per sector is therefore important to assess to what extent the selected key issues actually
materialized in stock -price performance.

We looked at quintile performance differences per sectors in the MSCI ACWIIndex using size-and
regional-adjusted ESG scores as before(Exhibit 7).

© 2024 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document.
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Exhibit 7: Cumulative performance of highest - vs. lowest-rated ESGcompanies across sectors
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Quintiles are created every month based on adjusted scoresindustry-adjusted ESG scores are size-adjusted and quintiles are
created per region (North America, Europe, Pacific and EM subinelxes of the MSCI ACWIndex). The next month! t
performance (in local return) of the quintiles is calculated. The graph shows the cumulative difference between the top and
cpuupn!rvj ouj nDatafrdmPecs3d, p0dntd Bed. £9,2023. Source: MSCIESG Research

Cumulative return (%)

ACWI
Industrials
Financials
Health care
Materials
Utilities
Real estate
Energy

Information technology
Consumer discretionary
Consumer staples
Communication services

We noted substantial differences in performance across sector s with companies with higher MSCIESG
Ratings outperforming in eight out of 11 sectors. Of the other three sectors, consumer staples showed a
flat performance , while energy and real estate showed a slight underperformance.

It is interesting to highlight the performance of the three most carbon -intensive sectors: energy, utilities
and materials. The awareness of climate transition as a potential risk in carbon-intensive sectors has
increased over the past decade, and consequently d p n g b cexpbsturé and management of climate -
transition risks has a higher relative weight in the MSCI ESG Ratings assessmentshere than in other
sectors, as shown in previous research.

The materials and utilities sectors showed a clear outperformance for companies with a high MSCI ESG
Rating | in line with the intuition that climate change is an increasingly important risk | while in the
energy sector the performance difference was slightly negative , despite it being one of the most exposed
sectors in the climate transition.

To probe deeper into what could explain this performance difference in carbon -intensive sectors, we
looked at sector performance in DM and EM separately (Exhibit A3 in appendix), which showed an
interesting result: In all three carbon-intensive sectors in DM, companies with higher MSCI ESGRatings
clearly outperformed, while in EMthe reverse was true and these companies underperformed.

What could explain this discrepancy between DM and EM?

In both DM and EM, we saw increasing levels of climate -related policies and regulation to promote the
low-carbon transition of the economy. EM and DM are however at different stages in their shift away from
fossil fuels. For instance, EM have higher relative exposure to coal and manyof these countries are still
expanding the use of coal for energy production (Shakdwipee et al. 2023) | in parallel with increasing
their use of renewable energy sources. One conjecture that may explain the observed performance
difference between DM and EM is therefore the different policy and market environment for carbon-
intensive activities.

© 2024 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document.
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