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Executive Summary

The Center for Corporate Responsibility and Sustainability at the University of Zu-
rich (CCRS), in cooperation with the Federal Institute of Technology (ETH) Zurich
and the Centre for European Economic Research (ZEW), Mannheim, has per-
formed a statistical analysis to examine the link between sustainability and share
performance. This analysis was based upon Bank Sarasin’s sustainability ratings
for European and US companies. This report updates and expands on a first
study co-produced by ZEW and Sarasin back in 2002. ' The new report provides
an opportunity to take stock of the opinions and the latest findings on the correla-
tion between sustainability and share performance. The results can be summa-
rised as follows:

1. Sustainability does not compromise financial performance: The current
investigation confirms the findings of the majority of studies published on this
topic: sustainability does not have a negative impact on the financial perform-
ance of share portfolios. This challenges the widely held opinion that applying
a sustainability filter actually restricts the optimal selection of investible stocks
and therefore has a negative effect on the risk/return profile of sustainable
portfolios. It also refutes the argument that environmental and social initiatives
adopted voluntarily by companies are incompatible with market rules and tend
to destroy value.

2. Sustainability makes a positive contribution to performance in certain
cases: On the contrary, there is much evidence to suggest that many envi-
ronmental and social impacts pose latent risks to companies in the long run.
More sustainable businesses can avoid these risks and even exploit the op-
portunities they present. This report thus reaffirms the findings of other reports
which have shown that sustainability tends to have a positive impact on share
performance. The positive influence is concentrated especially on the com-
pany rating component of Sarasin’s sustainability analysis, but its strength
varies depending on which ratings, time frames and regions are analysed —
and in some cases is not actually significant. It appears that interdependence
has increased in recent years, presumably because of the growing impor-
tance of the themes of energy and climate protection. In addition, empirical
studies are based on data from the past. In future we expect an increase in
the relevance not only of energy and climate protection, but also other envi-
ronmental and social themes in politics, society and commerce. This will fur-
ther strengthen the growing links between sustainability and financial parame-
ters.

1) Bank Sarasin, Centre for European Economic Research (ZEW), European Business School: Share Per-
formance and Sustainability, Sarasin Report 2002 and Ziegler, A.; Schroder, M. and Rennings, K.: The
Effect of Environmental and Social Performance on the Stock Performance of European Corporations,
Environmental and Resource Economics 37, 661-680, 2007.
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Sustainability: only good for a
clear conscience?

In recent years, investors have become increasingly interested in sustainable in-
vestment, or socially responsible investment (SRI) as it is also known. With this
style of investment, environmental and social criteria are taken into account when
reaching decisions. There has been a parallel trend in corporate governance,
with the growing popularity of sustainable management or corporate social re-
sponsibility (CSR), i.e. the systematic incorporation of ecological and social as-
pects when managing the business.

Sustainable investment is ethically motivated to some extent — it strives to limit
the negative ecological and social impacts of investment decisions and to en-
courage progress in both the environmental and social domains. But many inves-
tors are also convinced that giving due consideration to social and ecological as-
pects helps to avoid financial risks, and even to exploit the opportunities they
present.

The idea that sustainable investment is to a certain extent supposed to “kill two
birds with one stone” — i.e. to do good, while at the same time generating an at-
tractive return — seems rather suspect to more sceptical observers who believe
there is “no such thing as a free lunch”. There is certainly a widely held view that
sustainable investment tends to compromise performance. This is based on two
lines of argument:

1. At the fund or portfolio level: Imposing environmental and social criteria on
equity investments restricts the investment universe, i.e. it limits the number of
companies eligible for investment. As far as portfolio theory goes, a sustain-
ability filter basically limits the opportunities for diversification and therefore
undermines the risk/return relationship.

2. At the individual stock/company level: Many people believe that environ-
mental improvements or social benefits (such as additional staff perks or fund-
ing of charitable projects) over and above the legal minimum requirements
lead to competitive disadvantages or even additional costs for companies,
which ultimately drags down their share price.

This report begins by discussing these arguments at theoretical level and then
provides an overview of the findings of studies that have examined this topic
through empirical and/or statistical analysis.

November 2008 6
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«Sustainability costs performance»

v v

Portfolio level: Stock/company level:

Corporate Social
Responsibility is
altruistic in nature

v

Reduction of the
Investment universe

Reduced profitability

\

Share price reduction

Deterioration of the
risk-return
characteristics of the
portfolio

Source: Bank Sarasin & Co. Ltd

Portfolio level: weaker performance due to limited stock
selection?

Although the argument that sustainability criteria effectively limit the selection of
investible stocks is correct in theory, in practice it is not particularly relevant, as it
has been demonstrated that shares screened against sustainability criteria pro-
vide a big enough investment universe for assembling a well-diversified invest-
ment fund or portfolio. Sarasin’s sustainable investment universe, for example,
currently comprises around 700 international shares. In the case of actively man-
aged sustainability funds and mandates, the restriction on the investment uni-
verse is therefore of no practical relevance: portfolio managers of “conventional”
(non-sustainable) actively managed funds also work with a limited universe of in-
vestible stocks.

With sustainability funds geared more closely to a conventional benchmark (stock
index), or in the case of sustainability indexes composed from conventional stock
indexes, limiting the universe can exert a bigger influence and result in a higher
risk as measured by the tracking error. In practice, however, most of the products
offered on the market still have a relatively large number of stocks left even after
sustainability screening, which makes any limitations on diversification generally
minimal as well.

This line of argument is also based on the assumption that the sustainable stocks
are selected from a pre-defined share universe (e.g. a stock index). In practice,
however, the sustainability analysis generates additional stock ideas that do not
usually feature on the “radar screens” of financial analysts, and actually expand
the investment universe. These often concern companies with a smaller market
capitalisation, which stand out by virtue of the excellent environmental or social
benefits of their products or services (e.g. renewable energies or water treat-
ment).

November 2008 7
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So the use of a “sustainability filter” does not increase the portfolio risk, but can
actually help to reduce it, because some sustainability criteria at least present
what are known as systematic risks.>

Many problems associated with sustainable development are global in nature and
are inextricably linked with global economic development via various reciprocal
effects. This is particularly true for climate change, for example: this is a global
problem which cannot be solved in isolation by individual regions or countries.
Since climate change is closely linked to energy generation and consumption,
and energy is required for all commercial activities, measures to reduce climate
change affect more or less the entire economy. Most industries and companies
are affected by the shortage of energy and its rising cost as a result of stricter
climate protection measures.

Climate change therefore influences virtually the entire stock market and as a re-
sult presents a systematic risk as far as portfolio theory is concerned. Systematic
risks cannot be reduced in a share portfolio through diversification. Sustainability
analyses can make a contribution to reducing these risks, however, by flagging
up information on long-term interrelationships (e.g. forthcoming political meas-
ures and the ensuing costs) which financial markets usually only take into con-
sideration if there are short-term monetary consequences. A sustainability analy-
sis identifies particularly energy-intensive and CO,-intensive companies and
activities, for example. These can then be excluded from an investment portfolio
at an early stage, thereby reducing the risk of the share price being eroded by the
imposition of tougher environmental regulations.

Empirical studies also confirm that investors in sustainability funds and indexes
do not in fact have to accept any compromise on financial performance: ® They
come to the conclusion that the risk-adjusted return on sustainability funds and
indexes is not significantly different from the market, i.e. “conventional” funds or
stock market indexes.

Individual company level: Competitive disadvantage
through corporate social responsibility?

The second aspect of the correlation between sustainability and financial per-
formance can be found at the level of the individual company. The question here
is the extent to which environmental and social activities or benefits affect the
profit & loss account, and ultimately the enterprise value and share price as well.
The idea that this relationship can only ever be negative is frequently heard in
ideological discussions about the benefits of a market economy. The argument
runs that environmental and social aspects, where financially relevant (e.g. high

2) Frank Figge: Systematisierung 6konomischer Risiken durch globale Umweltprobleme, Zeitschrift fur
angewandte Umweltforschung 10 (1997), p. 256-266 and World Business Council for Sustainable Devel-
opment: Running the Risk- Risk and sustainable development: a business perspective, 2004.

3) Michael Schroder: The Performance of Socially Responsible Investments: Investment Funds and Indices,
Financial Markets and Portfolio Management 18, No. 2, 122-142 (2004) and Michael Schroder: Is there a
Difference? The Performance Characteristics of SRI Equity Indexes, Journal of Business Finance and
Accounting 34 (1) & (2), 331-348, 2007.
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staff turnover rates), are in fact taken into consideration by the market and by
companies for systemic reasons and produce commensurate responses (e.g.
wage rises or other improvements in working conditions in a bid to retain staff).
The proponents of this view admit that market imperfections can occasionally
arise, but according to them it is the state, rather than the companies themselves,
which needs to intervene. This is especially true for what are generally described
as “external effects”, such as the environmental pollution which is caused by indi-
vidual companies, but whose costs are borne by the wider community. Here it
was primarily the state’s task to force all corporations to clean up their act — by
imposing legal requirements, such as environmental regulations. If individual
companies “go it alone” it did not solve the environmental problem and at the
same time undermined their enterprise value by incurring additional costs for the
realisation of (not legally required) environmental protection measures. Basically
companies should concentrate on their own commercial activity. As Milton Fried-
man famously said: “the business of business is business”.

This line of argument assumes that most of the themes under the heading of sus-
tainability or corporate social responsibility are not relevant to business or are the
responsibility of the state. The term corporate social responsibility does certainly
cover all the relevant impacts of companies on the environment and on society
(see figure). But only some of these impacts are financially relevant — namely
those which can be considered to be the responsibility of companies and which
could therefore lead to regulations being imposed by the state or other authorities
(e.g. environmental protection measures).

Companies as an integral part of society and the environment

Social Impact:

* Legal requirements
* Image/reputation

* Trained employees
Y-etc....

A + Labour conditions
* Product quality

* Supply chain
cetc....

Environmental Impact:

[ Resources
l Emissions

Although companies cannot be held responsible for solving all environmental and

Environment

Source: Bank Sarasin & Co. Ltd

social problems, the dividing line between the responsibility of companies and the
state is very blurred. At the moment, for example, people are questioning to what
extent companies can, or should, be held responsible for violations of human
rights, within the framework of the United Nations. John Ruggie, Special Repre-
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sentative of the UN Secretary-General on Business & Human rights, has recently
submitted a report that provides an orientation point for this.*

Ultimately, however, companies’ area of responsibility is not determined by objec-
tive factors but by public perception and opinion. As we know, this can change
rapidly over the course of time. The definition of corporate (social) responsibility
therefore varies over time.

Environmental risks and opportunities: Cars and CO,

One key aspect of corporate social responsibility is to improve the green credentials of prod-
ucts, and especially to reduce energy consumption. Given the global initiatives to protect our
climate and secure a reliable energy supply, companies that manufacture energy-intensive
products, such as carmakers, increasingly face risks in the form of tougher environmental
regulations. Until recently, companies and financial analysts paid very little attention to this
topic. On the contrary, the strategy pursued in recent years by carmakers of concentrating
on heavier vehicles with ever more powerful engines has been a very successful marketing
ploy. Now, however, the sharp hike in the oil price and the recent decision by the EU to im-
pose limits to reduce the greenhouse gas emissions of vehicles have increased the financial
relevance of the sustainability aspect “lower fuel consumption”. Demand for large, gas-
guzzling SUVs has already dropped off, especially in the US, where manufacturers are con-
sidering withdrawing from the production of such large vehicles. In future, carmakers will
need to make more technological changes and reposition their model ranges in a move to
cut fuel consumption and CO, emissions even further. This will lead to additional costs and
weaker sales for the industry in certain segments of the market. On the other hand, compa-
nies that offer energy-efficient vehicles or new propulsion technologies can look forward to
attractive business opportunities. In this example, the transformation of environmental and
social risks into financial risks and opportunities is achieved on the one hand through con-
sumers, i.e. fuel consumption becomes a far more important demand factor than ever before
in the auto market. On the other hand, fuel consumption by cars triggers responses in envi-
ronmental policy: the imposition of limits in an effort to reduce vehicles’ CO, emissions
represents the implementation of the principle of the manufacturer's product responsibility,
as prescribed by environmental policy. Its financial consequences include a drop-off in sales
for manufacturers making gas-guzzling models.

Viewed over the long run, all the impacts of companies that fall under the heading
of sustainability or corporate social responsibility generally present potential risks
and opportunities that could at some point become financially relevant as well.
These include, for example, risks to reputation (use of child labour for making
branded products) or new environmental legislation that results in extra costs. But
these go hand in hand with business opportunities for companies offering envi-
ronmentally friendly and socially compatible solutions, such as new, cost-efficient
medical treatments or renewable energies. These risks and opportunities have a
latent character to a certain extent: in other words, it is impossible to predict ex-
actly when they will become financially relevant for the company in question.
Companies which only address the sustainability themes that are financially rele-
vant at the current point in time are therefore being very short-sighted. Two ex-
amples illustrate the typical interrelationships (see boxes).

4) Protect, Respect and Remedy: a Framework for Business and Human Rights; Report of the Special Rep-
resentative of the Secretary-General on the issue of human rights and transnational corporations and
other business enterprises, John Ruggie; United Nations; Human Rights Council; A/THRC/8/5; April 2008.
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Social risks and opportunities: pharmaceuticals and the provision of healthcare in de-
veloping countries

One of the key social themes for the pharmaceutical industry is to make sure that developing
countries and low-income groups have access to adequate medical treatment. Hundreds of
millions of people in developing countries are denied this access, mainly because they do
not have any health insurance and cannot afford to pay for drugs and medical treatment.
Another aspect is the lack of drugs and treatments for diseases that are prevalent in third-
world countries, such as malaria and a range of infectious diseases. Research activities in
these areas are limited, mainly because the sales markets are effectively unattractive due to
weak purchasing power at local level. At first sight, securing the provision of adequate medi-
cal care is primarily the responsibility of the state — this was the general public opinion until a
few years ago (politics, NGOs, etc.). But in more recent public debate, the expectation is that
pharmaceutical companies should take greater responsibility: the demands include drug
companies stepping up their research into diseases only affecting developing countries, giv-
ing up their patent protection in emerging and third-world countries to allow the production of
cheaper generic drugs, and essentially selling medicines at a much lower price in poorer
countries. These demands not only present reputation risks for pharmaceutical companies
(making profits at the expense of the poor) but also the threat of concrete financial losses,
e.g. through the lifting of patent protection on certain products.

Many of the sustainability themes are specific to an individual sector, and the ex-
tent of the environmental and social impacts of the various branches is quite dif-
ferent. As one would expect, the financial consequences are most pronounced in
those industries with the highest exposure. These include, for example, the
automotive, energy utility and oil & gas industries. An analysis of Sarasin’s re-
commended sustainable universe in seven industries with high environmental
and social impacts actually revealed a clear outperformance of their share price
compared with the sector index (see next chart).

Outperformance of recommended sustainable stocks in seven industries
with high environmental and social impacts

350 & - - —m

Average for
Sustainable

B f================================== | Stocks

250 +

Index (Dec 2001 = 100)
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Market Average
(MSCl Indices)

50
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12/01 12/02 12/03 12/04 12/05 12/06 12/07

Market average: Weighted (with the relevant MSCI World weightings) average performance of sub-indices
for the 7 sectors: automotive & automotive parts, energy, energy suppliers, mechanical engineering, food,
paper and pharmaceuticals

Average for sustainable stocks: average performance of companies rated as suitable for investment in the
7 sectors, weighted across all sectors with the weightings of the relevant sub-indices in the MSCI World;
Source: Datastream and Bank Sarasin & Co. Ltd

However, this calculation involves purely a backtracking of share prices. To be
specific, it is impossible to conclude from this whether the outperformance is ac-
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iy

SARASIN

Sustainability themes present
both potential risks and
opportunities

Sustainability Report

tually attributable to the superior sustainability of the stocks in question (or is due
to purely financial parameters, such as higher volatility), or whether the outper-
formance is statistically significant (or just coincidental).

Summary

To summarise, corporate social responsibility concerns itself with all the principal
environmental and social impacts of a company. Only some of these impacts
have any real financial relevance at any given point in time, but most do present
potential financial risks or opportunities that can manifest themselves at any (un-
predictable) moment. Taking into consideration environmental and social criteria
when making investment decisions can therefore help to reduce risk or enhance
the return of the investment.

The question for both companies and investors, however, is whether this theo-
retical correlation, which is implied from practical examples as well, really can be
scientifically or statistically proven.

November 2008 12
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Results of empirical studies

Overview of recent research

Within the field of sustainable investment, the existence of an empirical relation-
ship between sustainability and the financial performance of companies has been
at the centre of a long-running debate. This potential correlation has therefore
been the subject of many studies in recent years, with a variety of content, scope
and methodology:

« Statistical method: simple correlation analyses (evidence of a statistically sig-
nificant link between sustainability variables and financial variables), aggre-
gated portfolio analyses (evidence of statistical significance of performance dif-
ferences between a portfolio of sustainable shares and one containing “non-
sustainable” stocks, after adjustment to allow for certain financial market ef-
fects), through to econometric models at the level of individual shares (sus-
tainability parameters as variables to explain the return on individual compa-
nies, in addition to financial market parameters)

¢ Measurement of sustainability / sustainability variables: from individual aspects
such as the quality of the workplace or production-related emissions of pollut-
ants, through to comprehensive sustainability ratings

¢ Financial variables: stock market parameters (return on shares) or parameters
from companies’ profit and loss account (key ratios on profitability or enterprise
value)

¢ Regional scope of analysis (worldwide, USA, Europe, Japan, etc.)

¢ Period of analysis.

Various “metastudies” have already been published which assess the findings of
research released to date. They show that the majority of these studies came to
the conclusion that there is a positive correlation between corporate social re-
sponsibility and financial performance :°

The next table contains an overview of the more comprehensive studies pub-
lished over the last three years. All of them conclude that sustainability does not
have a negative impact on financial performance, but rather a positive one in
most cases — as confirmed by the metastudies.

5) Marc Orlitzky, Frank L. Schmidt, Sara L. Rynes: Corporate Social and Financial Performance: A Meta-
analysis, in: Organization Studies 24 (2003), S. 403-411
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Recent empirical/statistical studies on the link between sustainability and financial performance

Study

Content

Conclusion

Edmans, A.: Does the Stock
Market Fully Value Intangibles?
Employee Satisfaction and Equity
Prices; University of Pennsylva-
nia - The Wharton School; 2008

Kempf, A.; Osthoff. P.: The Effect
of Socially Responsible Investing
on Portfolio Performance, Euro-
pean Financial Management 13
(5), 908-920, 2007

Bauer, R., J. Derwall, and R.
Otten: The Ethical Mutual Fund
Performance Debate: New Evi-
dence from Canada, Journal of
Business Ethics 70, 111-124,
2007

Guenster, N., J. Derwall, R.
Bauer, and K. Koedijk: The
Economic Value of Corporate
Eco-Efficiency, RSM Erasmus
University Rotterdam, 2006.

Derwall, D.; Guenster, N.; Bauer,
R.; Koedijk, K.: The Eco-
Efficiency Premium Puzzle;
Financial Analysts Journal; Vol.
61; No. 2; 2005

Schroder, M.: Is there a
Difference? The Performance
Characteristics of SRI Equity
Indexes; , Journal of Business
Finance and Accounting 34 (1) &
(2), 331-348; 2007

Portfolio analysis (“100 Best Companies to Work for” vs. market;
correction of sector distortions) with a 4-factor financial model

Sustainability ratings: limited to quality of the workplace
Approx. 100 US companies; timeframe 1984-2006

Portfolio analysis (10% of companies with the best CSR ratings
versus 10% of companies with the worst CSR ratings; correction
of sector distortions) with a 4-factor financial model

Sustainability ratings of KLD (limited thematic spectrum)

700 — 3000 US companies; variable over the period 1992-2004
Portfolio analysis of 8 sustainability funds (compared with the
market or benchmark) with a 4-factor financial model
Sustainability ratings: different (depending on funds)

8 Canadian funds with global components;
timeframe 1994-2003

Econometric analysis of the link between sustainability ratings
and enterprise value (“Tobin Q") (at company level)

Sustainability ratings: limited to environmental protection, in
accordance with Innovest

150 — 410 US companies, variable over the period 1996-2002
Portfolio analysis (30% of companies with the best CSR ratings

versus 30% of companies with the worst CSR ratings), different
financial models (incl. correction of sector distortions)

Sustainability ratings: limited to the environment (Innovest)

180 — 450 US companies; time frame 1995 — 2003

Portfolio analysis of 29 sustainability indexes (comparison with
market or benchmark) with 1-factor and 3-factor financial models

Sustainability ratings: different (no use of rating, but ready-made
indexes)

29 indexes with global components; timeframe: from inception up
to y/e 2003

Significantly higher return from the
portfolio comprising companies
with a good working environment
versus the (adjusted) market
portfolio

No reduction in the performance of
the portfolio with a positive
sustainability rating; portfolio with a
negative sustainability rating
produced a weaker performance

No difference in the performance
of sustainability funds and the
benchmark/market

No reduction in the performance of
companies with a positive
sustainability rating; companies
with a negative sustainability rating
gave a weaker performance

Substantially higher average return
on the portfolio comprising shares
with a positive sustainability rating
versus portfolios comprising stocks
with a negative sustainability rating

No difference in the performance
of sustainability indexes, and the
benchmark/market

Source: Bank Sarasin & Co. Ltd

A report recently commissioned by Deutsche Bundesstiftung Umwelt® confirmed
this, and also found that indexes or funds with tougher sustainability criteria pro-
duce higher than average returns. In 2002 Sarasin was also involved in a study
produced by the ZEW in collaboration with the European Business School
Oestrich-Winkel that examined the correlation between share performance and
Sarasin’s sustainability ratings for European companies over the period 1996-
2001.” The aggregate result was neutral, i.e. no significant negative or positive
relationship could be identified. Some of the findings did however indicate that
the rating of the sector can have a slightly positive impact on share performance.

6) See press release dated 11.4.2008 at www.dbu.de

7) Bank Sarasin, Zentrum fir Europaische Wirtschaftsforschung, European Business School: Share Per-
formance and Sustainability, Sarasin Report 2002 and Ziegler, A.; Schréder, M. and Rennings, K.: The
Effect of Environmental and Social Performance on the Stock Performance of European Corporations,

Environmental and Resource Economics 37, 661-680, 2007.
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Although the findings of these studies have highlighted certain tendencies, they
have not allowed any generally valid statements, supported by scientific evi-
dence, to be made to date:

Impossible to make general
statements supported by
scientific evidence, however

o Most of the studies take the portfolio analysis approach: it provides an aggre-
gate picture of the performance of sustainable portfolios compared with the
overall market or non-sustainable portfolios. The impact of the sustainability of
the individual companies in the portfolio on the return can be commingled with
the impact of the way in which stocks were selected for the portfolio. The
composition of the portfolios of real investment funds, for example, is always
heavily influenced by financial criteria. Synthetic portfolios which have been
assembled purely on the basis of sustainability criteria can also show signifi-
cant differences from the market or the model portfolio as far as sector struc-
ture is concerned. The impact of these "distortions" on portfolio performance
therefore overlays the influence of sustainability and is usually impossible to
eliminate.

e In order to measure sustainability, many studies employ indicators that only
cover a fraction of the sustainability criteria, such as purely environmental in-
dicators, or individual aspects such as the quality of the workplace.

¢ In addition, they are often limited to specific timeframes and regions.

New study by CCRS, ETH Zurich and ZEW

In 2007/2008 the Center for Corporate Responsibility and Sustainability at the
University of Zurich (CCRS), in cooperation with ETH Zurich and the Centre for
European Economic Research (ZEW), Mannheim carried out a new and rela-
tively comprehensive study of the correlation between sustainability and share
performance.

Setup of the study

Overview of the analyses performed

Econometric analysis CCRS/ETH)

Portfolio analysis (ZEW)

Statistical measure
of the influence of
sustainnability on
financial
performance

Financial market
models

Scope of study

Timeframe

Sustainability
parameters

Sustainability rating as an
independent variable for explain-
ning return in econometric models
alongside financial market variables
(see financial market models)

4-factor model (Carhart): Market
risk, size effect, value/growth effect,
momentum; other models for
comparison

175 US companies
281 European companies

2003 — 2006

Sarasin ratings from 2002:
Overall rating

Separate company and industry
rating (ordinal variables)

Sub-classes of the company and
industry ratings (dummies for top 3
and top 2 rating classes)

Systematic outperformance of a
portfolio of sustainable shares
after deducting the impact of
financial market variables (see
financial market models)

4-factor model

Various portfolios constructed
out of the same universe as the
econometric study

1997 — 2006

Classes of Sarasin ratings
(2000 — 2007):

Investible vs. non-investible
ratings

Highest 2 vs. lowest 2 company
ratings

Highest 2 vs. lowest 2 industry
ratings

Source: Bank Sarasin & Co. Ltd
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Two different methods were used here: an econometric analysis at the level of
individual shares or companies (CCRS/ETH Ziirich)® and a portfolio analysis
(ZEW). Both studies looked at the European as well as the US stock market.

The studies used Bank Sarasin’s sustainability rating, which takes into account
all the relevant environmental and social aspects for companies. This has two
dimensions:

e Industry rating: Comparative assessment of industries using selected envi-
ronmental and social criteria.

e Company rating: Comparative environmental and social analysis of compa-
nies within their sector. The rating is based on a standard matrix of environ-
mental and social criteria which is identical for all industries. The weighting
and selection of detailed criteria vary from one industry to the next.

There are five categories of rating in each dimension, ranging from “high” to
“low”.

The sustainability rating determines whether a company qualifies for inclusion in
sustainable funds and portfolios: Only the companies with a good enough rating
on the Sarasin Sustainability Matrix® qualify for the Sarasin investment universe
(see shaded area in figure below).

Sarasin Sustainability-Matrix®

%’ Sarasin Investment Universe
Company
Rating
2
o
low high

Industry Rating

Source: Bank Sarasin & Co. Ltd

The results of the econometric analyses of individual shares show that the com-
pany’s sustainability rating has a significantly positive impact on the average
monthly share returns over the period 2003-2006. The average outperformance
of shares with a higher sustainability rating (2 or 3 top rating categories respec-
tively) is as much as 0.3% per month. The robustness of this positive impact is
greater for the USA than for Europe.

8) Urs von Arx, Andreas Ziegler: The Effect of CSR on Stock Performance: New Evidence for the USA and
Europe, Center of Economic Research at ETH Zurich, Working Paper 08/85, May 2008
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By contrast, these calculations show that the industry rating has no significant
impact on financial performance. Test calculations also showed that the positive
correlation between the company rating and share performance does not appear
to be stable over time, but in earlier periods (before 2003) seems to be less pro-
nounced. The significance of the findings also varies depending on the underly-
ing definition of sustainability used. For example, the result becomes insignificant
for European stocks if not just the top two rating classes (“high” and "above-
average") are taken into consideration, but the next highest rating class as well
("average"). Conversely, this means that tougher sustainability requirements
have a bigger impact on financial performance.

Results of the analyses by CCRS/ETH Zurich and ZEW

Monthly outperformance® due to
sustainability rating

USA Europe
Econometric analyses of individual shares o/ b) o/ ©)
2003 — 2006 (company rating only) +0.3% +0.3%
Econometric analyses of portfolio
1997-2006 (combined company and +0.6% + 0.4%

industry rating)®’

a) Average over the observation period

b) Outperformance contributed by the 3 highest rating classes (high, above-average, average)
compared with the two lowest rating classes (below average, low)

c) Outperformance contributed by the 2 highest rating classes (high, above-average)
compared with the three lowest rating classes (average, below average, low)

d) Outperformance of sustainable portfolios over and above financial factors (“alpha”)

The portfolio analyses performed by ZEW confirm the positive impact of sustain-
ability on financial performance. However, the positive impact was stronger at
the start of the observation period (1997-2002). During the period 2002 — 2006,
the effect was not significant, but started to rise again towards the end. Further-
more, the positive effect appears to be more attributable to the industry rating
than the company rating — the calculations showed that portfolios with “above-
average” and “high” industry ratings produced a significant outperformance dur-
ing the period 1997-2006, both in the USA and Europe.

The result of the portfolio analysis does not necessarily contradict the findings of
the analyses of individual shares, since it can be distorted by other factors that
have nothing to do with sustainability, such as economic development (higher or
lower than average growth in individual sectors) and the composition of the port-
folios. In the portfolio analyses, the composition of the portfolios, i.e. the method
of selection and the weighting of stocks within the individual portfolios, could well
have been significant factors®:

e The composition of the Sarasin Research Universe can deviate to varying de-
grees from the relevant MSCI sector index, depending on the industry in

9) The significance of sector distortions is likely to have been relatively small when taken over the entire
observation period. The start of this period (1997-2000) was dominated by the Internet boom, which saw
an outperformance from sectors with a high and above-average sustainability rating (telecoms, media,
software). After the Internet bubble burst, sectors with a poor sustainability rating began to outperform,
especially commodities, energy and electric utilities, so that when viewed over the entire period, the im-
pact of the cyclical impact of the sector on performance tended to be negative.
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question. Stock selection has traditionally been dictated by the requirements
of portfolio management and therefore has been geared more towards the fi-
nancial attractiveness of individual stocks, rather than trying to achieve the
broadest possible coverage of the entire market. Depending on the industry,
stock selection can therefore be skewed in the direction of more financially at-
tractive shares to a greater or lesser extent, which could have lead to these
sectors showing an outperformance in the portfolio analyses.

¢ In the portfolio analyses, the shares were weighted equally, rather than ac-
cording to their different market capitalisation values. This meant that smaller
companies in those portfolios examined were overweighted compared to the
market. Other portfolio analyses'® have found that the performance effects are
attributable mainly to bigger companies rather than smaller ones. The equal
weighting is therefore likely to have been the reason for underestimating the
impact of sustainability (especially the company rating) on financial perform-
ance.

The results of the portfolio analysis basically confirm the positive correlation be-
tween sustainability and financial performance, but the impact of the company
rating is possibly underestimated. At the same time the positive effect of the in-
dustry rating may be attributable to other factors that have nothing to do with
sustainability.

Both analytical models confirm that the impact of sustainability on performance
seems to be stronger in the USA than in Europe.11 There could be two reasons
for this:

o Sustainability differences: The results of the Sarasin sustainability rating show
that the percentage of sustainable companies which qualify for inclusion in
sustainable funds is much higher in Europe (approx. 50%) than in North
America (approx. 35%). In the US, more sustainable companies outperform
their peers by a wider margin than in Europe, where sustainability has be-
come a bigger issue in the business world due to tougher legal requirements
and greater public awareness. The more pronounced differences in “sustain-
ability performance” in the USA could have resulted in more marked perform-
ance differences as well.

e “Pricing in” of sustainability: Since public awareness of sustainability themes
is generally greater in Europe than in the USA, it is possible that European
equity markets have been quicker to take into consideration and “price in”
sustainability factors in the past than has been the case in the USA. The
greater impact of sustainability on performance in the USA could therefore be
explained by the fact that certain sustainability factors have become more
relevant to share prices in recent years (e.g. the theme of energy/climate pro-
tection) than in Europe, where they have already been extensively “priced in”.

10) Derwall, D.; Guenster, N.; Bauer, R.; Koedijk, K.: The Eco-Efficiency Premium Puzzle; Financial Analysts
Journal; Vol. 61; No. 2; 2005

11) The majority of more recent studies that identified a positive correlation between sustainability and per-
formance also concentrated on US shares (see above).
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According to the results of the econometric analyses, the impact of sustainability
on performance tended to be greater in latter years (2003 — 2006) than in earlier
periods. The study conducted in 2002, using similar methodology, for the period
1996 — 2001 by ZEW and Sarasin (see above) also found that the correlation be-
tween sustainability and performance was not very significant. One explanation
for this could be that as sustainability themes have become more prominent over
the last few years, equity markets now see them as having more bearing on
share prices. The issue of energy/climate protection is likely to play a pivotal
role, as it is a central sustainability theme and has effectively become financially
relevant due to soaring energy prices and greater efforts to prevent global warm-

ing.

Conclusions

The discussion of the general links between sustainability and financial perform-
ance, case studies, and empirical/statistical analyses lead to the following con-
clusions:

1. Sustainability does not compromise financial performance: Virtually all
the studies published to date come to the conclusion that sustainability does
not have a negative impact on the financial performance of companies or
share portfolios. This challenges the widely held opinion that applying a sus-
tainability filter restricts the selection of investible stocks and therefore has a
negative effect on the risk/return profile of sustainable portfolios. It also re-
futes the argument that environmental and social measures adopted volunta-
rily by companies are incompatible with market rules and tend to destroy
value.

2. Sustainability makes a contribution to performance in certain cases:
Empirical studies support the assertion that companies which take into ac-
count their environmental and social impacts are able to avoid potential long-
term risks — and even exploit the opportunities presented by them. The latest
study by CCRS and ETH Zurich reaffirms the findings of other reports which
have shown that sustainability tends to have a positive impact on share price
performance (especially the company components of Sarasin’s sustainability
rating), but its strength varies depending on which sustainability definitions,
timeframes and regions are analysed — and in some cases is not actually sig-
nificant. It appears that interdependence has increased in recent years, pre-
sumably because of the growing importance of the themes of energy and cli-
mate protection. In addition, empirical studies are based on data from the
past. In future, we therefore expect an increase in the relevance not only of
energy and climate protection, but also other environmental and social
themes in politics and society and commerce. This will further strengthen the
growing links between sustainability and financial parameters.

Companies should thus mitigate their environmental and social impacts not
purely out of a sense of moral responsibility, but also in a bid to reduce the fi-
nancial risks or to exploit the associated opportunities. In some countries regula-
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tions have therefore already been introduced requiring companies to extend their
financial reporting to include sustainability aspects.'> A number of institutional
investors, such as pension funds, also believe that taking into consideration envi-
ronmental and social risks in the investment process is part of their fiduciary
duty, so as to avoid or minimise the associated financial risks." In some coun-
tries, such as Germany and the UK, pension funds are obliged to disclose the
extent to which sustainability aspects are considered in their investment decision
process.

Sustainable investment makes it possible to identify the relevant risks and oppor-
tunities, and can therefore help to improve the risk/return relationship, either by
exploiting the opportunities for maximising returns, and/or reducing risk expo-
sure.

12) In Europe, the EU Accounts Modernisation Directive of 2003 provides the legal framework. In some
countries, such as France and the Netherlands, legal requirements already exist, while in the UK a rela-
tively comprehensive regulation was approved, only to be withdrawn and replaced by a less strict code.

13) The Freshfield study commissioned in 2005 by the UNEP Financial Initiative came to the conclusion that
(contrary to widely held opinion) it is not legally inadmissible for institutional investors to consider sus-
tainability aspects in their investment decisions. On the contrary, ignoring such aspects can constitute a
violation of legal obligations (Freshfields, Bruckhaus, Deringer: A legal framework for the integration of
environmental, social and governance issues into institutional investment, 2005)
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