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Introduction

investors increasingly see forward-
looking nonfinancial metrics as key to
understanding a company’s true value,
while stakeholders demand ever greater
transparency from multinationals on how
they are managing their responsibilities to

society at large and the environment.
These tends are manifested in the increasing impact sus-
tainability is having on mainstream investors, as illustrated
by the foltowing:

« Since its launch in 1999, the Dow Jones Sustainability
World Index (DISI World)* has benchmarked the per-
formance of the world's leading sustainability compa-
nies, enabling investors to rack and adapt their products
along sustainable guidelines. As of August 2001, 33
licensees have created financial products based on the
DISI World, with total assets under management
amounting to more than 2.2 billion Buro. These invesiors
are offering sustainability-driven mutual funds, equity
baskets, certificates, and segragated accounts.

+ Orhar =ading organizaiions on both sides of the Atlantc

nava al3o been involved in supplying the investment com-
munity with indexes around this theme. For example,
since 1990, KLD (KinderLydenbergDomini) has man-
agad the Dorini 400 Social [ndex’ with particular empha-
sis on the societal coantribution of North American
companies. Moreover, in July 2001, UK-based index
provider FTSE (Financial Times Stock Exchange)
launched the FTSE4Good® series of indexes to provide a
henchmark to the SRI (Socially Responsible investment)
comemunity.

+ Recent legistative changes in Europe and Australia
have also confirmed the wend toward incorporating
sustainability criteria in investment decision-making. For
example, both the UK* and Germany® have passed laws
obliging pension funds to disclose their investment policy
with regard to environmental and social criteria. In
August 2001, Australia’s Senate’ passed an amendment to
the Financial Services Reform Bill to require super funds
and investment managers to disclose their policy on ethi-
cal investment.

» Significantly, the Swiss Federal Social Security Fund
awarded State Street Global Advisors, the investment
management arm of State Street Corporation, a 320
million Buro global equity index mandate based on the
DJSI World in May 2001, the largest mandate of its kind.*

Previously, and despite high demand, the investment commu-
nity was unable to rely on credible socicenvironmental data on
which to base microeconomic decisions due o lack of avail-
ability of relevant data. Now, the ability to make macroeco-
nomic decisions around socioenvironmental issues, which has
been possible for many years, is complemented by a new abil-
ity to make associated microeconomic decisions due to recent
developments in data provision around sustainability.

This paper outlines the challenges in assessing the sustain-
ability performance of the world’s largest companies and
integrating the results into an index wacking the financial
performance of leading companies. Following a definition of
corporate sustainability, we focus on exploring the character- -
istics of raditional indexes and what implications these have
on the challznge of indexing the performance of companies
that embrace sustainability. Subsequently, we describe the
process for developing the Dow Jones Sustainability World
Index (DJSI World) as an introduction to the issue of how the
specific challenges of assessing corporate sustainability have
been addressed, with particular focus on the implications for
indexes tracking the stock market performance of companies
embracing sustainability. Finalty, the risk and performance
aitributes of the DISI World are explored to determine the
value and validity of tracking the performance of corporate
sustainability leaders in general.
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Tabie 1

Sustainability Driving Forces
Ecologice! Forces

Socioculturai Forces

Economic Forces

Global climate changes and ecological insta-

Globat transparency in society through media and
bilities technolegica! connectivity—corporate behavior is
clear for all the world to see

Increasing speed-embracing innovation and
product cycies. business relationships, anc
competition

Increasing ecological degradation with nega-

tive impact on human heaith and quality of life less-develuped regions

Divergent demagraphic trends in developed and

Continyous scientific and technological
progress

-Lower capacity of natural sinks as camying

Loss of ecosystems and biodiversityh

Wide social imbatances and inequalities in devel-

Informatior: is key factor

oped and less-developed regions (income, poverty,

human rights, etc.)

capacity is dacreasing {soif, water, forests, etc]

Urbanization and urban lifestyles

Technological connectivity and virtualization
of {businessj relationships

Scarcity of water in terms of both quality and
volume shared velues

New tifestyles of self-oroanized groups with

Globalization and liberalization of economic
activities

Consumer behavior changing due to awareness of
inequalities, social imbalances, human rights, and
unfulfilled development potemtial

Increasing power of muttinational businesses
compared to national states

Consumer behavior changing due to awareness of

Shift from supply-side to demand-side mar-

ecological changes and social instabilities kets

Heatthy living as an important part of individual

lifestyies

Definition of Corporate Sustainability

One of the early attempts 1o define sustainability was pre-
sented by the Brundtland Commission® at the United Nations
General Assembly in 1987: “Sustainable development is
development that meets the needs of the present without
compromising the ability of future generations to meet their
own needs” (World Commission on Environment and
Development, 1987).

If one considers businesses as living organisms, the need to
behave in a way that avoids compromising societal and eco-
logical systems is clear. Not compromising their ecological,
societal, and economic environment in a wider sense i of
vital interest to a company. As the environment in which eco-
nomic activities are embedded becomes more unpredictable
and fragile, higher.risk premiums are paid for increased
volatility and uncertainty. Highly efficient economic systems
(to ensure efficient resource allocation) require predicrabili-
ty and cannot afford to spend great resources on stabilizing
the systems of the wider environment (for example, financ-
ing safety measures or remediation). Sustainability on a
long-term basis requires businesses 1o satisfy the needs of
their clients in a way that their products and the organization
of their services (the value chain) follow the dvnamic sys-
tems rules of ecological and socioculiural s¥stems. Since
societal. cuitural, and ecclogical svstems are not stable. their
dynamic balances zre in 2 state of permanent change.

Thus, businesses survive, not by maintaining a static bus;-
ness model, but by propagating their species, thereby indi-
cating that sustainable business must be a dynamic state.
Consistently reinventing a company in line with market,
societal, and environmental realities and changes 1o ensure
its own sustainability has proved the key to longevity and
profitability of businesses (de Geus and Senge, 1997). The
challenge of enabling sustainable economic growth, in the
broad sense, offers new opportunities for companies 10
enhance their shareholder value by aligning with the emer-

.gent realities of the environment in which they operate. In

line with this philosophy, corporate sustainability can be
defined as:

a business approach 1o create long-term shareholder
value by embracing opportunities and managing risks
deriving from economic, ecological and social devel-
opments or changes.

These economic, ecological, and social developments or
changes are trends that need tc be considered and managed
effectively, by maximizing the opportumities and minimizing
the risks they present. if a company is t0 contribute to & sus-
tainable future for jiself and the parts of the systems in whick
the business js embedded. While 2 full discussion of these
forces is beyond the scope of this paper, a summarized list of
trends is illustrated in Table 1.
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Increasing awareness of the trends highhiphics we

enhances the importance of a company’s managuimont v
these developments. Companies that understand how these
forces offer opportunities to enhance sharcholder valve, of
pose risks to shareholder value, and adjust theit corporate
strategies and operational procedures accordingly, are on the
road to achieving corporate sustainability. Probably one of
the fnost important driving forces is the dramatic increase in
transparency, caused by global media and connectivity. 1n
turn, this increases the importance of brand imegrity and the
peed to develop trust among all stakeholders.

Using Corporate Sustainability in the
Investment Community

An index tracking the performance of companies addressing
sustainability is valuable when it provides insight into the
future financial prospects of a company of industry that con-
ventional analysts are unlikely 1o incorporate, given a lack of
focus on the potential for certain social, environmental, and
economic issues in society to materialize and affect companies.

As traditional valuation metrics and historical corporate
information increasingly concede imporance [ future-
oriented, forward-looking indicators of the health of a com-
pany and its attractiveness 10 an investor, indexing the
performance of companies addressing sustainability
attempts to provide investors with the insights they are
increasingly seeking (Funk, 2001). Thus, as an investment
insight, equity research in relation to sustainability must be:

« forward-looking;

« based on industry-specific value drivers (as opposed 10
generic data);

« transparent and easily understood; and

» capable of adding value to existing valuation methods.

Assessing corporaie sustainability aims to incorporate the char-
acteristics mentioned above and offers insight across most equi-
ty asset classes and investment styles. The hypothesis for the
business case for sustainability interpreted as a portfolio of
stocks is that these stocks will be expected 1o outperform com-
parable portfolios, at Jeast in the long run. The reasoning for this
expectation is sound. Comparnjes embracing global sustainabil-
ity trends are likely to achieve a higher retarn on equity (ROE)
andfor a Jower required rate of retarn (RRR) than companies
that ignore these trends. Higher ROE may result from a better
understanding of investment oppoftunities or from lower non-
operating COst, because of a better understanding of risks.
Higher ROE may also result from social pressure groups chan-
neling demand into sustainable products.

A jower RRR may result from & betier undersianding and
managemen: of risks. The RRR is & function of botk: operat-

e e st nsr C otnpanie Cinbiscmg sustamabiliny
Hoomd s cednee then operatng peks and, thereby, lower
then cguity costs, 10 presunibhy would also result in lower
borrowing costs, leadimg to lower costs of capital, and, again,
to higher ROE. Lower barrowing cosls may also be the resolt
of investors considering othey parameters than just risk and
return. High ROE and low RRR result in free cash flow that
can be invested profitably when embracing sustainability
trends. A porifolio, or an index composed of this type of
company. thus will appreciate faster than & portfolio or an
index of companies not embracing theoretically profitable
investment opportunities. Investments in companies embrac-
ing sustaipability thus promise higher returns and, due to
Jower business fisk, better risk-return ratios. Based on this
hypothesis, better performance can also be expected on a
risk-adjusted basis.

index Characteristics & Challenges for
Sustainability

Characteristics of an Index

Security market indexes, Or, more generally, security market
indicator series, are designed to reflect valuation and changes
in the valuation of a specific universe of securities (Reilly and
Brown, 1997). They are imended to represent a universe or
population of securities. Movements of the index’s perfor-
mance are supposed 1o allow inference to movemens in the
performance of the securities in the underlying universe. The
universe targeted, together with the purpose of the indicator,
determines which factors need to be considered in designing
the index. Sample size, sampling method, and the weighting
scheme are prominent examples of design elements.

The targeted universe can COver as much as the broad domes-
tic economy or as lite as some subset of & particular niche
security market. The DJSI reflects changes in valuation of a
sniverse of companies that are leaders in terms of corporaie
sustainability. The universe of companies embracing sustain-
ability is broader than the DISI, but the DJISI comprises the
leaders in corporate sustainability, as judged by industry.
Thus, the DIS1 not only aces, but also implies, a universe of
leading companies with regard to addressing sustainability.

Indexes are based on statistical information and calculation
and, in general, have the following characteristics:"

s accurate and reliable data;

« clear, transparent, and replicable methodology;

« rules-Dased processes,

- objective and bias-free: and

« component data freely available.

An index tacking the performance of corporale susiainability
“esdere must have all the above-mentoned CHArGCIENstice of a
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traditional index. In addition, it must be flexible enough tc
meet changing indexing trends and investor demands, such
as the demand for broader benchmarks.

Challenges for an Index Tracking Corporate
Sustainability

Over recent years, increasing numbers of investors have been
aligning their investment strategies along sustainability crite-

; tia. This growing number of new financial products integrat-

ing sustainability in their core investient strategy provided
the impetus for a neutral, rigorous, transparent, and easily
replicable measurement of corporate sustainability. The chal-
lenge facing the indexing industry has been how to measure
and quantify corporate sustainability, and how te integrate
the results inio an investable index that meets the needs of
the investment industry.

By incorporating this type of equity research into an index,

" very specific new challenges arise—namely, and in no par-

ticular order;

Developiment of relevant assessment criteria (generic
and industry-specific)

An index tracking the performance of corporate sustainabil-
ity leaders first needs to define corporate sustainability and
relevant assessment criteria. Coteria representing the chal-
lenges deriving from sustainability trends have to be devel-
oped and guantified in such a way that the best-positioned
companies can be measured and identified.

Gathering of corporate information

An important challenge is how to gather the correct and rel-
evant information to measare economic, environmental, and
social performance dimensions. While some global compa-
nies publish corporate sustainability reports, the majority of
companijes are only beginning 1o understand and, hence,
report on the concept of corporate sustainability. More
impontant, not all data are consistent, relevant, or compara-
ble.

Quanrification of corporate sustainability

A key challenge in developing an index tracking corporate
sustainability is how 1o quantify corporate sustainability. In
most cases, sustainability developments are qualitative in
nature, so they may lack easy quantification. While assessing
companies’ environmental performance and emission targets
seems relatively straightforward. & consistent and equally
guantifiable method is not readily available for many aspects
of social and economic developments.

Identification of sustainability leaders in each industry
ETOUD

Given that sustainability trends affect each industry differ-
entiy. mdustrv-specific challenges arice. As a result, industn

leaders need to be identified for each industry group, known
as & “best-in-class™ approach. Sustainability leaders within
each industry group need to be ranked according to their cor-
porate sustainability performance relative to one another.
Individual industry groups should not be excluded based on
the perceived sustainability of the particular sector.

Constructing an index with appropriate selection rules
A further challenge is how 1o construct the index. While most
indexes represent a group of stocks with a specific goal, it is
imperative to define clear selection rules reflecting the particu-
lar focus of the specific index. The number of companies con-
sidered corporate sustainability Jeaders and how their stock
should be weighted is the critical consideration and challenge
when selecting final components. When identifying leaders for
each industry group, minimum sustainability standards need to
be set 1o clarify at what threshold a company should no longer
be considered a sustainability Jeader.

Fulfilling traditional index requirements

A corporate sustainability index needs to fulfill all the char-
acteristics of a traditional index—it should be accurate, reli-
able, transparent, and consistent.

The Dow Jones Sustainability Indexes," a collaboration of
Dow Jones Indexes and Sustainable Asset Management
{SAM), were developed as a response to these needs and chal-
lenges and, since its launch in 1999, have grown in number of
licensees and assets under management. The next section of
this paper explores the process used to develop the DISI World
as an example of how these challenges are being met.

Construction of the Dow Jones
Sustainability Index

The index construction process of the Dow Jones
Sustainability World Index (DJ]S} World) provides a good
introduction 1o how index providers address the challenge to
produce indexes tracking the financial performance of sus-
tainability leaders. A description of the general challenges
and how these were solved in the most important process
steps of the DIS] World is described below (with the excep-
tion of the assessment step, which is described in detai! in the
next section)

Investable Universe and Industry Allocations

Ir Getermining the initial investable universe from which the
final components of the index are selected, key issues to con-
sider are the core purpose of the index. what the index shouid
represent. the acceptable level of liquidity of the stocks, the
zcceptable level of tradability, and the optimal level of con-
vergence of the currencies represented. The Dow Jones World
Index of the 2,500 largest companies in market capitalization.
of the total universe of more thar: 5,000 companies, is used as




Figure 1
Overview of DJSI Construction Process

Dow Jones
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Indexes
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a basis for the DJSI World investable universe. The targeted
univesse can cover as much as the broad domestic economy
or as little as some subset of some niche security market.

A further critical step is determining the allocation of indus-
try groups for the investable universe. The homogeneity of
the stocks allocated to each industry group mast be fairly
high because dependence on similar sustainability trends
allows comparison among the relative performance of indus-
try components, which are based on the 64 industry groups
of the DISI World.

Component Selection

Several challenges exist in the actual CORSUCUON Process.
Regarding the ideal number of index components, the purpose
of the index must be addressed. Decisions must be made about
whether the index should provide an investment universe and
benchmark for active asset managers or the direct basis for a
financial product (such as an investment certificate). An active
asset manager usually prefers to have a wide investment unhi-
verse 10 have the possibility of choice in stock selections;
however, a passive investor prefers a smaller universe 1o keep
transaction costs low (for example, about 30 stocks for a cer-
tificate).

Moreover, the number of components has & Major Impact on
the risk ateribution of the index as a whole and depends on
the overall sustainability score of companies that surpass a

*

sminirpum threshold of quality, the exact percentage of which
is determined by specific assessor approaches. The DIS)
decided 1o provide both a benchmark and an investment uni-
verse (DJSI in 2001-2002 contains approximateiy 300 com-
ponents).

Setong the right threshoid distinguishing the best-positioned
companies from the others, and setting minimum standards
to be applied should the overall level of quality within an
industry be poox, is also a critical consideration regarding
component selection. The threshold depends on the number
of components needed per industry grouping because the
“best-in-class™ approach is not always applicable, given that
there are industries in which few companies react o sustain-
ability trends.

Component selection can be based on one of three possible
approaches: market capitalization, numeric, Or a mixture of
both. Selection based on market capitalization has the major
disadvantage of possibly being dominated by a single com-
pany with a very high maske! capitalization. Should the top-
ranked company in terms of sustainability have a high market
capitalization, no other companies embracing sustainability
in that industry sector could qualify because the allocation of
allowable market capitalization will already have been taken
up by very highly capitalized stocks.

Selection based on the numeric approach would, for exam-
ple, select the top 10 percent of companies based on the num-
ber of companies in the specific industry group. This method
would select 250 companies from an industry group com-
prising 2,500 companies. This approach has the disadvantage
of often not providing an ideal asset allocation per sector
and, hence, a possibly limited risk spread.

Therefore, the DISI World pursues a mixed approach incor-
porating both numeric and market capitalization-weighted
elements,” which allows for a good representation of an
industry’s market capitalization while also assuring that the
leading sustainability companies are included.

A further step in the selection of components is how the
selecied components should be weighted. With regard to
gaditional indexes, three methods are used to weight the
components within indexes:

« market value-weighted (for exampe. NYSE Composite
Index, Standard & Poor's 500 Index, Nasdaq Composite
Index, Wilshire 5.000, London FTSE. MSCI Indexes};

+ price-weighted (for example. Dow Jones Industrial
Average, DAX 100); and

« equal-weightec.
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Regional and sector alfocation, currencies, and the methog of
stock weightings need to be similar. In the case of the DIS]
World, free-float price-weighted market capialization was

“schected o reflect the DIGI's move to a similar basis.

In the next section, we examine how the DJSI World specif-
jcally addresses the challenges to assessing corporate sus-
tainability and to developing an index to track the
performance of companies addressing this issue.

Challenges of Measuring (Assessing)
Corporate Sustainability and
Developing an Index

The assessment of corporate sustainability performance
forms the basis for an index tracking the performance of
companies embracing sustainability. In this section, four spe-
cific challenges of corporate sustainability assessment are
addressed:

+ defining corporate sustainability coteria;
+ gathering corporate sustainability information;

« quantifying corporate sustainability assessment results;
and

« meeting requirements of traditional indexes.

Defining Corporate Sustainability Criteria
Selecting relevant and quantifiable criteria (o assess corpo-
rate sustajnability is a major challenge because the quality of
the index components depends heavily on this aspect of the
assessment process. Assessment criteria should be easy to
measure, understandable, clear, and precise. Corporate sus-
tainability is widely based on qualitative criteria, so the most
significant challenge is to develop quantitative proxies for
qualitative data and integrate these into a system that meets
the major requiremenis of indexing (for example, the need
for replicability and objectivity).

However, even quantitative data can be difficult to access for
many reasons. First, as there are no sténdards for sustainabili-
ty accounting (of environmeal and sociocultural issues) and
no legal obligation for accounting along these issues, data are
not readily available. Second, accessing and compering com-
panies based on environmental and social information is diffi-
cult because companies are active in very different business
lines even if they are considered to be part of the same indus-
try group (for example, IBM and Deli are not comparable).
Third. system borders may be defined differently by different
companies because most uge productior: sites as system bor-
ders, zithough some may include trapspor and storage sites as
well. The only viable approach tc defining corporate borders.
therefore. would be o consider the whole life cvcle of a prod-

wgi. However, companies often do net heve the date since they

G non control the whole value chain. Fourth, there are no spe-
osfic ciear indicators from the investment community, and only
very divergent standards for normalization and categorizatior:
(such as aggregating emissions according to global warming
potential). Finally, many companies simply do not have any
data to report on many of the issues that corporate sustainabil-
itv assessments must cover, and when they do, there is very lit-
tle historical information.

1n the case of qualitative criteria, integration of qualitative
issues into criteria with precisely defined parameters (for
example, closed-end or multiple-choice questions to which a
score is atiributed) is the approach used i most assessment
methodologies. However, a major challenge is defining the
criteria parameters. For example, how many environmental
policies/charters are considered the ideal number o0 be

signed—two, five, or ten—when the real issue is the quality

of the implementation of these charters?

Moreover, maintaining relevance of the criteria is another
important challenge. Trends and industry challenges are in
constant flux, which means that criteria must be updated
constantly. For the DJSI Werld, assessment criteria are
updated annually to keep them relevant. Furthermore, crite-
ria should represent not only challenges deriving from glob-
al trends, but also regional challenges where possible.
SAM’s approach is based on the hypothesis that large-cap
companies face similar challenges based on global social,
environmental, and economic trends. The same rigorous
approach applied worldwide for the DISI World allows for
clear comparisons despite geographic spread, and worldwide
relevance of criteria.

Given the wide range of sustainability trends and driving
forces. crileria must be selected peared to distinguish
between sustainability leaders and laggards. In addition, cri-
teriz need 10 be interdependent to represent the systemic
nature of companies. Studies have shown that companies
that are leaders in one criterion are usually leaders in others
as well.' Therefore, it is important to select the right critena,
rather than & wide range of various unrelated criteria.

Table Z provides an overview of the criteriz used in the SAM
Corporate Sustainability Assessment, which forms the basis
for the DISI World. This approach has been developed with
the intention of addressing the challenges indicated above. In
addition. criteriz are derived from the sustainability trends
highiighted in earlier sections ancé focus on factors such as
industry value drivers and success factors in relation (¢ mati-
aging the chalienges of & changing environment. Each criteri-
or listed is divided further into subcriteria that are not listed.

Ir. eccence. assessing a company by specific criteria incorpe-

rates evaluation of a number ¢f sesues, specifically:

n
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+ exposure of 2 company 10 a specific critesion {the challenge
the company faces with regard 10 particular criterion;

« the company’s policies and strategies (o cover specific
criteria;

» the management systems to implement policy/strategy:

+ internal review processes 10 check progress in relation 10
specific criteria; and

» acompany’s track record—both quantitative (if released)
and gualitative (documents, interviews, media, and siake-
holders.

~ Criteria vsed in the DJS1 World corporate sustainability assess-

ment are reviewed annually, and extemnal experts arc asked 10
provide insight and recommendations 10 improve Critena and
the entire assessment methodology. Moreover, efforts such as
the Global Reporting Initiative are taken into account to ensure
that the criteria used are fully aligned with efforts 10 standard-
ize corporate sustainability reporting and assessment.

Table 2

Gathering Corporate Sustainability
Information

Standards for corporate suslainability assessment and report-
ing, unlike financial reporting and analysis, have not been
defined or standardized $0 new methods to gather relevant
and applicable information have to be created. Many sources
of information exist, including company Teports, question-
naires, industry studies, interviews with companies, third-
parly opinions {stakeholder inputs), and various media. Some
sources are used to access basic information and insight; oth-
ers are used to check the validity and truthfulness of comps-
ny responses to questionnaires and interviews.

Because companies have differing interpretations of how to
report sustainability performance, many environmental,
social, andfor sustainability ratng agencies bave created
questionnaires to fill this void. However, people may read
and undersiand questions in an assessment questionnaire dif-
ferently because of language barriers, lack of guidelines, or

SAM Corporate Sustainability Assessment Criteria

Opportunities Risks

Ecenomic » Strategic and financial pfanning « Cosporate governance
« (rganizational deveiopment « Risk and crisis management
« Intetlectual capital management ¢ Compliance systems
o |T management and IT integration « Corpotate codes of conduct
« Quality management fredustry specific {for example)
« Customer relationship management + Specific fisk management issues
« Branding and brand management
» Reporting and accounting
Industry specific {for exampie;
« R&D programs

Environmental « Environmentat policy and integiation into overgll strategy « fnvironmental mafiagement Systems
« Environmental charters o Erwvironmental input and outpwt performance
« Responsible person for environmental ISsUEs « Enwironmental profit and ioss accounting
« Environmental, health, and satety reporting industry specific {for example!
Industry specific {for exsmple}  Hazardous substances
» Eco-efficient produets and services {including strategy, R&D} « Environmental liabilities

Social « Social policy and integrelion into averell strategy « Conflict resolution

« Responsible persor: o7 socis] issUes
* Stakehoider involvemer:

« Sacial reporting

» Employee benefits

« Employee selisiaction

* Remuneration syéterns

Industry specific {for exemizie.

e Community pioQIEme

T

« Equal rights and nongiscrimiration

« Gecupational heglth enc setety siandaids
« Freedom of employee orgenization

« Standards for suppliers

industry specific ftor exameie!

« Personngl taining in GEVEICHING COUALTIES

133



cultural and regional differences. For example, these may be
Mcant room for differing interpretations of questions by
shilliidails withia fhe company, and some companies may

e mther than a more conservative
rinig Qaestlons Moteover, questionnaires
‘Hoth pasties, and feedback rates are nsual-
. imdequam assessment universe and

n provided by the companies, lan-
ﬂm globai coverage of the assess-
: G;My acute with regard 10 Japanese
sequire the assessor 10 have all doc-
from Iapanese to English. Analysis of
on is also open to misinterpretation,
: 4 o‘f error, exemplified by the fact that
sustmnablhty assessment for the
i:ghest potential for errors according to
bl reviews and suditor reports.® In addition, there are

: i how much information actually is

' m&mméamng company interviews is very costly,
'andm effectiveness depends heavily on the availability
jmd_mty of the imterviewee. Thus, replicating this

w acmssd:ﬁamtmnmnes is very challenging.

'!!new;dm‘medn anq*heopuuonof stakeholders are used
i ity venfy*me‘tmﬂlfﬂhﬁs of feedback provided by

w This pmcessas highly efficient, given the use of

mmm@nm For example, for the DIS]
“Watld; the Dow Jones Interactive database, which covers
m&m4§£@mednmmes worldwide, is tracked daily.
An fmportant consideration for the assessment is to avoid
one-sided interpretations of data.

A further dmﬁeage in gathering company information for
cornporate sustainability assessments is the issue of fair dis-
closure 10 all shareholders. Companies are required by law to
provide ail shareholders with exactly the same information
50 as not to give one sharcholder an advantage over another.
Many corporate sustainability assessments ask companies
for information that they are not willing te provide to the
wider financial markets, and this creates gaps in much of the
feedback provided to assessors and rating agencics.

For each company in the DISI World assessment, the input
sources of information for the corporate sustainability
assessment consist of the responses 1o an online corporate
sustainability assessment questionnaire, submitted documen-
tation, publicly available information, analysts’ direct con-
tact with companies, and/or their main clients and the media.
Questionnaites specific to each DIS] World industry group
are distritited via www.sagp-group.com to companies in the

an A

DIS] World investable stocks universe. The questionnaire 3
designed to ensurc objectivity by limiting qualitative
answess through predefined multiple-choice questions. The
completed company questionnaire, signed by two senior
company representatives to ensure truthfulness, is the mos
important source of information for the assessment.

For the DISI World, the questionnaire ‘prooess has besn
streamlined fo enable companies to answer the questions
online. This interactive tool enables a company to update end
change its most recent npdates in the existing questionndies
and, in turn, facilitates efficient and accurate assessment by
the analyst. The feedback rate of the corporate sustainability
assessment guestionnaire has improved from. 15 percent
1999 to 25 percent in 2001. Furthermore, theprovess e

10 reduce the error margin of data mputnndmte@mum '
analysts. -

Analyzed documents include sustainability Teports; environ-
mental, health and safety, social, and annual financial repof
and all other sources of company mfotmauen—-formm
internal documentation, brochures, and websites..
also review media, press reicases, articles, aud stake :
commentary wyitten about 2 company OVEr the past year.
Finally, each analyst personally contacts mdwadudccmpn
nies to clarify questions arising from analysis -of the ques-
tionnaire and company documents.

Although corporate sustainability assessment information
gathering depends heavily on a company’s willingness 1o
participate in the process (which is often determined by the
incentive of being part of the index), the trend toward greater
transparency in corporate reporting eventually will allow for
more streamlined acoess to information and, hence, greater
efficiency for both assessors and assessees.

Quantifying Corporate Sustainability
Assessment Results

Quantification is clearly a major chalienge in comporate sus-
tainability assessment, the overall objective of which is to
aggregate the performance of a company in terns of specif-
ic criteria into an overall sustainability pesformance score.
Chalienges exist regarding guantification of gualitative data,
management of large volumes of company data, and consis-
tent objective application of the assessment methodology

Qualilative criteria are measured via an ordinal metrics
scheme, which allows the differences between <companies’
performances to be expressed in such a way that one compa-
ny can be identified as better or worse than the next, rather
than in absolute score terms. Subsequently, aggregation of
the performance scores is done via the weighting of the ori-
teria answers, the challenge being to bring the criteria inio a
meaningful relationship that represents the correct impor-



Table 3

Individual Criteria Weightings

Weight of Theme Weight of Ciass Opportunities)
Weight of Question {Environmental {Strategic Sustainability
Answer Weight of Answer  {Question 45) Charters) Opportunities)
Member of more than 100 Al .25 15
3 accepted charters
Member of 2-3 accepted 56
charters
Menber of 1 accepted charter 33
No chanters signed
No answel

tance of a criterion relative to the overall system. Regarding
the potential for subjectivity in this guantification, this 18
addressed by adopting the Delphi approach of accessing
expert input. '

Moreover, the increased vse of information technologies
may increase the quality of data management, capacity,
and efficiency. For the DJSI World, approximately 1,000
companies are assessed yearly and monitored constantly,
which requires massive data management skill to ensure
effective data capture and analysis to ensure, in tarn, effec-
tive quantification of corporate sustainability
performance scores. Use of an extensive database and
introduction of an cnline questionpaire enhances data
security and helps to increase accuracy and data replica-
bility and comparability.

Corporate sustainability assessment data are open o wide
misinterpretations from both the assessed company and the
assessor. 1t is vital to ensure that subjectivity is minimized
while developing a company’s quantified score. Using the
same apalyst for an entire industry group facilitates a cober-
ent application of views. Constant internal assessor training,
clear working prooedures, and cross-checking by different
analysts foster objectivity and accuracy of results. External
audit reviews also may be used to ensure objectivity and
replicability, botb of which are critical factors for an index.

The corporate sustainability assessment enables calculation
of a sustainability performance score for each company.
Reviewing, assessing, and scoring all available information
in line with corporate sustainability criteria determines the
overall sustainability score for each company in the DJSI]
World investable universe and, subsequenily. allows com-
parison of performance and idensification of leading com-
panies 10 be included in the index. 1n the DIS1 World,
corporate sustainability assessinent and subseqguent quan-
ification and scoring is conducted in three stages: ques-
nonnaire assessment, quality and public availability of

-

information, and verification of information. This process
is described briefly below:

Stage 1: Questionnaire Assessment

All answers provided in the guestionnaire receive a Score.
Each question has a predetermined weight for the answer, the
question, and the theme and class within the question.” The
total score for the question is the combination of these
weights, For example {see also Table 3):

Question 45: Has your company signed environmental
charters, or is it committed to the principles of
sustainability councils/coalitions?

0 Yes, please specity
1 No charters signed

The weighting of each answer is automatically calculated by
{he SAM Information Management System and totaled to
give a score for the guestionnaire.

‘The weight of the questionnaire as an information source
depends on whether the questionnaire ang answers provided
have been approved—in other words, signed by at east one
senior management member of the company. 1f the quesuion-
naire is not signed, Jess weight is given 10 the questionnaire
and, accordingly, more weighi is assigned 1o Stape 2.

Stage 2: Quality and Public Availability of Information
Company documents and publicly available information
about a company are scored according 1o their scope, cover-
age, and case of access.

The scope and coverage of a company’s documentation is
evaluated for each dimension: econpomic, environmental, and
social, In this stage, the analysi assesses how well imple-
mentation of policies and management systems is document-
ed across the entire company. The evaluation is scored based
on the scale portrayed in Table 4.
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Tabie 4 Tahie b
Level of Scope and Coverage Level of Public Availability
Level of Leve! of
Scope and Public
Coverage Score  CLriteria Availabitity Score  Criteria
Low 0 No documentation _0’ . tow 0 No public information
only few case studies without context or
lack of worldwide coverage Medivm i Mcst information is for internal use, some
Medium 1 Accoptable quality of documentation. public information exsts
Description of policy/management High 2 Most information is publicly availabie
system/activity, and information about 3
coverage in a systematic way ;
High 2 Good quality of documentation. l

Strateqgy, implementation of management
systems, performance against targets
described in detail

The ease of access to a company’s publicly available infor-
mation and documentation is evainated for economic, sociai,
and environmental dimensions (see Table 5). This evaluation
covers af] publicly available documentation as well as infor-
mation provided to SAM Research for the assessment.

Stage 3: Verification of Information

Information provided in the corporate sustainability assess-
ment questionnaire is verified to ensure that quantification of
a company’s sustainability performance reflects reality, The
verification process assesses whether a company implements
and commits to its stated policies and management practices.
The verification process begins with cross-checking a com-
pany’s answered questionnaire with documents provided by
the company and publicly available documents, which are
considered in addition to the issue of public availability of
information mentioned above. In addition, the company’s
record is verified by reviewing media and stakeholder
reports. If necessary, direct interaction and clarification with
the company are also undertaken by the analyst to verify
selected parts of the assessment.

For each dimension, a sample of company answers is analyzed
in depth to verify truthfulness. If the answers provided by the
company cannot be validated or are contradicted by informa-
tion found in company documents or other publicly available
documents, this is reflected in a lower truthfulness factor
which results in a lower allocation of performance scores.

Within this context, the consisiency of a company’s behavior
and management of crisis situations is reviewed in line with its
stated principles and policies. Issves such as commercial prac-
tces {for example, tax fraud, money laundering, antigust
issues, balance sheet frand. and comuption cases}, human
rights abuses {for example. cases involving discriminauor.
forced resettlemnents. child labor. and discnmination against
indigenous people). workforce conflicts (for example. exter

sive layoffs and strikes). and catasirophic events or accidents
{for example, fatalities, workplace safety issues, technical fail-
ures, ecological disasters, and product recalls) are included in
this part of the corporate sustainability assessment.

In the internal review, SAM research weighs the severity of
the crisis in relation to the company’s reputation and crisis
management quality. If the company fails to meet its stated
policies and management practices as found through the
review, scores may be reduced or deleted entirely for whole
criteria or specific individual questions. In extreme cases, the
verification process may exclude companies from the eligi-
bility list (decided by the DIS} Index Design Comimittee).

Based on the three stages outlined above, a company’s total
corporate sustainability score is calculated. According to pre-
defined scoring and weighting structures, answers provided on
the questionnaire by the company are weighted against scores
for quality and public availability and for truthfulness of infor-
mation. The resulting corporate sustainability score is verified
through review of a company’s involvement in critical issues.
A company’s total corporate sustainability score at the highest
aggrepated level is then calculated.

Corporate Sustainability Assessment Score Formula:

o TS=T[CLW*CRW*QUW? TAS*({QAW+DAW? DAS)]
-QVS for all questions

+ TS = Total Score

+ CLW = Class Weight

» CRW = Criterizg Weight

« QUW = Questior Weight

« QAW = Questionnaire Assessment Weight

«  DAW = Weight of Quaiity/Public Avaiiabiiity, end
Truthfulness of informatien

« DAS = Scere for Quality/Public Aveilability, and
Truthfulness of Information

« AL = Answer Score

«  QOVS = Guesticnneire Verdlication Score

Carporate Sustainahility and Financial Indexes
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The sesults of the calculation outlined above are bastd 1
ordinal metrics, which means that the scores can only b
used for comparison and ranking purpases, not to determine
a company’s absolute performance score. It is not possible

" furthermore to use the scoring for weighting purposes.

The calculation of the score for corporate sustainability assess-
ment is the basis for selection of components for the DISI
World. A key focus in the futre will be on how to reconcile

 this score with shareholder value creation or desuuction.

Meeting Requirements of Traditional Indexes
An index tracking the performance of companies embracing
sustainability has to meet the requirements of traditional

financial indexes as far as possible, especially with regard to

accuracy and reliability of data; ransparency and replicabil-
ity of the methodology; and processing based on rules,
objectivity, and independence. In the following section, we
discuss these requirements with respect to the sustainability
component and information included in the DIS1 World. The
traditional index requirements (such as data quality for the
index calculation) are not discussed at this stage because we
assume they are subject to the same rigorous scrutiny as all
other indexes of the DJGI index family.

To ensure accurate and reliable daa, the DJS] World is
reviewed quarterly and annually 1o ensure that the index com-
position accurately represents the top 10 percent of leading sus-
tainability corpanies in each of the DIS] World industry
groups. Varjous Information Technology (IT) systems help 1o
increase data quality, verification systems are used as described
carlier, and quantified proxies of qualitative information are
designed to enable data accuracy and reliability.

Moreover, 1o ensure quality and objectivity, an external audit
and internal quality assurance procedures, such as cross-
checking information sources, are used to monitor and main-
tain the accuracy of the input data, assessment procedures,
and results. In addition to quarterly and annual reviews, the
DISI World is continually reviewed for changes (o the index
composition necessitated by extraordinary corporate
actions—for example, mergers, takeovers, spin-offs, initial
public offerings, delistings, and bankruptcy—affecting the
component companies and their corporate sustainability per-
formance. Finally, corporate sustainability moniloring is part
of the ongoing review process. Once a company is selected
as a member of the DJSI World, its corporate sustainability
performance is menitored continuously.

With regard to transparency and replicability of the method-
ology, each of the Dow Jones Sustainability Indexes is
accompanied by publication of a guidebook™ outlining ali of
the decisions that have been made in developmeni of the

.

Vadnd coprosalin an torne st mevling all ol G s bade oy

myenttoned 1w us paper Jmdudes the corporate surlibaln
ity methodology, index features and data dissemination, per-
odic and ongoing review, the calculation model, and the
management and responsibilities of all parties tnvolved. In
addition, the primary research of the DISI World is based on
a consistent rule-based methodology, the details of which are

wransparent via web publication.

To ensure objectivity and freedom of bias toward companies
and investors for an independent and accurate CoTporate sus-
tainability assessment and index construction, all processes
are reviewed by an external, independent auditor for the DISI
World. An average error margin for the corporate sustain-
ability performance assessment is determined by reviewing a
representative random ‘sample of 25 companies among the
upper half of the companies that were not selected because of
relatively low corporate sustainability performance scores
and the lower half of companies selected for the DJ S1 World.
The average error margin in 1993 was 0.55 percent, 0.72 per-
cent in 2000, and in 0.74 percent in 2001.

Free availability of data is assured by publication of all
details related to the corporate sustainability questionnaires,
criteria groups, weightings used for scoring aggregaton pur-
poses, overall results, and index components.

Finally, to ensure that the index assessment is independent
and objective, the DISI World has established two importani
committees. First, the DISI World Index Design Committee
is solely responsible for all decisions on the composition and
accuracy of the DIS! World. In particular, the D]5] World
Index Design Committee is solely responsibie for all changes
to the index methodology, which is detailed in the current
DISI World Index Guide. Second, the DISE World Advisory
Committee is composed of independent, third-party profes-
sionals from the financial sector and corporate sustainability
performance experts. The Advisory Committee advises the
DIST World Index Design Committee on index composition,
accuracy, transparency. methodology, and the corporale sus-
tainability performance assessment in line with the latest
DIS1 World Index Guide.

Thus, there are many challenges in assessing. measvring.,
and quantifying corporate sustainability, and the DISI
World approach has been devised expressly to address these
challenges.

In the next section, we examine the risk and performance
attributes of the DJS1 World to determine the value and via-
bility of developing an index wacking the financial perfor-
mance of sustainability leaders as a whole.
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Figure Z
Performance of the DJSI World and the DJ Global
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Risk and Performance Attribution of the
Dow Jones Sustainability World Index

The Dow Jones Sustainability World Index was launched
1999 to track the performance of companies that Jead in cor-
porate sustainability. According to the DISI World, an invest-
ment in the companies leading in corporate sustainability
would have yielded a cumulative negative return of —6.9 per-
cent, or 2.7 percent per year in U.S. dollars. Volatility hov-
ered ai around 18 percent for the first 14 months, before
dropping to some 16 percent for the last 10 months. As could
have been expected, the sustainability leaders thus were not
immune to the general downtumn in equity prices the world
has expenenced since mid-2000."

Aggregate performance is generally of Jess interest than a
detailed analysis of its causes. After all. the negatve per-
formance may be due to factors unrelated Lo sustainability.
Performance attribution, as it 1z called. is usually most
revealing when compared 1o some other universe’s indicator.
1t is tempting to compare the DISI World to some general
global indicator. such as the Dow Jenes Global Index (BJ
Global), a broad index comprising mose than 5,000 compsz-
nies around the world. We will use it for companson herc
because the broader an index is. the less overlap there is. This
may help in distinguishing sustainability factors from other

factors. In addition. 1he 131 Gicha! is caicelated using free-

AUG. OCT. DEC. FEB.  APR JUN. AUG. OCYT DEC
2006 2000 2000 200%  ZOOT 2001 2001 2001 2001

float adjustments that are comparable 1o the methods used
for the DISI, making it a more suitable partner than the
MSCI World Indexes.

Comparing Performance

Figure 2 indicates how the two indexes have fared in com-
parison. From inception of the DIS] World unti} the end of
July 2001, the DJ Global has fared betier than the DJS], Jos-
ing all, but not more than. its interim gains.

Relative performance needs io be compared on an all-things-
being-equal basis, if any specific claim is to be judged.
Portfolic theory answers the question of what makes such
comparisons by adjusting historic returns for the risks
incurred. Since 1999, the DISI World has displayed an annu-
al volatility of 17.12 percent. while the DJ Global has had an
annual volatility of 15.27 percent {sece Table 6). The DS}
World has thus beer more volatile. If this volatlity is an
unbiased refiection of the risks incurred, then the difference
in volatility is big encugh ¢ warrant nisk-adjusted return
measurement. One risk-adiustec measure of performance is
the Sharpe ratio. which reiates the retum a porifolic earned.
sbove what an appropriaie risk-free alternative could have
carned, to the volatility experienced. Since 1999, the ennual
returns of the DISI Worid and the DY Global have been - 1.7
percent and 0.0 percent. resnectiveiy. We assume the everags
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Table 6

Return and Risk Comparison
since 1998, total returns in US$

DJSH DJGlobal  Difierence
Volatility 17.1% 15.3% 1.8%
Retum 2.7% 0.0% -27%
Risk-free rate” 4.0% 4.0% —
Exoess return 67% -40% 2.7%
Sharpe ratio {039 0.26 -0.13

*Average of global eurocurrency rates.

risk-free rate to have been 4 percent, which yields a Sharpe
ratio of —0.39 for the DISI World and of —0.26 for the D)
Global.

Yet, calculating Sharpe ratios alone does not provide for a
true all-things-being-equal basis. Nor is a comparison of
Sharpe ratios sufficient to draw conclusions about the sus-
tainability case. Three aspects need to be considered when
dealing with relative performance. They are differences in
exposure to common factors, differences in exposure (0o spe-
cific factors, and pure chance.

Exposure to Common Factors

Over any period, two indexes will be influenced 1o different
degrees by common factors unless their composition is com-
pletely equal. Comparison of the composition of DISI World
with that of the DJ Global as of July 31, 2001, reveals that
they were far from equal (see Table 7). Furst, companies in
the Eurozone make up 23 percent of the DJSI World, com-
pared with soroe 13 percent in the D) Global. U.K. compa-
nies account for 19 percent of the DISI World, but less than
10 percent of the DJ Global. In turn, Japancse companies
account for only 6 percent in the DJSI World, while they
account for 10 percent in the D) Global. U.S. companies
account for less than 40 percemt in the DJSI World, but 60
percent in the DI Global. There is thus a strong representa-
tion of European companies in the DIS1 World, at the
expense of Japanese and US companies.®

The excess weight of some 10 percent in Eurozone compa-
nies implies that the Euro has greater influence on DJS]
World’s return that on the DJ Global's return. Indeed, some
2 percent of the DISI World's cumulative underperformance
of 6.9 percent can be attributed to the Euro’s 25 percent
decline during that period.

Currency impacts can be conuolled for, in part, by calculat-
ing indexes on a hedged basis. Other unequal impacts of
common factors are much more difficult to control for. One

«

Table 7

Country Allocation of Dow Jones Sustainability
Index

Country/Curmency Allocation {without Emerging Markets}
as of July 30, 2000

DJSt DJ Global  Dilterence
Australia/New Zealand  1.03% 1.40% 0.37%
Canads 2.24% 219% 0.05%
Denmark 0.38% 0.27% 0.11%
Euroland 22.18% 12.83% 9.95%
HK/Singapore 0.51% 1.14% -0.63%
Japan 6.42% 10.02% -3.60%
Norway 0.23% 0.13% 0.10%
Swetien * 0.98% 0.83% 0.15%
Switzerland 8.13% 2.53% 550%
UK 18.91% 9.81% 5.10%
U.s. 38.38% 58.85% -20.47%

example is the overweight in large-cap companies. The DISI
World has a much higher percentage of companies with large
market capitalization than does the D) Global. This differ-
ence in composition can hardly be controlled for. The signif-
icant overweight of large-cap stocks is caused by the
assessment process, which starts from a universe of the 2,500
largest companies worldwide. Some 2,500 small caps that
are members of the DJ Global are not assessed. Over periods
during which large-cap companies do relatively better than
small caps, the DJSI World does relatively better than the DJ
Global. The opposite is true as well: there are periods where
small caps do relatively better than large caps, as has becn
the case since January 1999, so the DIST World will do worse
than the DJ Global. At least 1.8 peroent of the cumulative
underperformance of the DJS) World since its inception can
be attibuted to this difference in composition.

The DJSI World also has an above average number of “growth”
companies—that is, companies that tend to reimburse investors
in capital gains rather than in dividends (see Table 8). Whether
“growth” is a true characteristic of the sustainability universe is
hard to assess. It is tempting 1o anribute the overweight in
“growth” companies to the notion that sustainability companies
are embracing global change and seeking opportunities to prof-
it from it, so they find investment opportunities where compa-
nies not inegrating sustainability considerations do not. This
would justify an above average number of “growth” compa-
nies. Yet, this explanation is not necessarily the only one possi-
bie. In any case, in times when *“value” companies outperform
“growth” companies, the DIS] will lag the DJ Global. The
smali overweight in growth stocks has caused another 20 basis
points of cumulative underperformance since incepton.
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Table 8

l
Risk Factors in the Index

Allocation According to Aegis Globat Equity Risk Model” Factors
{without Emerging Matkets} percent of standard deviations of
devaloped markets universe, as of July 30, 2001

_ DJSE pJ Global  Difference
Size 19.80% -29.80% $9.60%
Success 0.00% 5.20% -5.20%
Value 2.60% 4.10% -1.50%
Variability in Markets 9.80% 14.60% -4.80%

Aegis Giobal Equity Risk Model™, Barra Inc.

Exposure to Specific Factors

The “best-in-class” approach applied to the sustainability
universe Jeads to a smal) number of companics comprising
the index. On July 31, 2001, the DISI World comprised 225
companies, while the DJ Global comprised 5,029. Thus,
each company included in the DISI World carries consider-
ably more weight than in the DJ Global. This make the DJSI
World a less diversified wniverse and, thus, more vulnerable
to specific factors.

Mispricing of companies and corrections of their mispricing
is one such factor. The DJSI World is composed as a price
index, as equity indexes usually are. Value-based indexes are
rare because of the difficulty of assessing intrinsic value.
Examples of value-based indexes are trade-weighted curren-
cy indexes based on purchasing power parities. Price index-
es by definition cannot consider valuation. In addition, the
DIS] World selects the leading companies with regard to
their market capitalization. If the market capitalization is
affected by severe mispricings, and there is no reason why
leading companies embracing sustainability should be
shielded from mispricings, the DJST will tend to include the
more severely mispriced companies within an industry, as
Jong as the sustainability rating is comparable. The impact of
a correction of the mispricing of these companies on the
DJS1, therefore, is larger than the irhpact of the industry-
wide correction on the broader index.

Mispricings and their subsequent corrections on the stock
level have indeed been affecting the DISI World. Lucent
Technologies and EMC Corp. arc two examples. In the 22
months of its membership in the DISI World, Lucent alone
accounted for a cumulative underperformance of 1.9 percent.
EMC Corp. accounted for 2.9 percent of the relative under-
performance during its nine months of membership alone.
The performance of Lucem Technologies and EMC Corp.
was not related to their sustainability rating, but to the receni
TT bubble, so the DIS] World had no means -of excluding
them. regardless of their masprcing ?

Chance

As an unbiased measure of valuation and performance of the
sustainability sector, the DIS World is inevitably prone to be
taken as “evidence” for or against the hypothesis of a sus-
1ainability business case. Interpreted as a portfolio, it will be
expected to outperform comparable portfolios, at least in the
long run. The reasoning behing this expectation is sound, as
mentioned earlier. A portfolio or index of leading companies
that embrace sustainability can be expected to appeeciate
faster than a portfolio or an index of companies that do not
address profitable investment opportunities. Investments in
such companies promise higher returns and, due to lower
business risk, better risk-return ratios. Better performance
can thus be expected on a risk-adjusted basis .

Unfortunately, the DIS1 World will never be able to prove this
reasonable expectation in relation to a comparable index. First,
the issve of comparability will remain unsolvable. Different
exposures {0 COmMon factors can never be fully controlied for,
and the influences exerted can take many years 1o even Out.
Second, specific factors come into play when index member-
ship is restricted to the leaders within a universe. Third, the
impact of pure chance, inherent in any investment, can override
a sound investment case. A soon aschanoe has to be taken into
account, statistical methods have to be used to decide for or
against a case. The usual expectation is that the underlying
valve-added will persist sooner or later and will override all
adverse chance influences, and perhaps even different expo-
sures 1o common factors. Little consideration is given to the
armount of time and the number of observations needed to make
statistical methods applicable and enable them to detect signif-
icant differences in performance.

In fact, the number of observations needed for supporting
any claim of “value-added” is uncomfortably large. For the
moment at least, the index cannot help 10 determine whether
investing in companies embracing sustainability is worth-
while. It may never do so. Nevertheless, the overall rationale
behind this investment thesis is sound. Sustainability may be
claimed to produce higher-than-average retirns on a risk-
adjusted basis. On a before-the-fact basis, porifolios com-
prising sustainable companies thus may be iabeled “better”
investments, with “better” defined in risk-return space, even
when the index or the portfolio fails to deliver on the prom-
ise after a relatively shont period of time.

Conclusion

To assess the importance and success or failure of sustain-
ability indexing and investing. it 15 crucial to keep the pri-
mary poal of sustainability investing in mind—the
;dentification of companies that are best positioned to profit
from trends that are redefining the basis for business success.
Ciearly, the competitive rules affecting industries and busi-
nesses are shifting 10 the company’s management of risk and

Corparate Sustainability and Financial Indexes
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opportunity derived from economic, social, and ecological
trends. Leading companies addressing sustaipability therefore
derive competitive advantage while also reinforcing the likeli-
hood of these trends becoming reality. Sustainability investing
and indexing’s ‘“best-in-class” approach aim to identify the
leaders. Promoting the fact that competition, in the
Schumpeterian sense, is healthy and a driver for continuous
innovation shows that this approach addresses one of the basic
senets of our market economy. Therefore, sustainability invest-
ing and indexes tracking the performance of Jeading compa-
mes in terms of sustainability are particularly appropriate as an
investment hypothesis, compared with negative screening
approaches designed to allow investors a direct expression of

“their personal ethical values.

Concerning the methodology for assessing corporate sustain-
ability, there are a number of key challenges. Assessment of
corporate sustainability is a very new concept, a lengthy his-
tory on which to base judgments is lacking. The assessment
methodology described in this paper is a work in progress, and
improvements must be made to align the content toward crite-
ria that better reflect companies’ performance and risk atribu-
tions. Furthermore, regional particularities will be given
increasing prominence as specialized regional and emerging
market assessment approaches are developed.

Moreover, there is a distinct dearth of scientific evidence to
suppori the tenets of the sustainability investing hypothesis
and approach. Increased collaboration among ecademia, sci-
ence, and business should be promoted to close this gap. This
cooperation between the sciences and the private sector will
also provide the background for the much-needed standardi-
zation of corporate sustainability reporting.

Finally, it is premature to draw definitive conclusions
regarding the business case for sustainability. As discussed,
a ruch longer time frame is needed to attribute index or
fund performance 1o particular sustainability criteria or
strategies. Evidence regarding a positive impact of sustain-
ability on outperformance of an index is not conclusive.
However, available empirical evidence supports the view
that sustainability investing has not led to a long-run-adjust-
ed underperformance versus a conventional approach.
Measured over shorter periods, risk-adjusted sustainability
performance deviates from a conventional approach.
Currently, investment biases (such as a regional bias or a
slight growth tilt) are potentially the dominating driver of
risk-performance differences. Therefore, it is possible to
attest that companies that pursue sustainability do not
underperform the wider market in the Jonger run, although
they very clearly deliver major benefits to society and the
environment as well as c-omributing positively to the vibran-
cy of the overall economic system. The fact that an index

incorporating compames that lead in their approach 10 sus-
tainability shows no negative effects on risk performance
and may in fact, highlight hidden social, ecological, and
economic value, explains the dramatic increase in interest in
sustainability investing in recent years.
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Avm(), Bundesgesetzblatt Teil i, 29.06.2001, 1310.

7 Australian Senate Teble Office, Senate 8ills List 2001, p. 40.

8 SSGA, State Street Giobal Advisors announces CHF 500 million
SRI mandate win from Swiss Federal Socigl Security Fund, press
release, May 21, 2001.

g The United Nations General Assembly established the World
Commission on Environment and Development in 1984, also
known as the Brundtland Cormmission lafter chair Gro Harlem
Brundtland).

10 www, StoX.com

11 The DJS! World is produced by SAM Indexes (3mbH, & coliabora-
tion between Sustainable Asset Management and Dow Jones
Indexes. The main function of SAM is to provide the research,
white Dow Jones Indexes conducts the calculation and distribu-
tion functions for the DJSH

12 www.sustainability-indexes.com/djsi_warldfguidebook. him?
13 www.sustainability-indexes.com

14 SAM internal studies to assess the efficiency of the corporate sus-
taingbility assessment methodology.

16 www.sustainability-ingexes.com

16 PricewaterhouseCooper's audit letier of August 31, 2001, at
www. sustainability-index.com

17 www.sustainabiiity-ingexes.com tor full disclosure of guestions
and weightings in the assessment process.

18 www.sustainability-indexes comddisi_world/iguidebook himl
19 This section hat been contributed by Mr. Thilo Goodall

30 1 is unlikely, however, that U.S. companies lag others i sustain-
ability 10 ihe degree ingicaled by these figuwes. Indeed, the con-
struchion process may account for part of the U.S. orderweight.
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The “bestin-class” approach, with noiass” defined 2s an industry
of industry group, is one of the characteristics distinguishing sus-
tainability from other spproaches. The approach clearly swesses
industry specifics, allowing for a fair-comparison within industries,
while acknowledging the difficulties of comparing companies
across industries. Focusing on industry strata can have an impact
on country strata, i sustainability is distributed unevenly across
industries within a country. Therefore, no direct intetence should
be made to the regional distribution of leading companies embrac-

"ing sustainability.

Relative price movement across strata ¢an thus shift the compo-
sition of the index if the relstive Movements are more pronounced
in.the index than in the entire universe. This has been the case
and experience 1o date with the DJS! Worid. Large caps have cor-
rectad more than small caps Since August 2000, and intormation
technology and talecormmunication companies have seen their
prioes stashed much more than those of companies from other

-gactors. U.5. companies provide large parcentages of both large

caps and of technology companies, so that about 6 percent of the
ourrent underweight in-U.S. compenies can be atiributed 10 rele-

tive price movements since inception of the DJSL
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