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1.

Abstract: This paper examines whether socially responsible investing can be financially
profitable using data from the Exchange Traded Funds (ETFs) industry in the United
States over the period 2019-2023. The performance of such ETFs is assessed by
discriminating between funds with domestic focus and funds that invest in companies
from overseas. The results show that the domestic group beats the international one,
when raw and risk-adjusted are taken into consideration. On the other hand, both
groups cannot produce any material alpha against the S&P 500 Index, at least during
the period under study. Our analysis also reveals that factors concerning the size,
value, robustness, conservativeness and momentum of the underlying stocks are
relevant to assessing the performance of responsible ETFs in the US.

Keywords: Socially Responsible Investing, ETFs, Performance, Risk-Adjusted
Return

JEL Classification Codes: G11

INTRODUCTION

Socially Responsible Investing (SRI) has experienced tremendous growth over

the recent years and trillions of dollars have been invested in such products.

SRI investing, or alternatively ESG investing, targets on enterprises that apply

positive environmental, social and governance values. Investors are increasingly

seeking for ESG-related firms and fund providers aiming at making a positive

impact on society and the environment.
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With respect to the environmental angle of responsible investing, investors
evaluate the policies of companies towards climate, the use of energy, waste and
pollution, the conservation of natural resources, and the treatment of animals.
Issues of high importance regard direct and indirect greenhouse gas emissions,
the management of toxic waste, and the compliance with environmental
regulations. At the social level, the relationships of a company with several
internal and external stakeholders are assessed, with areas of special interest
concerning the contribution of the company to the local community, the
health and safety of staff and the encouragement of employees to participate in
volunteering activities. Finally, from the perspective of governance, responsible
investing ensures that a firm does not engage in illegal conduct and that it uses
accurate and transparent accounting methods, pursues integrity and diversity
in selecting its leadership avoiding conflicts of interest when choosing board
members and senior executives, and is accountable to shareholders.

One key question surrounding responsible investing is whether it
comes with a cost in terms of lost performance due to the limitations that
are frequently posed upon eligible investment choices and the consequent
exclusion of companies that might be desirable, from a financial perspective,
but not from an ESG perspective. In other words, the key question is whether
investors wishing to serve a more noble cause by considering the social and
environmental implications of their investing activity and limit their investment
choices in this respect need to suffer a financial loss compared to investors who
do not apply such criteria when forming their investment policies.

In this paper, we try to answer whether socially responsible investing
can be financially profitable with data from the Exchange Traded Funds
(ETFs) industry in the United States. We do so using a sample of socially
responsible equity ETFs by also discriminating between ETFs that invest in
local corporations and ETFs that focus on entities from international markets.
We make this discrimination to answer whether responsible investors who also
wish to make a profit on their investments or, at least, minimize their losses in
comparison to the broad stock market should prefer local ETFs to international
ETFs or vice versa.

The study period spans from 1/1/2019 to 31/12/2023 and the sample
includes 25 locally oriented responsible ETFs and 26 such ETFs which invest
overseas. The results indicate that the domestic sample outperforms the
international one in raw and risk-adjusted return terms. However, both groups
fail to deliver significant excess returns against the S&P 500 Index, which is
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used as a proxy for the entire stock market in the US. Furthermore, our analysis
shows that the performance of responsible ETFs can be affected by factors
concerning size, value, robustness, conservativeness and momentum.

Many studies have examined stock returns by considering the impact
on return by the aspects of social and environmental responsibility providing
mixed results. Several studies, including those by Kumar ez a/. (2016), Nagy
et al. (2016), Khan (2019), Lins ez al. (2017), Yin et al. (2023), Albuquerque
et al. (2020), Engelhardt ez al. (2021), Broadstock ez al. (2021), and Liu ez
al. (2023), have accentuated a direct relationship between corporate ESG
rating and stock returns. On the other hand, there are studies, such as those by
Fisher-Vanden and Thorburn (2011), El Ghoul and Karoui (2017), Sahut and
Pasquini-Descomps (2015), Landi and Sciarelli (2019), and Frambo and Kok
(2022), which have reached opposite conclusions. Finally, there are studies,
such as those by Revelli and Viviani (2015), Halbritter and Dorfleitner (2015),
La Torre ez al. (2020), and Limkriangkrai ez /. (2017), which report that there
is no significant relationship between ESG performance and stock returns.

To the best of our knowledge, the main difference of our study to those
cited above is that these studies do not allow for the origin of the invested
responsible assets neglecting to make comparisons between local and
international stocks. Our study is addressed to investors who wish to make
responsible investments but also to ensure that they will make the most financial
gain possible within this context of responsible investing. With respect to the
latter, our study indicates that the domestically oriented responsible ETFs can
be a better choice for US investors relative to their peers that invest in stocks
from international markets.

The rest of the paper is structured as follows: Next section discusses the
findings of main studies on the performance of ESG ETFs. The methodology
and the sample are described in Section 3. The empirical findings are provided
in Section 4. Summary and conclusions are offered in Section 5.

2. LITERATURE REVIEW

The findings of some key studies on the performance of ESG ETFs are discussed
in this section. Using data from ETFs traded on the Johannesburg Stock
Exchange during the period 2004-2014, Marozva (2014) finds that during
periods of economic growth, the return of these ETFs do not significantly
differ from the return of the JSE SRI Index. However, during periods of
recession, the ESG ETFs outperform the market index. Similarly, Meziani
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(2014) reports that the annual growth and risk-adjusted returns of ESG ETFs
are quite significant when compared to market returns. However, the same
cannot be said when performance is assessed in combination with the risk
taken to achieve these returns. Meziani (2020) makes note of an improvement
in the return of ESG ETFs over the recent years, contrary to their weak start
during their infant days.

Furthermore, Rompotis (2016) examines the performance of the passively
managed water ETFs against the tracking indexes, the S&P 500 Index, and
the market portfolio built for the US by Fama and French. The results show
that these ETFs cannot achieve significant alphas, no matter what market
benchmark is used. On the contrary, in several cases, significantly negative
alphas are estimated. Kanuri (2020) assesses the return and risk of ESG
ETFs over a period spanning from February 2005 to July 2019. Occasional
outperformance of ESG ETFs over the benchmarks from the US and global
equity markets is revealed, even though the market indexes outperformed ESG
ETFs over the entire study period.

The performance of ESG equity index funds, active mutual funds and
ETFs with a US investment focus over the period 2004-2018 is the subject
of a study by Plagge and Grim (2020). The empirical analysis shows that the
examined ESG funds do not produce significant alphas. Milonas ez a/. (2022)
evaluate the returns of 80 European and 64 American funds trying to identify
whether funds investing in ESG stocks perform differently from conventional
funds. The findings do not reveal any statistically significant difference in
returns between ESG and non-ESG funds.

The performance of 49 ESG ETFs traded in the UK is examined by
Rompotis (2022a). The results show that no significant alpha is achieved by
these ETFs, while there are no differences in Sharpe and Treynor ratios between
ETFs and the market benchmarks. Rompotis (2022b) examines the relation
between ETFs” ESG score and performance assuming that an ETF with a high
ESG rating should present high returns too. The empirical results do not verify
this expectation. Fiordelisi ez al. (2023) compare the performance and liquidity
of a global sample of socially responsible ETFs to the performance and liquidity
on non-socially responsible ETFs finding that the socially responsible ETFs
perform better than their non-responsible peers, also being more liquid than
them.

Finally, several studies have examined how ESG ETFs behaved over the
recent health crisis relating to COVID-19. In this respect, Folger-Laronde ez
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al. (2022) analyze the relationship between the financial return of ETFs in
Canada and their Eco-fund ratings during the market crash resulted from the
COVID-19 pandemic showing that higher levels of sustainability efhiciency
cannot protect ETFs from financial losses during severe market downturns.
Pavlova and de Boyrie (2022) draw similar inferences. On the contrary, by
investigating the returns, abnormal returns, and the Sharpe ratio of ESG ETFs
against conventional investments during the COVID-19 pandemic, Omura
et al. (2021) show that responsible investing prevailed during the health crisis.
The outperformance of ESG ETFs against the market over the COVID-19
market stress is verified by Nguyen (2023) and ElBannan (2023).

3. RESEARCH METHODOLOGY

3.1. Data and Statistics

Our sample includes 25 locally oriented responsible ETFs and 26 that invest
in entities from international markets. The study period spans from 1/1/2019
to 31/12/2023. The profiles of the examined ETFs are provided in Tables
1.1 (domestic sample) and 1.2 (international sample). The profile of each
ETF includes its symbol and name, inception date, expense ratio, assets as
at 31/12/2023, average volume over the entire study period, trade frequency,
i.e., the portion of days with non-zero trading volume over the study period,
average intraday volatility, computed as the fraction of the daily highest trade
price minus the daily lowest price to the daily close price, ESG score found
on etfdb.com, and Morningstar’s Corporate Sustainability and Carbon Risk
Scores. The higher the latter scores, the higher the risk of an ETF from an ESG
perspective.

Theaverage expense ratios of are equal to 0.35% and 0.39% for the domestic
and international ETFs, respectively. The difference between the average
expense ratios of the two groups is not a surprise as ETFs with international
focus tend to be more expensive than their domestic peers. Furthermore, the
average domestic ETF held about 1.6 billion dollars at the end of the study
period. The corresponding average of international ETFs equaled 1 billion
dollars. In regard to tradability, on average, the domestic ETFs present weaker
trade volumes than the international ETFs, whereas the former trade slightly
more frequently than the latter, as evidenced by a difference of 1.3% between
the average trade frequencies of the two groups. In addition, the domestic
ETFs are more volatile intraday than their international peers.
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When it comes to sustainability, there are slight differences in the ESG
metrics between the two groups. The average ESG score of domestic ETFs
is 7.04, while the respective score of international ETFs is 7.02. The average
Corporate Sustainability scores of the two groups are equal to 20.75 (for the
domestic group) and 21.94 (for the international group), indicating that the
locally focused ETFs are more efficient than the international ETFs from an
ESG perspective. Carbon Risk scores verify this inference.

With respect to ESG efliciency, a comment that should be made is that
the relevant metrics are not that spectacular for both groups. To our view, the
ESG score of a responsible ETF should be quite close to the optimal score of
10. This is not the case for the examined responsible ETFs, no matter if they
invest in local or international stocks. On the other hand, in Morningstar’s
terminology, a responsible ETF should present negligent or, at least, low ESG
risk. On average, the examined ETFs are of medium ESG risk. The evidence
on the relatively mediocre ESG performance of the examined socially and
environmentally responsible ETFs should not be overlooked by investors who
wish to make an impact through their investments in relevant ETFs.

Table 2 presents the descriptive statistics of ETFs’ returns over the period
under study. The average daily return of domestic ETFs equals 6 basis points
(bps). The corresponding return of international ETFs equals 3.7 bps, indicating
that the domestic group outperforms the international one. Outperformance is
more evidenced when the total (cumulative) return of ETFs is considered. In
particular, the average domestic ETF achieved a total return of 84.6%, whereas
the corresponding return of the international group is much lower at 39.2%.
In regard to total risk, the domestic ETFs are slightly less risky than their
international counterparts (1.537 vs 1.559 standard deviation of returns for
domestic and international ETFs, respectively).

Overall, the analysis of raw returns indicates that, from a financial
perspective, a socially and environmentally sensitive investor should prefer the
relevant domestically invested ETFs to the international ones, at least given
the raw return data over the examined period. In fact, that investor could do
so by exposing themselves to relatively lower risk that the risk associated with
investing in ETFs with international focus.

3.2. Research Methods

We compute four alternative types of risk-adjusted returns. The first one is the
Sharpe ratio shown in formula (1):
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SR ="+ 7 1)

where R is the average return of the iz ETF and R is the risk-free rate. o, is the
standard deviation of ETFs’ excess return, i.e., ETF return minus the risk-free
rate. The Sharpe ratio is estimated by the division of excess return by risk and
is used to determine how well an ETF compensates its investors for the per
unit risk they take. The higher the Sharpe ratio, the better the performance of
an ETE

The second risk-adjusted return measure used is the Treyor ratio:

R-R
TR, =——

2)
where R and R; are defined as above. B is the systematic risk of ETFs deriving
from the performance regression model (5) below. The Treynor ratio is computed
by dividing ETFs’ excess return by systematic risk and is used to determine
how well an ETF compensates its investors for the per unit systematic risk they
take. The higher the Treynor ratio, the better the performance of an ETFE.

The next risk-adjusted return measure employed is the Modigliani-
Modigliani (MM) ratio, which measures the risk-adjusted return of a portfolio
by multiplying the Sharpe ratio with the standard deviation of the market
index (i.e., the S&P 500 Index) and adding the risk-free return thereafter to it.
The MM ratio is shown in formula (3):

MM, =SR * o, +R, .
where SR is the Sharpe ratio of the ith ETF and o _is the standard deviation
(risk) in market return. R_ is defined as above. Similar to the Sharpe ratio, the
higher the MM ratio, the better the performance of an ETE

The last risk-adjusted return measure used is the Information Ratio:
R-R

TE, (4)
where R and R are defined as above and TE is the tracking error of the ith
ETF that is the standard deviation of the differences between ETFs and market
return. The IR identifies how much the return of an ETF exceeds the return of
the market and, thus, the higher the information ratio of an ETE the better.

After the calculation of risk-adjusted returns, we assess the performance
of ETFs with a six-factor model which uses the Fama and French (2015) model

IR =
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combined with the momentum factor of Carhart (1997). The applied model
is as follows:

R-R=a+p, (R -R)+B, SMB+B, HML+B, RMW+p, CMA+f, MOM+e,
)

where R is the return of the izh ETE R is the market return represented by
the S&P 500 Index, and R_is the risk free rate. SMB (Small Minus Big) is the
average return on nine small-cap portfolios minus the average return on nine
large-cap portfolios. HML (High Minus Low) is the average return on two
value portfolios (in book-to-market equity terms) minus the average return
on two growth portfolios. The RMW (Robust Minus Weak) and the CMA
(Conservative Minus Aggressive) factors correspond to the Fama and French
(2015) operating profitability and investment factors, respectively. MOM is
the momentum factor.!

4. EMPIRICAL RESULTS

The calculations of risk-adjusted returns are presented in Table 3 for both
groups. The average Sharpe ratio of domestic ETFs is equal to 0.035. The
respective average ratio of international ETFs is equal to 0.018. These figures
indicate that the domestic ETFs beat the international ones. Similar average
outperformance is found when the rest risk-adjusted return measures are
assessed with no exception.

Overall, these risk-adjusted return measures are in line with the raw
returns discussed above and confirm our inference about the superiority of
domestic responsible ETFs against their international peers. Consequently,
our recommendation about US investors preferring responsible ETFs that are
locally focused instead of ETFs with international focus for financial purposes
is supported by the risk-adjusted returns measures too.

The results of model (5) on the performance of ETFs are provided in Tables
4.1 and 4.2 for domestic and international ETFs, respectively. As shown in
both tables, no significantly positive alphas are achieved by the examined ETFs
against the S&P 500 Index, with just one exception of a domestic ETE which
presents a significant alpha of 0.02. Two domestic ETFs achieve significantly
negative alphas, while no significant alphas are obtained for the international
ETFs. Overall, the regression analysis reveals that the selected domestic and
international ETFs cannot be used in strategies that aim at beating the broad
stock market index.



Lo
8¢0°0- 8%0°0 ¥%0°0 1€0°0 DVZN €200 190°0 £80°0 0%0°0 NAND
%00°0- 6£0°0 9%0°0 $20°0 add €00°0 0%0°0 €500 %20°0 SOV
610°0- L££0°0 1%0°0 0’0 NVv4 9100 %9070 %9070 €700 dOYT
$20°0- 6200 1€0°0 910°0 H.I¥d 8600~ 170°0 9¢0°0 §20°0 dHS
00" 6100 L10°0 600°0 ININN 900°0- 190°0 %500 0%0°0 sl
m 8%0°0- 0€0°0 £20°0 £10°0 Xvdd 8¢0°0- 1€0°0 £20°0 8100 ANWNN
z 820°0- 9%0°0 %070 620°0 Ddas ¢10°0- ¥%0°0 S%0°0 8200 OINNN
m €000 6e00 8%0°0 120°0 Add 900°0- 9500 5070 9¢0°0 VI
M £20°0- 110°0 6000 €00°0 dSXO €200 LS00 8L0°0 ££0°0 NTOO
= €%0°0- 1€0°0 6200 8100 INANN €10°0- 00 €700 9200 OSNN
m 00" 120°0 0200 110°0 YOWA $€0°0 020°0 6900 L¥0°0 OTNN
M L%0°0- 8%0°0 €500 1€0°0 NOID 800°0- 9%0°0 %070 620°0 TNSA
M 8200 €900 €010 00 NVL ¥$0°0- S€0°0 6200 120°0 ATNN
m, 00" 6100 L10°0 6000 HOSX 2000 190°0 %600 0%0°0 XAdS
W £00°0 6%0°0 990°0 7¢0°0 NTOI 110°0 7900 9600 170°0 vsns
M 960°0- L20°0 €200 S10°0 XDSA £10°0 190°0 9600 1370°0 Isa
M 050°0- €100 800°0 $000 4554 120°0 7900 £G50°0 170°0 ADSH
m 9%0°0- 1€0°0 6200 8100 aossia %00°0 0900 %500 0%0°0 nosd
m oumyofur W doulos] adavyg 70quils oumyofur W e, 2duvys J0quidg
W a1 duips JpuonpulaIU] 24 I joUB] ) duis an1souto(] ayJ 1y joung
.W "$707/1/1€ €202-610T Potrad o) 1040 oney UOMEWIOJUT 9 PUE
m ‘oney (JNIN) TUeI[SIPOIA-TUBI[SIPOIA 22 ‘Oney IoukdI] oy ‘oney 2drIeyg o <21 ‘urmoar pasnfpe-ysir s114 jo sadf1 mog sruasard aqer sryy,
s suimay passnfpy-3sny +€ JqeL



Gerasimos G. Rompotis

16

8C0°0 €90°0 €010 00 XN €0°0 0£0°0 £80°0 L%0°0 XeN
960°0- 0100 S00°0 700°0 Uy 850°0- 1€0°0 £T0°0 8100 Uy
620°0- €00 €00 810°0 Sderony €00°0- ¥50°0 50°0 G€0'0 S8e1aay
0°0- G200 %200 €100 NOSd
8%0°0- 010°0 $00°0 200°0 DSINA S00°0- 790°0 850°0 1%0°0 dOVN
L%0°0- 0100 G000 €00°0 DANY 100°0- 090°0 860°0 0%0°0 NINOAX
6£0°0- €00 1€0°0 6100 DSvd 010°0- 6%0°0 €50°0 1€0°0 SOSA
110°0- 1600 €600 €€0°0 N1d4d £00°0- 16070 050°0 €€0°0 DOVO
£00°0~ 1€0°0 650°0 810°0 NIOM 100°0- 650°0 £50°0 6£0°0 XOHO
100°0- $$0°0 190°0 S€0°0 XAHd [10°0- 160°0 050°0 €€0°0 OHLA
L¥0°0- 910°0 100 £00°0 XINGd 0100 €90°0 L5070 1¥0°0 DS
ouwmyofur WIN doulos] adavyg 70quils oumyofur WIN e, 2duvys J0quidg

NNRSEW \%QQﬁ%?&NNQN M\NN g NMQQAN

M\R&m%.m, 2135oUL0(] m§ ..v\\mﬁk,‘\




Domestic Vs International Socially Responsible ETFS in the United States 17

Going further, the systematic risk (as expressed by the betas against the
S&P 500 Index) of domestic ETFs exceeds that of international ETFs (i.e.,
0.983 vs 0.816) also showing that, expectedly, the domestic ETFs are more
aligned with the local broad market index than the international ETFs are.

With respect to the rest explanatory variables, the results of model (5) show
that the performance of responsible ETFs can be affected by factors concerning
size, value, robustness, conservativeness and momentum. In particular, the
average SMB estimate is equal to 0.271 and 0.297 for the domestic and
international ETFs, respectively. In addition, with some minor exceptions, all
the single SMB estimates are significantly positive. With respect to the value
factor, the average HML coefhicient of domestic ETFs is negative at -0.025,
with the majority of individual estimates being significantly negative (15
estimates). The opposite is the case for international ETFs, where the average
HML estimate is positive and 12 single estimates are significantly positive.

The robustness factor affects both groups in a negative way, as the
average, but also the majority of the single RMW coefhicients, are negative
and significant. The impact on performance by the conservativeness factor is
negative too. Finally, the momentum factor is, on average, negatively related to
the performance of domestic ETFs (12 single MOM estimates are significantly
negative and 7 are significantly positive), while this factor is relevant to the
performance of only 7 international ETFs (4 positive and 3 negative MOM
estimates are found in Table 4.2).

A last comment that should be made concerns the overall explanatory
power of the applied regression model. As reflected in the R-squared values,
the six-factor model used is quite sufficient to assess the performance of the
examined responsible ETFs. The average RA2 of domestic ETFs is equal to
0.91, while the respective average R2 of international ETFs is lower at 0.65.

5. CONCLUSION

In this study, we focus on the performance of the US-listed responsible ETFs
by discriminating between funds with domestic focus and funds which track
indexes from international stock markets. The five year period 2019-2023
is covered and a sample of 51 ETFs (25 domestic and 26 international) is
employed. Methodologically speaking, raw and risk-adjusted returns are
assessed. Regression analysis of performance is conducted too.

The results indicate that the raw returns of both groups have been positive
over the study period. However, the domestic group clearly outperforms the
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international one, especially when cumulative returns are considered. The
domestic ETFs beat their international peers in risk-adjusted return terms
too. However, both groups fail to achieve any significant alpha, rendering the
responsible ETFs unsuitable to use in strategies that seek to outperform the
local broad market index. Moreover, the applied regression analysis shows that
the Fama and French’s size, value, robustness and conservatives factors, as well
as the Carhart’s momentum factor matter when assessing the performance of
responsible ETFs in the United States.

The main inference drawn from our analysis is that ETF investors who
wish to combine social and environmental impact with decent financial gains
should do so via investing in locally oriented ETFs. By doing so, investors can
also avoid some extra cost charges imposed by the international responsible
ETFs due to their very nature of being internationally focused.

Note

1. The daily data of the Fama and French three “traditional” factors, the robust
minus weak factor, the conservative minus aggressive factor, and the momentum
factor for the stock market in the US, as well as the risk-free rate are found on

http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html.
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