Morgan Stanley

INSTITUTE FOR SUSTAINABLE INVESTING

Sustainable

Sustainable Funds Show Continued Outperformahce and
Positive Flows in 2023 Despite a Slower Second Half

Summary

Sustainable funds outperformed their traditional peers in 2023 with a median
return of 12.6% compared to traditional funds’ 8.6%, according to Morningstar
data. Outperformance was weighted to the first half of the year (more than
300bps vs. less than 80bps in 2H) with sustainable funds underperforming in
September and October.

In line with the broader market, the strongest returns were in the Americas,* with
median returns for sustainable funds investing in the region at 21.3%, compared
with Europe-focused funds’ +14.1% and global funds’ +12.3%.

Sustainable fund assets under management (AUM) globally grew to $3.4 trillion,

up 15% from 2022 and reaching 7.2% of total AUM. Inflows to sustainable funds
remained positive overall at $136 billion, 4.7% of the prior year-end AUM. However,
this slowed towards the end of 2023, with around three quarters of full-year inflows
occurring in the first half. Regionally, flow trends diverged when looking at fund
domicile or fund investment area: Europe-domiciled sustainable funds, as well as
sustainable funds investing globally and in Europe all had inflows between 4% and
6% of prior year-end AUM. Sustainable funds domiciled in North America saw small
outflows (-4.4% of prior year-end AUM) driven primarily by procedural changes at
a small number of funds, but funds investing in the Americas overall saw inflows
(+6.2% of prior year-end AUM).

The investment strategies of sustainable funds, such as offering low-carbon
portfolios, have led to a greater emphasis on some sectors within equity funds
compared with their traditional counterparts. Equity funds with a global, Europe or
APAC investment focus skew primarily to Industrials and Health Care, while funds
investing in the Americas are more overweight Technology. Greater exposure to
Technology stocks helped sustainable equity funds investing in the Americas in 2023,
but this was not the only factor influencing sustainable funds’ outperformance.

t Americas includes both North America and South America.
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SUSTAINABLE REALITY: SUSTAINABLE FUNDS SHOW CONTINUED OUTPERFORMANCE AND POSITIVE FLOWS IN 2023 DESPITE A SLOWER SECOND HALF

METHODOLOGY

This report is part of the Morgan Stanley Institute for Sustainable Investing’s ‘Sustainable Reality’
series, which assesses the historical performance of sustainable funds against traditional funds over
a specific timeframe using Morningstar data. This report analyzes performance for January 1, 2023-
December 31, 2023.

The fund universe for this analysis includes closed-end funds, exchange-traded funds and open-end
funds, taking the oldest share class, and excludes feeder funds, funds of funds and money market funds.
In total, this analysis covered approximately 97,000 funds globally.

Morningstar classifies a fund as sustainable if “...in the prospectus or other regulatory filings it is
described as focusing on sustainability, impact investing, or environmental, social or governance (ESG)
factors. Funds must claim to have a sustainability objective, and/or use binding ESG criteria for their
investment selection. Funds that employ only limited exclusions or only consider ESG factors in a non-
binding way are not considered to be a sustainable investment product.”

This analysis takes each fund’s classification as of June 30 (for 1H data) and December 31 (for full
year data) in each year; Traditional funds are those classified as ‘Not Sustainable’ by Morningstar.
Morningstar’s ‘Sustainable’ classification can differ from the newer, and still broad, European
Sustainable Finance Disclosure Regulation (SFDR) Article 8 and Article 9 definitions. Over 99% of
Article 9 funds are also classified as Sustainable by Morningstar, while this only applies for around
30% of Article 8 funds.

Morningstar’s calculation of total return is expressed in percentage terms and is determined each month
by taking the change in monthly net asset value, reinvesting all income and capital-gains distributions
during that month and dividing by the starting net asset value (NAV). All returns figures cited in the
report are median returns, as in prior Sustainable Reality iterations.

There can be a time lag of weeks or months in funds reporting data to Morningstar, notably for Asia-
domiciled funds. Some figures from prior periods are revised to reflect the latest disclosures. Where
this is material to prior analysis, the impact is noted in the text. Full year figures for 2023 could also be
subject to modest revisions in the future. Data in this report were collected on February 9, 2024.

Prior editions of Sustainable Reality have looked at regional data based on the fund’s domicile.
This edition retains this breakdown, and separately adds data based on a fund’s investment area.
For example, a fund could be domiciled in Europe but invest in global assets.
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SUSTAINABLE REALITY: SUSTAINABLE FUNDS SHOW CONTINUED OUTPERFORMANCE AND POSITIVE FLOWS IN 2023 DESPITE A SLOWER SECOND HALF

Sustainable Funds Outperformed Across
All Major Regions and Asset Classes

Sustainable funds outperformed their traditional peers in 2023. Equity funds’ outperformance
was weighted to the first half of the year, while sustainable fixed income funds were relatively
stronger in the second half.

For the full year, sustainable funds’ median return was

+12.6% compared with traditional funds’ +8.6%. Performance O

was weaker in the second half compared with the first, +

with sustainable funds still outperforming traditional funds ° O

but to a lesser extent (+5.3% vs. traditional funds +4.5%)
(Figure 1). Sustainable funds underperformed traditional For 2023, sustainable funds saw median returns
funds in September and October. For more details on why of +12.6% compared to traditional funds’ +8.6%.
‘Sustainable Reality’ focuses on median returns, please

see page 20 in the Appendix.

FIGURE 1

Sustainable Funds Outperformed Traditional Funds in 2H2023 and FY2023

Median Return—Sustainable vs. Traditional Funds
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024. Table shows data in basis points (bps),
10bps = 0.1%.

The half-year figures for 2023 do not sum to the 12.6% FY2023 median return as 1H and 2H figures represent the medians of each half-year datasets,
whereas the 12.6% FY23 figure is the median of the full-year dataset.
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FIGURE 2

Sustainable Funds Underperformed in September and October, But Finished the Year Strongly

Median Sustainable vs. Median Traditional Monthly Fund Performance

10.0%
8.0%
6.0%
4.0%
2.0%

0%

-2.0%

-4.0%

-6.0%

-8.0%

-10.0%

M Sustainable Funds M Traditional Funds
Median Sustainable Fund Performance Relative to Median Traditional Fund Performance (bps)

250
200
150
100
50
0%
-50
-100
-150
-200
-250

I Sustainable vs. Traditional (bps)

Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024. Bottom chart shows data in basis points
(bps), 10bps =0.1%.

MORGAN STANLEY INSTITUTE FOR SUSTAINABLE INVESTING | 2024



SUSTAINABLE REALITY: SUSTAINABLE FUNDS SHOW CONTINUED OUTPERFORMANCE AND POSITIVE FLOWS IN 2023 DESPITE A SLOWER SECOND HALF

Sustainable funds also outperformed traditional funds For the first time, ‘Sustainable Reality’ also looked at

across every domicile on a full-year basis (Figure 3), and by funds by the geography of their investment area. In 2023,

a much greater margin in regions with smaller AUM (Asia, sustainable funds outperformed both globally and in all

South America). This also slowed in the second half, with major regions with the exception of the small Middle East

sustainable funds underperforming traditional funds in some and African investment region, which saw sustainable funds

domiciles (Europe, North America) on a half-year basis. underperform slightly (0.4% of total global AUM) (Figure 3).
FIGURE 3

Sustainable Funds Outperformed Across All Asset Classes and Major Geographies

FY23 Median Return by Asset Type
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.
*Other includes multi-asset, property, commodities and alternative fund types.
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SUSTAINABLE REALITY: SUSTAINABLE FUNDS SHOW CONTINUED OUTPERFORMANCE AND POSITIVE FLOWS IN 2023 DESPITE A SLOWER SECOND HALF

How Have Sustainable Funds Performed
Over Time?

Figure 4 shows how median returns have compounded over the past five years (December 2018-December 2023).2
If a hypothetical fund achieved the median return for each of the past five years, a sustainable fund would be up
+35% compared with a traditional fund’s +25%.

FIGURE 4

Five Year Performance of Sustainable and Traditional Funds

Five Year Performance
(December 2018 = $100)

Dec’18 Jun’19 Dec’19 Jun’20 Dec’20 Jun’21 Dec’21 Jun’22 Dec’22 Jun’23 Dec’23

The chart shows how a $100 investment in December 2018 would have performed
if the sustainable/traditional fund achieved the median return in each period.

M Sustainable Funds M Traditional Funds

Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024. Starting with December 2018 as $100,
the lines show how median returns for sustainable and traditional funds have compounded over time.

2 This is the longest period of comparable history for Morningstar’s Sustainable fund label.
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EQUITIES

Sustainable Equity Funds Outperform in All Large Cap Styles

Sustainable equity funds saw median returns of +16.7% for mid cap blend categories were the only two areas in which
the year, ahead of traditional equity funds’ +14.4%. This sustainable funds were relative underperformers; however,
relative outperformance held true across all equity fund these categories account for just 2% and 7% of the total
styles and almost all market cap ranges, especially large cap  fund count for both sustainable and traditional funds. In
equities (Figure 5), which account for more than 75% of both line with the overall trend, most of the sustainable fund
sustainable and traditional funds. The small cap growth and outperformance came in the first half of the year.

FIGURE 5

Sustainable Funds Outperformed in All Large Cap Equity Styles

FY23 Median Equity Fund Return by Style
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.
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SUSTAINABLE REALITY: SUSTAINABLE FUNDS SHOW CONTINUED OUTPERFORMANCE AND POSITIVE FLOWS IN 2023 DESPITE A SLOWER SECOND HALF

For the broader equity markets, 2023 saw much more more pronounced, with 46% of sustainable funds following
consistent returns across the three styles of equity funds this style compared with 37% of traditional funds, up from
(Figure 6). Sustainable funds typically skew away from 35% and 32% respectively in 2022. However, since returns
value and towards growth compared with traditional funds, were more consistent across value and growth styles in
which hindered their relative performance in 2022° as 2023, equity style had much less impact on relative returns
markets reacted to changing macroeconomic conditions. of sustainable and traditional funds.

In 2023, sustainable funds’ skew towards growth became

FIGURE 6

Equity Fund Returns Were More Consistent Across Styles This Year

Median Equity Fund Performance by Style
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.

3 Sustainable Funds: Performance & Demand | Morgan Stanley, Feb. 15, 2023
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FIXED INCOME

Broad Outperformance with Less Impact from Duration/Credit Quality Skew

Sustainable fixed income funds were up +10.0% in 2023 categories, but these two combined represent well under
compared with their traditional counterparts’ +6.4%. Unlike 10% of sustainable fixed income funds.

for equities, the second half of the year was stronger than
the first, both in terms of absolute performance and relative
outperformance. By investment style, sustainable fixed
income funds notably outperformed in the three medium
credit quality categories, which account for more than three-
quarters of all sustainable fixed income funds. Sustainable
fixed income funds slightly underperformed their traditional
counterparts in the Low Moderate and Low Extensive

In fixed income overall, 2023 saw lower credit quality funds
outperform across short, moderate and long durations.
Sustainable fixed income funds typically skew to the middle
of the credit quality spectrum and away from shorter-dated
debt compared with traditional fixed income funds, but
during 2023 this skew did not suggest a significant impact
on relative performance from broader market moves.

FIGURE 7

Sustainable Fixed Income Funds Outperformed in Almost All Categories

FY23 Median Fixed Income Return by Style
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.

This model is based on the two pillars of fixed-income performance: interest-rate sensitivity and credit quality. The three duration
groups are short, intermediate, and long-term, and the three credit quality groups are high (AA rated and higher), medium (BBB
to AA rated) and low quality (<BB, all high-yield bonds). These groupings display a portfolio’s effective duration and credit

quality to provide an overall representation of the fund’s risk, given the length and quality of bonds in its portfolio. Nine possible
combinations exist, ranging from short duration/high quality for the safest funds to long duration/low quality for the riskiest.
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Investor Demand for Sustainable Funds Grew,
But Slowed Towards the End of the Year

Sustainable AUM grew to $3.4 trillion by YE2023 (+15% YoY), mostly driven by returns. Inflows to
sustainable funds remained positive overall, at +4.7% of prior year-end AUM, but slowed toward
the end of the year. Regionally, flow trends diverged when looking at fund domicile or fund
investment area: Europe-domiciled as well as global and Europe-focused funds dominated with
positive flows; North America-domiciled funds saw small outflows, while funds investing in the
Americas saw small inflows.

Sustainable AUM Continued to Grow in FY23

Sustainable funds’ AUM rose to $3.4 trillion by the end of

2023, up 15% from year-end 2022 and up 3% from 1H2023 O

levels. This represents 7.2% of total AUM globally, up from

7.1% at the end of 2022, but slightly down on 7.3% at 1H20234 ® O

Most sustainable funds are domiciled in Europe (87%), but

this does not mean that European assets are the only focus. of total AUM classified as sustainable in FY2023.
A global investment universe is the most popular strategy

(42%) followed by Europe only (35%) (Figure 9).

FIGURE 8

Sustainable Funds’ AUM was $3.4 trillion at December 2023, 7.2% of Total AUM
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.

4 The 1H2023 edition of Sustainable Reality put sustainable fund AUM at $3.0trn, 7.9% of total AUM. There can be some time lag in funds
reporting data to Morningstar, notably for Asia-domiciled funds. The revised figures here reflect that both sustainable and traditional AUM
for 1H2023 now captures disclosures from a larger number of funds. Full year figures for 2023 could also be subject to modest revisions
in the future, but should reflect the majority of changes already due to later data collection.
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FIGURE 9

Most Sustainable Funds Are Domiciled in Europe, Investing Globally or in Europe

Sustainable AUM by Region of Fund Domicile, FY2023
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Sustainable AUM by Investment Area, FY2023
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.
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Flows Mostly Remained Positive, With Some Slowdown in the Second Half of the Year

Overall, sustainable funds saw inflows of $136 billion during the prior year. Sustainable fund inflows were concentrated
2023, 4.7% of prior year-end AUM and a little higher than the in the first half, with three quarters of the inflows between
$115 billion (3.4% of prior year-end AUM) in 2022. This also January and May. Traditional fund inflows were more
outpaced traditional funds, which saw 2023 inflows of $610 evenly spread across the year.

billion (1.6% of prior year-end AUM) following outflows in

FIGURE 10

Sustainable Fund Inflows Outpaced Traditional Funds for Most of the Year, But Slowed in Q4

Flows as a % of Prior Year-End AUM
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.
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FIGURE 11

Sustainable Funds Saw Inflows in Most Geographies, Other Than North America Domiciled Funds

2023 Net Flows as a % of Prior Year-End AUM
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.
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By domicile, Europe funds dominated flows at $146 billion Importantly, Morningstar notes that around three-quarters
(+5.8% of prior year-end AUM), while North America funds of the North America outflows were driven by procedural
saw outflows of $13 billion (-4.4% of prior year-end AUM). changes at a very small number of funds?®

FIGURE 12

Flows Are Dominated by Europe-Domiciled Funds
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.

5 U.S. Sustainable Funds Register First Annual Outflows in 2023 | Morningstar
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The Role of Sector Exposures

The investment strategies of sustainable funds, such as low-carbon portfolios, have resulted
in a greater emphasis on some sectors within equity funds compared with their traditional
counterparts. Equity funds with a global, Europe or APAC investment focus skew primarily

to Industrials and Health Care, while funds investing in the Americas are more overweight
Technology. Greater exposure to Technology stocks helped sustainable equity funds investing
in the Americas in 2023, but this was not the only factor influencing their outperformance.

Sector Exposures Vary by Region

During 2023, Industrials remained the sector that the Energy and Financials sectors during the year, but
sustainable funds are most exposed to relative to traditional sustainable funds did not follow, increasing these funds’
funds (+450bps at 16% vs. 12%). This was followed by relative underweight positions to -400bps and -300bps,
Technology and Health Care, each with around a +150bps respectively (Figure 14).

delta. Traditional funds increased their exposure to

FIGURE 13
Sustainable Equity Funds are Relatively Overweight Industrials, Technology and Health Care
2023 Sustainable Equity Funds Weighting by Sector
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.

FIGURE 14

Traditional Equity Funds Increased Exposure to Energy and Financials in 2023,
But Sustainable Funds Did Not Follow

Sustainable Equity Funds Overweight / (Underweight) Sectors vs. Traditional Equity Funds, bps
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024. Positive values indicate that sustainable
equity funds are relatively overweight a sector compared to traditional equity funds, and vice versa. Chart is shown in basis points (bps), 10bps = 0.1
percentage point. Labeled values are approximate.
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However, equity funds’ average sector exposure varies significantly depending on the regions in which they invest.

Global

Sustainable equity funds are
most overweight Industrials
relative to traditional
counterparts (18% vs. 11% on
average). Technology is the
largest sector for these funds,
at over 20%, but this is also
true for traditional funds. On
average, global sustainable
funds are most underweight
Energy and Financials (by
around -250bps and -290bps
respectively) compared with
traditional funds.

FIGURE 15

Europe

For sustainable funds
investing in Europe,

Health Care skews the

most compared with
traditional funds (14%
exposure vs. 11%), although
Industrials is the largest
sector. Energy is the most
underweight sector, at 2.2%
of sustainable portfolios

on average vs. 4.4% for
traditional funds.

Americas

Sustainable equity funds
investing in the Americas are
overweight Technology, with
this sector making up 29%
of AUM on average vs. 23%
for traditional funds. Most
other sectors have similar
average weightings between
sustainable and traditional
funds, other than Energy
where sustainable funds

are underweight by around
-400bps.

APAC

Sustainable equity funds
are most overweight
Industrials (around +290bps)
and Health Care (around
+190bps) relative to
traditional equity funds.
Energy and Materials are
notable underweights,
at around -180bps and
-160bps respectively.

Sustainable Funds’ Relative Overweight in Technology Stocks is Most Pronounced in Americas-
Focused Funds, While Those Investing in Other Regions Also Focus on Industrials and Health Care

Sustainable Equity Funds Overweight / (Underweight) Sectors vs. Traditional Equity Funds, bps
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024. Positive values indicate that sustainable
equity funds are relatively overweight a sector compared to traditional equity funds, and vice versa. Chart is shown in basis points (bps), 10bps = 0.1

percentage point.
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Sector Exposures Are One Part of the Performance Story

how sector exposures could have influenced returns
between 2021-2023.

To explore how sector exposures might contribute to
sustainable funds’ performance relative to traditional funds,
Figure 16 combines the average sector holdings data
above with the actual median returns of sustainable and
traditional equity funds investing in the Americas, as well

as sector performances of the S&P 500. This illustrates

Broadly, this analysis suggests that sector exposures
accounted for around half of the relative performance of
sustainable funds compared with traditional peers in
2022 and 2023, with 2021 neutral.

FIGURE 16
Sector Exposures Accounted For Around Half of Sustainable Equity Funds’ Performance vs.
Traditional Funds in the Americas in 2022 and 2023; 2021 Was Neutral

Equity Funds Investing in the Americas
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Tech Positive; Energy Neutral

The sector weightings alone imply

that sustainable funds would have
outperformed by +2.7%, or 270bps in
2023, with 370bps from the relative
Technology overweight partly offset

by -100bps from other sectors (mostly
sustainable funds’ relative underweight
to Consumer Discretionary and
Communication Services). Morningstar
notes that the performance of sustainable
indices was held back by a comparatively
lower exposure to some of the largest
technology stocks in 2023£ although this
does not seem to have played out for
equity funds. The remaining 240bps of
outperformance was not sector related.
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Both Energy and Tech Negative

The largest single driver of relative
performance in 2022 was sustainable
funds’ relative underweight to Energy,
which was by far the best performing
sector in the year. On average, sustainable
funds allocated 2.7% of their portfolio

to Energy, vs. 6.5% for traditional

funds, driving 240bps of relative
underperformance for sustainable
funds. Technology was the third worst
performing sector, contributing an
additional -100bps, although other
sector exposures (mostly Consumer
Discretionary) were a small positive, and
other factors were positive.
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Sector Exposures Neutral Overall
Energy exposure was a positive driver
and Technology a negative one in 2021
also, although in this case the impact on
sustainable funds’ relative performance
was close to neutral overall as the
+140bps from Technology more than
offset the -130bps from Energy. Small
differences across most other sectors
combined to a -60bps impact, with all
sustainable funds’ outperformance in
2021 coming from other factors.

Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.
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Appendix

Regional Focus: Europe-Domiciled Funds

Europe-domiciled funds account for 87% of global sustainable
AUM, although only 35% of sustainable AUM focuses on Europe
for its investments (Figure 9 on page 11). Europe-domiciled
sustainable funds had median returns of +13.0% in 2023,
ahead of traditional peers’ +11.8% (Figure 17).

The EU’s Sustainable Finance Disclosure Regulation (SFDR) sets
out mandatory ESG disclosure requirements for asset managers
with the goal of creating more transparency about sustainable
investment strategies. According to the SFDR’s classification
system, which went into full effect on Jan. 1, 2023, a fund will
either be classified as Article 6 (funds without a sustainability
scope), Article 8 (funds that promote environmental or social
characteristics) or Article 9 (funds that have sustainable
investment as their primary objective). Half of Europe-domiciled
AUM is classified as Article 8 (48% of total Europe AUM) or

FIGURE 17

Europe-domiciled Sustainable Funds
Outperformed Traditional Funds, With Article 8
and Article 9 Funds in a Similar Range

FY23 Median Return by SFDR Classification
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FIGURE 19

Article 8 and Article 9 Fund Flows
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Article 9 (2% of total), with the remainder under Article 6
(Figure 18). All Article 9 AUM and around one third of Article

8 AUM is classified as ‘Sustainable’ by Morningstar. This

means that 21% of European AUM comes under Morningstar’s
sustainable classification. Article 8 funds had a median return of
+12.2% in 2023, with Article 9 median return at +11.5% (Figure 17).

For the full year, both Article 8 and Article 9 funds had positive
inflows, at 1.9% and 0.8% respectively as a proportion of

prior year-end AUM. Article 9 funds started the year strongly
but saw outflows in Q4. Within Article 8, funds classified
sustainable by Morningstar accounted for more than 80%

of all Article 8 flows, at $100 billion (5.1% of prior year-end
AUM); those classified as traditional saw outflows in the first
half but recovered in November and December, along with

the wider traditional fund universe.

FIGURE 18

Half of Europe-domiciled AUM is in Article
8 and Article 9 Funds, with 21% of the Total
Classified as Sustainable by Morningstar
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.
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Regional Focus: Japan Sustainable Funds

AUM is Relatively Small But Growing: Sustainable funds
domiciled in Japan accounted for $4.4 billion of AUM at the
end of 2023. This has doubled over the past three years,
ahead of growth in broader Asia-domiciled sustainable
funds. However, this still accounts for just 0.7% of all
Japan-domiciled AUM compared with broader Asia’s 1.7%.
For sustainable funds investing in the Japanese market,
December 2023 AUM was larger at $32.2 billion, 4.3% of
the total. Sustainable funds both domiciled in Japan and
those investing in the country are predominantly focused on
equities, with fixed income funds making up just 3% of AUM
for Japan-domiciled funds. The Japanese government’s

Median Return, Japan-Domiciled
Sustainable and Traditional Funds
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issuance of so-called GX bonds, climate transition bonds
aimed at providing funding to innovative decarbonization
technologies, could encourage growth in this area.

Median Returns Have Outpaced Traditional Funds:
Japan-domiciled sustainable funds and those investing
in Japan have historically outperformed traditional peers.
For FY2023, Japan-domiciled sustainable funds saw a
median return of +13.7% compared with traditional funds’
+5.8%. Over the same period, sustainable funds investing
in Japan had a median return of +18.4%, also ahead of
traditional funds’ +16.1%.

Three Year Performance
(December 2020 = $100)
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The chart shows how a $100 investment in December 2020
would have performed if the sustainable/traditional fund
had achieved the median return in each period.
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.
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Why ‘Sustainable Reality’ Focuses on Median Fund Returns

The ‘Sustainable Reality’ series uses median fund returns as
the primary metric without any weighting to account for
different fund sizes. Median is the more appropriate return
value given the non-normal distribution of the entire universe
of fund returns noted throughout the Reality series dating

The density curves peak at
different return values and at
different heights. Around 6% of all
sustainable funds achieved the median
return of ~12% in the year, compared
with 4% of all traditional funds
achieving the median return of ~9%.

A higher proportion of sustainable
funds achieved a greater return

than traditional funds in 2023.

Both curves have long tails,

with the highest returning funds
+60% and the lowest nearly -60%,
resulting in a very wide range of fund
performance outcomes. Using mean,
or simple average, returns would

be disproportionately affected by
these long tails and not represent the
likelihood of actually achieving that
return across a selection of funds.

Return 2023 (%)

: Median
112.6%

Median !

8.6%:

6% - ~6% of sustainable funds achieved
the median return of ~13%

5% -

. ~4% of traditional funds achieved
4% - the median return of ~9%

3% -

Density

2% -

Both curves

have long tails

1% -

back to 2004. The median value also better represents the
likelihood of an investor selecting a fund and achieving

that specific return value. The chart below shows the
distribution density curves of median returns for sustainable
and traditional funds in 2023. Key points to note:

A greater proportion of
sustainable funds had positive
returns, at 84% vs. 72% for traditional
funds. Investors were more likely to
select a better performing fund in the
sustainable universe.

Curves peak at different
return values and at
different heights
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Source: Morgan Stanley Institute for Sustainable Investing analysis of Morningstar data as of February 9, 2024.
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DISCLOSURES

This material was published in February 2024 and has been prepared
for informational purposes only and is not a solicitation of any offer to
buy or sell any security or other financial instrument or to participate
in any trading strategy. This material was not prepared by the
Morgan Stanley Research Department and is not a Research Report
as defined under FINRA regulations. This material 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 and Morgan Stanley & Co. LLC
(collectively, “Morgan Stanley”), Members SIPC, recommend

that recipients should determine, in consultation with their own
investment, legal, tax, regulatory and accounting advisors, the
economic risks and merits, as well as the legal, tax, regulatory and
accounting characteristics and consequences, of the transaction

or strategy referenced in any materials. The appropriateness of

a particular investment or strategy will depend on an investor’s
individual circumstances and objectives. Morgan Stanley, its affiliates,
employees and Morgan Stanley Financial Advisors do not provide tax,
accounting or legal advice. Individuals should consult their tax advisor
for matters involving taxation and tax planning, and their attorney for
matters involving legal matters.

Past performance is not a guarantee or indicative of future
performance. Historical data shown represents past performance
and does not guarantee comparable future results.

Certain statements herein may be “forward-looking statements”
within the meaning of the safe harbor provisions of the Private
Securities Litigation Reform Act of 1995. These statements are not
historical facts or statements of current conditions, but instead are
based on management’s current expectations and are subject to
uncertainty and changes in circumstances. These statements are
not guarantees of future results or occurrences and involve certain
known and unknown risks, uncertainties and assumptions that are
difficult to predict and are often beyond our control. In addition, this
report contains statements based on hypothetical scenarios and
assumptions, which may not occur or differ significantly from actual
events, and these statements should not necessarily be viewed as
being representative of current or actual risk or forecasts of expected
risk. Actual results and financial conditions may differ materially
from those included in these statements due to a variety of factors.

Any forward-looking statements made by or on behalf of

Morgan Stanley speak only as to the date they are made, and

Morgan Stanley does not undertake to update forward-looking
statements to reflect the impact of circumstances or events that arise
after the date the forward-looking statements were made. Because of
their narrow focus, sector investments tend to be more volatile than
investments that diversify across many sectors and companies.
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Certain portfolios may include investment holdings deemed
Environmental, Social and Governance (“ESG”) investments. For
reference, environmental (“E”) factors can include, but are not limited
to, climate change, pollution, waste, and how an issuer protects and/
or conserves natural resources. Social (“S”) factors can include, but
not are not limited to, how an issuer manages its relationships with
individuals, such as its employees, shareholders, and customers as
well as its community. Governance (“G”) factors can include, but

are not limited to, how an issuer operates, such as its leadership
composition, pay and incentive structures, internal controls, and

the rights of equity and debt holders. You should carefully review

an investment product’s prospectus or other offering documents,
disclosures and/or marketing material to learn more about how it
incorporates ESG factors into its investment strategy.

ESG investments may also be referred to as sustainable investments,
impact aware investments, socially responsible investments or
diversity, equity, and inclusion (“DEI”) investments. It is important to
understand there are inconsistent ESG definitions and criteria within
the industry, as well as multiple ESG ratings providers that provide
ESG ratings of the same subject companies and/or securities that vary
among the providers. This is due to a current lack of consistent global
reporting and auditing standards as well as differences in definitions,
methodologies, processes, data sources and subjectivity among

ESG rating providers when determining a rating. Certain issuers

of investments including, but not limited to, separately managed
accounts (SMAs), mutual funds and exchange traded-funds (ETFs)
may have differing and inconsistent views concerning ESG criteria
where the ESG claims made in offering documents or other literature
may overstate ESG impact. Further, socially responsible norms

vary by region, and an issuer’s ESG practices or Morgan Stanley’s
assessment of an issuer’s ESG practices can change over time.

Portfolios that include investment holdings deemed ESG investments
or that employ ESG screening criteria as part of an overall strategy
may experience performance that is lower or higher than a portfolio
not employing such practices. Portfolios with ESG restrictions

and strategies as well as ESG investments may not be able to take
advantage of the same opportunities or market trends as portfolios
where ESG criteria is not applied. There is no assurance that an ESG
investing strategy or techniques employed will be successful. Past
performance is not a guarantee or a dependable measure of future
results. For risks related to a specific fund, please refer to the fund’s
prospectus or summary prospectus.
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Investment managers can have different approaches to ESG and

can offer strategies that differ from the strategies offered by

other investment managers with respect to the same theme or

topic. Additionally, when evaluating investments, an investment
manager is dependent upon information and data that may be
incomplete, inaccurate or unavailable, which could cause the
manager to incorrectly assess an investment’s ESG characteristics

or performance. Such data or information may be obtained through
voluntary or third-party reporting. Morgan Stanley does not verify that
such information and data is accurate and makes no representation

or warranty as to its accuracy, timeliness, or completeness when
evaluating an issuer. This can cause Morgan Stanley to incorrectly
assess an issuer’s business practices with respect to its ESG practices.
As a result, it is difficult to compare ESG investment products.

The appropriateness of a particular ESG investment or strategy will
depend on an investor’s individual circumstances and objectives.
Principal value and return of an investment will fluctuate with changes
in market conditions.

This material may provide the addresses of, or contain hyperlinks

to, websites. Except to the extent to which the material refers to
website material of Morgan Stanley Wealth Management, the firm

has not reviewed the linked site. Equally, except to the extent to

which the material refers to website material of Morgan Stanley
Wealth Management, the firm takes no responsibility for, and makes
no representations or warranties whatsoever as to, the data and
information contained therein. Such address or hyperlink (including
addresses or hyperlinks to website material of Morgan Stanley Wealth
Management) is provided solely for your convenience and information
and the content of the linked site does not in any way form part of
this document. Accessing such website or following such link through
the material or the website of the firm shall be at your own risk and
we shall have no liability arising out of, or in connection with, any
such referenced website. Morgan Stanley Wealth Management is a
business of Morgan Stanley Smith Barney LLC.

For more information about the Morgan Stanley Institute for Sustainable Investing,

visit morganstanley.com/sustainableinvesting.
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