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Summary
ESG integration encompasses any classic financial analysis
approach which is enhanced by environmental (E), social
(S) and governance (G) factors and which exploits the
ensuing opportunities and risks to reach better investment
decisions. Swisscanto Invest by Zürcher Kantonalbank
consistently integrates ESG factors into its fundamental
investment process. This identifies substantive risks which
have not yet been priced into the valuation and brings
another dimension to conventional financial analysis. We
have developed a database which collates key ESG information per company. This publication provides a brief
introduction to Swisscanto Invest's integration of ESG and
uses a specific case study to illustrate its benefits. Finally,
we present the individual indicators in greater detail.
Roland Wöhr
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1 From niche to mainstream
Whilst the volume of purely sustainable investments is
indeed increasing every year, albeit while remaining a
niche product, investors' and asset managers' interest in
considering sustainability in a wider sense, by integrating ESG, has risen sharply. But what does this buzzword
actually mean?
1.1 Institutional investors take action
More and more investors and asset managers have become convinced that they can reach better investment
decisions by integrating sustainability factors. The volume of investments which integrate ESG factors has
significantly increased at more than EUR 5.2 trillion
(more than 30% of total European investments), putting them in second place immediately after the application of exclusion criteria (Figure 1).

In 2009 Zürcher Kantonalbank was Switzerland's first
full-service bank to sign up to the UN PRI and initiate
various activities, including the launch of the sustainability indicator in 2011, which intuitively displays fundamental sustainability risks in collective investments to
promote transparency on the one hand and investor
awareness on the other. This information is published as
a standard for Swisscanto Invest's own funds and thirdparty funds in the bank's investment universe. With
effect from 2015 the concept was extended to customer securities account analysis. The market is also heading in this direction: Morningstar and MSCI have followed suit from the start of 2016 with similar fund
screenings.
Figure 2: Trend in signatories to the UN PRI
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This increasing interest is based on significant investor
initiatives, such as the UN Principles for Responsible
Investment (UN PRI), with more than 1,400 signatories
worldwide and assets of USD 59 trillion under management (Figure 2). These United Nations' principles for
responsible investment, launched by Kofi Annan in
2006, are directed at institutional investors such as pension funds, investment funds, banks and insurers. Two
of the key principles which signatories undertake to
implement are:
 Inclusion of ESG topics in the investment analysis
and decision-making processes (principle 1)
 Active shareholder behaviour and integration of ESG
factors into shareholder policy and practice
(principle 2).
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1.2 Fiduciary duty
Increasingly, the current concept of fiduciary duty in
asset management extends beyond traditional financial
analysis to include consideration of ESG factors, as these
have a positive impact on the risk/return characteristics
of investments. The Swiss Association for Responsible
Investments, recently founded by major institutional
investors, also aims to promote integration of ESG criteria and engagement in order to fulfil the fiduciary management obligation. The founding members include the
canton of Zurich's BVK pension fund, compenswiss
(Swiss State old age and life assurance/disability compensation fund), comPlan, the Swiss Post Office's pension fund, Swiss Railways' pension fund, PUBLICA, the
government pension fund, and insurance company
Suva. Swisscanto Invest accepted the challenge of systematically incorporating ESG criteria into its investment
processes - not just for sustainable investments, but for
fundamental analysis of all companies in actively managed equity investments.
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2 ESG integration
ESG integration is understood to mean any classic financial analysis approach which is enhanced by environmental (E), social (S) and governance (G) factors and
which exploits the ensuing opportunities and risks to
reach better investment decisions. An essential prerequisite for ESG integration is the availability of relevant
information. The opportunities and risks derived from
this can be incorporated quantitatively into valuation
methods – when determining future cash flow, for example or cost of capital - or contribute to an investment
decision in the form of qualitative input. The opportunities for implementation and the potential for new developments are considerable. Frequently, however, the
use of ESG factors in the investment process has not
been systematically organised to date and has therefore
been less than transparent.
3 Risks at a glance
Swisscanto Invest systematically integrates ESG factors
into the investment process for all traditional active
equity investments. The investment philosophy's objective is to generate above-average yields by identifying
businesses which are attractively valued, have a proven
management track record and a high-quality business
model. To achieve this, equities are subjected to a detailed fundamental analysis and collated into portfolios
(Figure 3). ESG factors are taken into account as part of
the quality assessment (step 2), in order to identify substantive risks which have not yet been priced into the
valuation.

Rapid availability, relevance and comprehensibility of the
information are central to practical use by the twentyplus analysts and portfolio managers. For this purpose,
we have developed a proprietary tool which concisely
brings together the relevant environmental, social and
governance data for a company on one page (Figure 4)
at the push of a button and which includes the following sections:
 A company's valuation in the environmental, social
and governance dimensions (graphically and with
key data), including warnings relating to critical
aspects (section: ESG)
 Data relevant to corporate governance (section: Data
for Management Track Record)
 Key performance indicators and questions about
engagement activities at meetings with the
company's management.
(Section: Industry Specific KPIs and Questions for
Management)
The glossary on page 8 onwards explains the individual
indicators in further detail.

Figure 3: Investment process for active equity investments

Source: Swisscanto Invest
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Figure 4: ESG tool, case study - RWE AG
RWE AG
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Independent Lead Director
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Independent Audit Committee
Independent Compensation Committee
Oversized Board (vs regional standards)
Undersized Board (vs regional standards)
Overboarded Non-Exec Directors
Overboarded Exec Directors
CEOs from other companies on Board
Overboarded Audit Committee Members
Auditor Fees
Entrenched Board
Board Integrity
Board Attendance Failures
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i
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Shareholder Rights
DP-Name

Flag
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i
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One share, One vote
Controlling Shareholder
>20% of outstanding shares held by one shareholder

i
i
i
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Controlling Shareholder Concerns
Voting Rights Limits Shares Held
Poison Pill
Golden Shares
Annual Director Elections
Proxy Access
Bylaws Amendments
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Executive Pay Disclosure
Advance Disclosure of CEO Performance Targets
CEO Pay (vs. Peers) Total Summary
CEO Pay Perks & Other Compensation
Say on Pay Policy
Equity pay aligned to share price performance
Pay aligned to better performance vs. Peers
Pay varies in line with annual operating performance
Dilution Concerns
Significant Vote Against Pay Practices
Clawbacks
Golden Hellos
Golden Parachutes
Severance Vesting
Salary Gap

Impact: Industry Specific KPIs and Questions for Management

Revenue Recognition
Expense Recognition
Asset-Liability Valuation
Auditor Report Concerns
Internal Controls
Restatements or Special Charges
Accounting Investigations
Stakeholder Fraud and Abuse
Product Liability
Controversial Product Impact
Tax Evasion or Offshore Finance

GICS:

551030 (Multi-Utilities)

Internal Use Only

Key Performance Indicators
KPI 1

Energy mix / Greenhouse gas efficiency of production

KPI 2

Renewable energy: Percentage of installed capacity / Long-term Strategy

KPI 3

Occupational health & safety performance

Questions for Management
Business Ethics
- Does your company have a strong policy against bribery and corruption? Do you enforce these policies, with clear guidance to employees on how to behave appropriately when confronting an unethical situation? How do
you ensure your whistleblower programmes are communicated through various channels to encourage employees to report violations without fear of retaliation?
- Do you have a company-wide safety management system that is compliant with OHSAS18001? What programmes have you put in place to formally track and disclose the health and safety statistics of employees?
- How do you assure compliance with operational saftety requirements. How do you actively and steadily improve your safety standards and transparency?
Environment
- Does your company have company-wide processes to assess biodiversity impacts for new projects? Are biodiversity experts and local stakeholders involved in this assessment?
- What percentage of your revenues/generating capacity comes from renewable sources of energy? How much are you investing in renewable forms of energy?
Environment
- Do you have programmes and goals in place that aim to increase energy efficiency and the utilization of green energy by end users?
- Does your company have a clear investment plan in place with regard to smart grids? Do you have guidelines concerning the safety of the user data that will be created by smart grids?

Source: Swisscanto Invest, Trucost, MSCI ESG, RepRisk, Asset4, Bloomberg
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4 Case study – RWE
4.1 Red light for coal-fired power
We present the ESG tool using German energy company RWE AG as a specific example (Figure 4). By using
the ESG indicator it is possible to quickly identify that
RWE is at the red, i.e. problematic, end of the scale. The
ESG indicator provides a simplified analysis based on a
central criterion per dimension (environmental, social
and governance)1.
The Environment indicator highlights that the company's CO2 emissions figures are high (in relation to sales);
at RWE coal-fired power accounts for 40% of production capacity. Red warnings due to environmental controversies, such as environmental pollution from coal
mining and dismantling costs for nuclear power stations
not provided for, are also given.
The Social section includes workplace safety incidents.
The reputation risk index shows a consistently high exposure to controversial topics, with a maximum value of
58 in the last two years.
Several aspects of RWE's Corporate Governance receive
critical ratings. Detailed information in the lower part of
the figure shows, for example, that in the Leadership
section the Supervisory Board, audit and remuneration
committees are insufficiently independent. In total 60
indicators on leadership, compensation, shareholder
rights and accounting and reputation provide detailed
information about potential risks where company management is concerned. The analyst is able to immediately identify and evaluate relevant ESG risks, whether
these are already included in the corporate valuation, or
whether there are fundamental reservations about the
business model.

4.2 Understanding of key economic drivers
The understanding of a sector's economic drivers is
decisive for successful investment. In many sectors ESG
topics are extremely material. Drivers which are particularly relevant are amalgamated in another section covering the sector for the company being analysed. These
are the following for the energy sector:
 The intensity of greenhouse gases generated by
electricity production and targets in this regard
 renewable energies' share of production and the
strategy in this regard, and
 business ethics and workplace safety management
The transition from fossil fuels or nuclear energy to
renewable energies and the decentralisation of energy
supply represent an enormous challenge for the electricity industry. RWE's business model is only sustainable if
the company has clear objectives for helping to shape
the transition from fossil fuels.
Specific questions from analysts and portfolio managers
serve as a basis for discussing ESG factors relevant to
the business model directly in meetings with the company's management. In RWE's case discussion of its
business strategy regarding the transition from fossil
fuels is required. In addition to active exercising of voting rights and submitting shareholder proposals at general meetings, direct dialogue with management or the
supervisory board counts as a form of engagement, i.e.
institutional shareholders' active influence on companies. Increasingly this not only addresses corporate governance topics, such as compensation, but also environmental and social themes. In this way investors call
for improvements in companies which are neglecting
their environmental and social risks and therefore also
entering into a financial risk.
5 The systematic approach to better decisions
The systematic collection and processing of this ESG
information adds another dimension to conventional
financial analysis and leads to better investment decisions. By consistently integrating ESG analyses into the
fundamental investment process, Swisscanto Invest by
Zürcher Kantonalbank is emphasising the growing importance of ESG factors in successful investment.

1

The indicators are explained in greater detail in the glossary which
starts on page 8.
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Glossary: indicators in detail
The environmental, social and governance indicators
used in the ESG tool originate from the following
sources:
 Trucost (assessment of the impact of corporate
activities on the environment)
 RepRisk (assessment of companies' and projects'
reputation risks)
 MSCI GMI (assessment of companies' corporate
governance)
 Asset4 (ESG data for companies)
ESG indicator
The ESG indicator is a simplified analysis based on a
central criterion per dimension (environmental, social
and governance, each with one-third weighting).
Dimension

Criterion for companies

Environment

CO2 emissions per sales

Society

Reputation risk indicator

Corporate governance

Corporate governance rating

The company's ESG indicator is shown on a 10-part
scale within the GICS2 Industry Group (above the blue
line in Figure 5) and the GICS Industry Group ESG indicator (median value) relative to all companies (below).

One kg of methane (CH4) released is offset by a CO2e
value of 25, for example. This means that one kg of
methane released into the atmosphere has the same
impact on the climate as 25 kg CO2.

 Impact ratio (environmental costs per sales and per
EBITDA, in %): total of (external) environmental costs
(CO2, water, waste, etc.) in relation to sales. The
total (external) environmental costs of business
activity (direct costs: from operations, indirect costs:
from the supply chain), relative to sales. The number
indicates the possible extent of a company's
potential environmental costs if political measures
were to be used to implement the polluter-pays
principle. The impact ratio makes it possible to
compare companies' environmental pollution,
regardless of their size, sector or region.
Issues:
 Environmental controversies
 High environmental impact sector
 Transparency of environmental data publication
(emissions reporting)
Figure 6: Environmental section
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Environment
Figure:
 Carbon footprint of Trucost company compared to
the GICS Industry Group
 Global comparison of the GICS Industry Group's
carbon footprint (median)
Data:
 Carbon footprint of the company (CO2e
emissions/sales, in tonnes/mn USD, provide by
Trucost) and the best and worst company in the
Industry Group
CO2e: CO2 equivalent, a chemical compound's
(relative) greenhouse gas potential indicates the
extent to which a specified mass of a greenhouse
gas contributes to global warming pro rata to carbon
dioxide (CO2).
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GICS = Global Industry Classification Standard
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Social
The RepRisk Index (RRI) is a risk measure which quantifies criticism of a company and its exposure to controversial environmental, social and governance topics. It
evaluates the source's relevance and the messages'
frequency and content (severity, currency).
Figure:
Company and sector RepRisk Index. The values are broken down as follows:
RRI 0-25 = Scale 1-5
RRI 25-50 = Scale 6-7
RRI 50-75 = Scale 8-9
RRI >75 = Scale 10
Data:
 Company's RepRisk Index (RRI): current value (0-100;
0 = no incidents)
 RepRisk Index peak for the last two years
 Red arrow if deterioration within last 30 days
Issues:
 Workplace safety
 Labour practices
 Customers
 Controversial products

Governance
MSCI GMI evaluates the corporate governance of companies worldwide, with more than 150 key metrics from
the fields of Supervisory Board, remuneration, ownership and control and financial reporting.
Figure:
 Company's MSCI GMI corporate governance score
compared with the domestic market
 Domestic market median compared globally
Data:
 MSCI GMI corporate governance score (0-100; 0 =
worst, 100 = best company)
 ISS governance quick score
Issues:
 Accounting and governance risk (AGR; see below)
 Company management/Supervisory Board
(leadership)
 Business operations
 Shareholder rights
 Compensation
Figure 8: Corporate governance section
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The AGR model (Accounting & Governance Risk) evaluates the integrity of a company's financial reporting
and corporate governance. Experience has shown that
the AGR analysis can indicate risks such as group actions, accounting adjustments and intervention by the
financial market supervisory authority, i.e. aggressive
balance sheet accounting and risky corporate governance practices increase the probability of negative incidents.
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Disclaimer
This Publication is for information purposes only and does not explicitly target any person who by domicile or nationality is prohibited to receive such information according to applicable law.
This document was produced by Swisscanto Invest and Zürcher Kantonalbank (“ZKB”) applying highest diligence standards in good faith. Swisscanto Invest and ZKB do not warrant any
guarantee with regard to correctness and completeness and waives any claim for losses that may occur through the use of this information. This Publication is neither an offer nor a
recommendation for the purchase or sale of financial products or financials services and does not discharge the recipient from his own judgement. Particularly, ZKB recommends that the
recipient, if need be by consulting professional guidance, assess the information in consideration of his personal situation with regard to legal, regulatory and tax consequences that might be
invoked. The present document is not the result of the department “financial analysis” as defined in the rules of the “Directives on the Independence of Financial Research” edited by the Swiss
Bankers Association, hence these rules do not apply to this document.
This document is for distribution and/or redistribution only to persons who (i) have professional experience in matters relating to investments falling within Article 19(5) of the Financial Services
and Markets Act 2000 (Financial Promotion) Order 2005 (as amended, the "Financial Promotion Order"), (ii) are persons falling within Article 49(2)(a) to (d) ("high net worth companies,
unincorporated associations etc") of the Financial Promotion Order, (iii) are outside the United Kingdom, or (iv) are persons to whom an invitation or inducement to engage in investment activity
(within the meaning of section 21 of the Financial Services and Markets Act 2000) in connection with the issue or sale of any securities may otherwise lawfully be communicated or caused to be
communicated (all such persons together being referred to as "relevant persons"). This document is directed only at relevant persons and must not be acted on or relied on by persons who are
not relevant persons. Any investment or investment activity to which this document relates is available only to relevant persons and will be engaged in only with relevant persons.
This publication and the information contained in it must not be distributed and/or redistributed to, used or relied upon by, any person (whether individual or entity) who may be a US person
under Regulation S under the US Securities Act of 1933. US persons include any US resident; any corporation, company, partnership or other entity organized under the any law of the United
States; and other categories set out in Regulation S.
This document does not constitute an offer to sell or a solicitation or invitation is to subscribe for or to make an offer to buy any securities, nor does it provide a basis for any contract or
obligation of any kind. This document is not a prospectus within the meaning of article 652a or 1156 the Swiss Code of Obligations or Article 27 of the listing rules of SIX Swiss Exchange AG.
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