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In the past,
socially
responsible
investing was
synonymous with
ethical investing,
which involved
excluding
“undesirable”
sectors.

Sustainability Indices:
Investment Solutions for Future
Generations
Ever since the launch of the first ethical investment fund by Friends
Provident in 1984, socially responsible investing has continued to grow in
popularity all over the world, particularly in Europe. Global assets under
management, including extra-financial criteria, reached 13.6 trillion1 in
2012, and mutual fund assets in Europe increased by 19% over just two
years, from EUR 199.9 billion in 2010 to EUR 237.9 billion in 2012.1 Over
time, we have also witnessed a progressive evolution in how socially
responsible investing is perceived, from a marginal concept to an
increasingly mainstream investment approach that explicitly acknowledges
the relevance of environmental, social, and governance factors for the
investor and for the long-term health and stability of the market as a whole.2
In the past, socially responsible investing was synonymous with ethical
investing, which involved excluding “undesirable” sectors. For example, the
Friends Provident fund expressly excluded certain “sinful” sectors such as
tobacco, pornography, and the arms trade. However, as interest in this
investment style has gained momentum in the past two decades, the nature
of socially responsible investment has broadened. The style has
transformed from an approach that screens out sectors that “do harm” to
one that incentivizes and rewards good practices that promote sustainable
economic development by balancing the needs of the planet, its people,
and the ability for companies to make a profit. This approach is often
known as “sustainability investing.”
Sustainability investing usually requires considering the environmental,
social, and governance factors that may affect investment risk/return, and
while there is general agreement on what these factors are, the definition of
sustainability investing itself can vary significantly between investors in
different countries. Regardless of how sustainability investing is precisely
defined, the rationale behind it is simple in that investors can derive moral
satisfaction from investing in this manner and they may benefit from the
long-term performance of companies that adopt socially and
environmentally responsible policies. There is academic research available
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to support this. For instance, Statman concluded that returns of socially
responsible indices were generally higher than those of the S&P 500®.3
More recent research, written by Eccles et al., showed that highsustainability firms dramatically outperformed low-sustainability firms, in
terms of both the stock market and accounting measures.4

SUSTAINABILITY INDICES
There are a variety of ways for investors to get exposure to sustainabilitybased investments. Some approaches are active and involve fund
managers selecting companies that are deemed to have met certain
standards, while others are passive, using vehicles such as ETFs, passive
funds, and structured products, which derive their exposure from underlying
indices. In this article, we focus our attention on passive approaches using
indices.

The key question
surrounding the
construction of
sustainability
indices is how to
measure
sustainability
accurately.

The key question surrounding the construction of sustainability indices is
how to measure sustainability accurately, given the subjective nature of
many of its factors and the difficulty in selecting the relevant parameters to
measure long-term value creation in different industries. Additionally
complex is how to build a portfolio that establishes a link between the
market capitalization of companies and their sustainability credentials. This
means that for a sustainability index to be effective and meaningful, it
should be designed in such a way that allows investors to access their
target market, while taking into account the sustainability credentials of the
companies in that market.
In comparison with actively managed funds, products based on
sustainability indices have a number of advantages. First, index providers
explicitly take into account the sustainability credentials of companies in the
index construction process. Second, the way in which companies are
assessed is transparent, and the impact of subjective judgments is
lessened by clearly defined index rules. Third, they serve as an important
tool to engage with companies and to incentivize them to adopt policies that
contribute to sustainable economic growth.
There is a broad selection of sustainability indices that adopt different
methodologies in the market. Some approaches involve selecting
companies with the highest sustainability rating, while others reweight the
entire universe based on a combination of a company’s sustainability rating
and its market capitalization. Some approaches select companies based
on a wide variety of sustainability criteria, whereas others use only a subset
of those criteria. Regardless of the approach used, it is important to
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highlight that these indices have to be built on robust sustainability
assessments, which can then be used as a basis for benchmarks and
quantitative investment solutions.

DOW JONES SUSTAINABILITY INDICES: AN OVERVIEW

One of the
reasons why the
DJSI series has
gained widespread
acceptance
among
practitioners lies in
the reliability of the
analytical inputs
used to construct
the index.

S&P Dow Jones Indices offers a number of sustainability benchmarks,
among which the most well known is the Dow Jones Sustainability™ World
Index (the DJSI World). Launched in 1999, the index was the first global
sustainability index and is highly recognized within the investment
community, according to the Rate the Raters survey.5 One of the reasons
why the DJSI series has gained widespread acceptance among
practitioners lies in the reliability of the analytical inputs used to construct
the index. These inputs are provided by RobecoSAM, a high-profile
investment specialist focused exclusively on sustainability investing. Each
year, RobecoSAM invites 3,000 of the world’s largest publicly listed
companies to participate in the Corporate Sustainability Assessment (CSA).
Participating companies have to answer a series of questions about the
economic, social, and governance policies for their business activities, as
well as provide documented evidence to substantiate their answers. In
2014, RobecoSAM received responses from 830 of the invited companies,
which represented about 50% of the total market capitalization of the S&P
Global LargeMidCap benchmark. This relatively high participation rate
means that an in-depth analysis of the sustainability profiles of the
participating companies is possible. In addition, RobecoSAM analyzes
those companies that did not take part in the assessment but are large in
terms of market capitalization in their respective region or sector.
The DJSI World is constructed by selecting the top 10% of companies with
the highest sustainability rating within their respective industries (see
Exhibit 1). Apart from the global version of the index, there are also
versions that focus on specific regions (such as emerging markets, Europe,
etc.) as well as country indices. There are versions that include additional
ethical overlays, such as filtering out companies in certain industries that
are considered to be “sinful” (e.g., weapons, alcohol, adult entertainment).
In addition, there are other types of sustainability indices that focus on the
differing needs of investors. For example, S&P Dow Jones Indices and
RobecoSAM developed the Dow Jones Sustainability Diversified Indices,6
which have a broader universe and a lower tracking error to the
benchmarks. The DJSI World Diversified selects companies based on their
sustainability score until 33% of the market capitalization within each
country and sector is covered. This index ensures close tracking of the
benchmark broad-market index, the S&P Global LargeMidCap (see Exhibits
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2 and 3). For many investors, this is an important consideration when
deciding which index to choose.
Exhibit 1: Index Construction Methodologies of DJSI World and DJSI World
Diversified
Assessed Universe
Large- and Mid-Cap Companies from the S&P Global BMI Benchmark
Over 2,600 Developed and Emerging Market Companies With RobecoSAM CSA Scores
DJSI World

DJSI World Diversified
2G

1G

This relatively high
participation rate
means that an indepth analysis of
the sustainability
profiles of the
participating
companies is
possible.

Selects Most-Sustainable 10% of Companies
per Industry
(319 Components)

Selects Most-Sustainable 33% of Market
Cap per Country and Per GICS Sector (755
Components)

Regional Breakdown (Developed, Emerging,
North America, Europe, Asia Pacific)

Regional Breakdown (Developed [562],
Emerging [193], North America [180], Europe
[237], Asia Pacific [273])

Family of
Family of
Family of Market
Market Cap
ScoreCap Weighted
Weighted
Weighted,
Benchmark
Benchmark
Indices
Source:
S&P Dow Jones IndicesBlue-Chip
LLC. Data as of Dec. 31, 2014. Charts and
tables are provided for
illustrative purposes.

Exhibit 2: Comparison Between DJSI World Diversified and S&P Global BMI
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DJSI World Diversified (Total Return USD)
S&P Global BMI (Total Return USD)
Source: S&P Dow Jones Indices LLC. Data as of Dec. 31, 2014. Charts and tables are provided for
illustrative purposes. Past performance is no guarantee of future results. These charts and tables may
reflect hypothetical historical performance. Please see the Performance Disclosures at the end of this
document for more information regarding the inherent limitations associated with back-tested
performance.
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Exhibit 3: Comparison Between DJSI Diversified and S&P LargeMidCap Indices
TOTAL RETURN (USD)

ANNUALIZED
RETURN (%)

ANNUALIZED
VOLATILITY (%)

TRACKING
ERROR (%)

DJSI Europe Diversified

6.19

17.65

1.33

S&P Europe LargeMidCap

6.15

17.36

-

DJSI World Diversified

6.23

16.23

0.469

S&P Global LargeMidCap

6.55

16.57

-

Source: S&P Dow Jones Indices LLC. Data as of Dec. 31, 2014. Charts and tables are provided for
illustrative purposes. Past performance is no guarantee of future results. These charts and tables may
reflect hypothetical historical performance. Please see the Performance Disclosures at the end of this
document for more information regarding the inherent limitations associated with back-tested
performance.

S&P CARBON EFFICIENT INDICES

The objective of
carbon efficient
indices is to favor
companies that
adopt “green”
policies, while
excluding or
underweighting
those companies
deemed to be less
carbon efficient
within the same
sector.

Besides comprehensive sustainability indices, S&P Dow Jones Indices has
also developed a series of carbon-efficient indices to address investor
desire to support environmentally friendly companies and reduce carbonrelated risks. The S&P Carbon Efficient Indices are designed in such a way
that they take into account the carbon footprint of each company, while
closely tracking the respective benchmark. The carbon footprint of each
company within the benchmark is determined by an independent specialist
research provider, Trucost, and it is adjusted by the revenue of the
company. In deciding the carbon footprint of a company where data is not
available, Trucost considers a number of factors, such as the sector that
the company operates in, the company’s supply chain, and the products the
company makes.
The objective of carbon efficient indices is to favor companies that adopt
“green” policies, while excluding or underweighting those companies
deemed to be less carbon efficient within the same sector. The overall
carbon footprint reduction of the companies within the S&P Carbon Efficient
Indices is estimated to be around 30-50% versus their respective
benchmarks. Optimization models are also used in order to keep the
tracking error of the carbon efficient indices and their benchmarks to a
minimum. For instance, the tracking error of the S&P U.S. Carbon Efficient
Index (versus that of the S&P 500) was 0.85% over the past 10 years.

CASE STUDY: APPLYING STRATEGIES TO SUSTAINABILITY
INDICES
Investors and fund managers have long been applying different strategies
to their equity portfolios in an effort to enhance portfolio return or reduce
portfolio volatility, and in recent years, low volatility strategies have gained
immense popularity across the world, as some investors have started to
focus on reducing the risk of their investment portfolios. Moreover, there is
mounting evidence that low volatility strategies outperform because some
investors seem to prefer highly volatile stocks that give them the potential
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for a lottery-type payoff and hence, create the possibility of systematically
pushing up the prices of these stocks.
To examine whether low volatility strategies may apply to sustainability
benchmarks, we have created a simulation that involves selecting the 100
least-volatile stocks from the DJSI Europe Diversified. The portfolio is
rebalanced every six months, and the securities in the portfolio are
weighted by the inverse of volatility, which means that less-volatile stocks
are attributed a higher weight than the more volatile ones. The results
show that, compared to the benchmark, the annualized excess
performance of the strategy is 2.78%, with a corresponding decrease in
volatility of 17.47% (see Exhibits 4 and 5). This suggests that traditional
equity strategies may apply equally well to a sustainability benchmark as to
a traditional benchmark.

Low volatility
strategies have
gained immense
popularity across
the world, as some
investors have
started to focus on
reducing the risk
of their investment
portfolios.

Exhibit 4: Performance of a Hypothetical Low Volatility Strategy Versus its
Sustainability Benchmark
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Low Volatility Strategy Applied to Benchmark (Total Return USD)
DJSI Europe Diversified (Total Return USD)
Source: S&P Dow Jones Indices LLC, Barclays. Data from December 2004 to December 2014. Charts
and tables are provided for illustrative purposes. Past performance is no guarantee of future results.
These charts and tables may reflect hypothetical historical performance. Please see the Performance
Disclosures at the end of this document for more information regarding the inherent limitations
associated with back-tested performance.
Exhibit 5: Performance and Risks of a Hypothetical Low Volatility Strategy Versus its
Sustainability Benchmark
TOTAL RETURN
ANNUALIZED
ANNUALIZED
TRACKING
(USD)
RETURN (%)
VOLATILITY (%)
ERROR (%)
Benchmark

5.70

20.49

0.28

Low Volatility Strategy
8.48
16.91
0.50
Applied to Benchmark
Source: S&P Dow Jones Indices LLC, Barclays. Data from December 2004 to December 2014. Charts
and tables are provided for illustrative purposes. Past performance is no guarantee of future results.
These charts and tables may reflect hypothetical historical performance. Please see the Performance
Disclosures at the end of this document for more information regarding the inherent limitations
associated with back-tested performance.
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FUTURE DEVELOPMENTS
Sustainable investing is expected to continue to experience significant
growth in the next few years, as more investors look to integrate social and
environmental criteria into investment decisions with the ultimate goal of
aligning financial activities with these objectives. For this reason,
innovations can be expected in this space as investors become more
accustomed to the current offerings in the market and may start to look for
customized versions of sustainability indices that meet their investment
objectives.
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PERFORMANCE DISCLOSURE
The Dow Jones Sustainability Index Europe Diversified Index (“the Index”) was launched on May 30, 2013. The S&P Europe BMI LargeMid
Cap Index (“the Index”) was launched on December 31, 1992. The Dow Jones Sustainability Index World Diversified Index (“the Index”) was
launched on May 30, 2013. The S&P Europe BMI LargeMid Cap Index (“the Index”) was launched on December 31, 1992. All information
presented prior to an index’s Launch Date is hypothetical (back-tested), not actual performance. The back-test calculations are based on the
same methodology that was in effect on the index Launch Date. Complete index methodology details are available at www.spdji.com.
S&P Dow Jones Indices defines various dates to assist our clients in providing transparency. The First Value Date is the first day for which
there is a calculated value (either live or back-tested) for a given index. The Base Date is the date at which the Index is set at a fixed value for
calculation purposes. The Launch Date designates the date upon which the values of an index are first considered live: index values provided
for any date or time period prior to the index’s Launch Date are considered back-tested. S&P Dow Jones Indices defines the Launch Date as
the date by which the values of an index are known to have been released to the public, for example via the company’s public website or its
datafeed to external parties. For Dow Jones-branded indices introduced prior to May 31, 2013, the Launch Date (which prior to May 31, 2013,
was termed “Date of introduction”) is set at a date upon which no further changes were permitted to be made to the index methodology, but
that may have been prior to the Index’s public release date.
Past performance of the Index is not an indication of future results. Prospective application of the methodology used to construct the Index
may not result in performance commensurate with the back-test returns shown. The back-test period does not necessarily correspond to the
entire available history of the Index. Please refer to the methodology paper for the Index, available at www.spdji.com for more details about
the index, including the manner in which it is rebalanced, the timing of such rebalancing, criteria for additions and deletions, as well as all
index calculations.
Another limitation of using back-tested information is that the back-tested calculation is generally prepared with the benefit of hindsight. Backtested information reflects the application of the index methodology and selection of index constituents in hindsight. No hypothetical record can
completely account for the impact of financial risk in actual trading. For example, there are numerous factors related to the equities, fixed
income, or commodities markets in general which cannot be, and have not been accounted for in the preparation of the index information set
forth, all of which can affect actual performance.
The Index returns shown do not represent the results of actual trading of investable assets/securities. S&P Dow Jones Indices LLC maintains
the Index and calculates the Index levels and performance shown or discussed, but does not manage actual assets. Index returns do not
reflect payment of any sales charges or fees an investor may pay to purchase the securities underlying the Index or investment funds that are
intended to track the performance of the Index. The imposition of these fees and charges would cause actual and back-tested performance of
the securities/fund to be lower than the Index performance shown. As a simple example, if an index returned 10% on a US $100,000
investment for a 12-month period (or US $10,000) and an actual asset-based fee of 1.5% was imposed at the end of the period on the
investment plus accrued interest (or US $1,650), the net return would be 8.35% (or US $8,350) for the year. Over a three year period, an
annual 1.5% fee taken at year end with an assumed 10% return per year would result in a cumulative gross return of 33.10%, a total fee of US
$5,375, and a cumulative net return of 27.2% (or US $27,200).
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GENERAL DISCLAIMER
Copyright © 2016 by S&P Dow Jones Indices LLC, a part of S&P Global. All rights reserved. Standard & Poor’s ®, S&P 500 ® and S&P ® are
registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”), a subsidiary of S&P Global. Dow Jones ® is a registered
trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). Trademarks have been licensed to S&P Dow Jones Indices LLC.
Redistribution, reproduction and/or photocopying in whole or in part are prohibited without written permission. This document does not
constitute an offer of services in jurisdictions where S&P Dow Jones Indices LLC, Dow Jones, S&P or their respective affiliates (collectively
“S&P Dow Jones Indices”) do not have the necessary licenses. All information provided by S&P Dow Jones Indices is impersonal and not
tailored to the needs of any person, entity or group of persons. S&P Dow Jones Indices receives compensation in connection with licensing its
indices to third parties. Past performance of an index is not a guarantee of future results.
It is not possible to invest directly in an index. Exposure to an asset class represented by an index is available through investable instruments
based on that index. S&P Dow Jones Indices does not sponsor, endorse, sell, promote or manage any investment fund or other investment
vehicle that is offered by third parties and that seeks to provide an investment return based on the performance of any index. S&P Dow Jones
Indices makes no assurance that investment products based on the index will accurately track index performance or provide positive
investment returns. S&P Dow Jones Indices LLC is not an investment advisor, and S&P Dow Jones Indices makes no representation
regarding the advisability of investing in any such investment fund or other investment vehicle. A decision to invest in any such investment
fund or other investment vehicle should not be made in reliance on any of the statements set forth in this document. Prospective investors are
advised to make an investment in any such fund or other vehicle only after carefully considering the risks associated with investing in such
funds, as detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of the investment fund or
other vehicle. Inclusion of a security within an index is not a recommendation by S&P Dow Jones Indices to buy, sell, or hold such security,
nor is it considered to be investment advice.
These materials have been prepared solely for informational purposes based upon information generally available to the public and from
sources believed to be reliable. No content contained in these materials (including index data, ratings, credit-related analyses and data,
research, valuations, model, software or other application or output therefrom) or any part thereof (Content) may be modified, reverseengineered, reproduced or distributed in any form or by any means, or stored in a database or retrieval system, without the prior written
permission of S&P Dow Jones Indices. The Content shall not be used for any unlawful or unauthorized purposes. S&P Dow Jones Indices and
its third-party data providers and licensors (collectively “S&P Dow Jones Indices Parties”) do not guarantee the accuracy, completeness,
timeliness or availability of the Content. S&P Dow Jones Indices Parties are not responsible for any errors or omissions, regardless of the
cause, for the results obtained from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. S&P DOW JONES
INDICES PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY
WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE
ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE
WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Dow Jones Indices Parties be liable to any party for any
direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses
(including, without limitation, lost income or lost profits and opportunity costs) in connection with any use of the Content even if advised of the
possibility of such damages.
S&P Dow Jones Indices keeps certain activities of its business units separate from each other in order to preserve the independence and
objectivity of their respective activities. As a result, certain business units of S&P Dow Jones Indices may have information that is not available
to other business units. S&P Dow Jones Indices has established policies and procedures to maintain the confidentiality of certain non-public
information received in connection with each analytical process.
In addition, S&P Dow Jones Indices provides a wide range of services to, or relating to, many organizations, including issuers of securities,
investment advisers, broker-dealers, investment banks, other financial institutions and financial intermediaries, and accordingly may receive
fees or other economic benefits from those organizations, including organizations whose securities or services they may recommend, rate,
include in model portfolios, evaluate or otherwise address.
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