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The world in crisis mode —

Is sustainability still topical under these circumstances?

The current crisis mode of European and transatlan-
tic politics, to which Brexit and the election of the new
US president, Donald Trump, made important contri-
butions, has quickly swept the challenges of global,
sustainable development from the public agenda.
It is as if sustainability has lost all relevance. That is
a great mistake. Consumption, prosperity, growth and
climate protection are, and remain, huge challenges.
The continuing growth of the world's population is
leading to a real dilemma between continuing quan-
titative and qualitative demand-side pressure and
the finite limits imposed by the available resources.
We are not just talking about our European notions
of consumption here, but those of China, India and
many other countries which have embarked upon
the path to attaining Western standards of living on
a broad basis. No one can stop them from achieving
that goal. And the environmental and social conse-
quences of this growth will be enormous.

This places society and companies under pressure
to adapt, and create innovative potential —thereby
defining tomorrow's business world. For even if the
international political agenda is dominated by secu-
rity issues, local politics remains under immense
pressure to act. The problem of fine dust from urban
transport, the negative impacts of agricultural pro-
duction on the soil and drinking water, and the con-
dition of the world's oceans are just some examples.
| therefore believe the future sustainability agenda
will be defined less in the framework of international
treaties, and far more by concrete, local and national
legislation and technological innovations—in this
oekom Review appropriately termed “transformation
processes”.

Encouraging for sustainable development is that, be-
sides local and national troubleshooting legislation,
many other players are also flying the sustainability
flag. At Joschka Fischer & Company, during our con-
sulting cooperation with small and mid-sized enter-
prises we observe and convey that non-governmental
organisations are central and effective facilitators for
taking action—and also some of the key partners for
companies when it comes to identifying innovative
fields and correcting deficits. Actors in the sustain-

able capital market also exercise significant leverage
by steering investments to sustainable development
and promoting transparency through sustainability
reporting.

Sustainable development is unilaterally insurmount-
able; this is also indicated by the many initiatives of
large enterprises to embed their primary and sub-sup-
pliers. Besides improving the underlying data, such
approaches also allow truly crucial and central chal-
lenges to be tackled. Besides global protection of the
environment and climate, improved enforcement of
human rights and working standards are particularly
part of the agenda that large enterprises are mean-
while prescribing for their suppliers or, ideally, also
addressing in concert.

These sustainability trends have arisen at exactly
the right time in my opinion, as—with digitisation
and robotisation facilitating and cutting the cost of
consumption—demand for raw materials will rise
accordingly. Recycling will become inevitable, and po-
tentially become a technology export blockbuster as
raw-material prices increase. Sustainability is there-
fore more than topical: it is the order of the hour, and
of the future.

| wish you a satisfying read!

Joschka Fischer

Former Foreign Minister and
Deputy Chancellor of the
Federal Republic of Germany

‘Be the change you wish to see in the world.” These
words by Mahatma Gandhi most befittingly describe
the task currently facing us. The United Nations' Sus-
tainable Development Goals (UN SDGs) and Paris Cli-
mate Agreement not only commit the community of
nations, but also companies and investors, to con-
tributing actively towards achieving a sustainable so-
ciety and curbing climate change. In other words, if
something is to change, it is up to all of us to act now.
To persuade companies and investors to play their
role, two important political impulses were recently
sent out at a European level: the Directives endorsed
by the EU Parliament in November 2016 for includ-
ing ESG (» environmental social governance) crite-
ria in pension funds and the start of CSR reporting
obligations for companies from the start of this year.
These developments not only help improve corporate
and investor orientation; they also dampen any argu-
ments for shirking sustainable action.

Nonetheless, a number of new aggravations and un-
certainties have also arisen which could potentially
impede achievement of the ambitious sustainabil-
ity goals. The climate- and economic-policy course
change of the new US government, for instance,
gives certain rise for concern: what are the conse-
quences of the world's most powerful nation being
led by a man who denies man-made climate change?
Or of other European countries following the UK and
leaving the European Union, possibly seriously under-
mining a driving force of sustainable development?
While the future is impossible to predict, one thing is
certain: nature sets the agenda. Overconsumption of
natural resources can, at most, be only a short-term
solution, but one which can never succeed in the long
term. Our unsustainable lifestyle has meanwhile pro-
gressed to such an extent that the ensuing negative
external effects —such as climate change or dimin-
ishing supplies of raw materials —have become very
tangible. And with many of these external effects now
manifesting themselves financially, the sustainabil-
ity train, with all its associated transformations, has
become unstoppable.

As an agency for sustainability issues, our mandate
lies in measuring how companies and nations ful-
fil their responsibility towards the environment and
society. In other words: the contribution they make
towards sustainable development. In our annual

CR Review, we take stock of the situation—but al-
ready now, | can let slip: things are starting to happen.
While the share of companies with oekom Prime sta-
tus rose only marginally last year, the share of busi-
nesses in industrialised nations with mid-field sus-
tainability management rose sharply—from 35 per
cent in 2015 to over 40 per cent today. Conversely,
the share of companies with inadequate sustaina-
bility performance has continued to fall—from over
48 per cent in 2015 to 43 per cent today. Despite the
considerable residual potential for improvement, we
should interpret this as a positive signal of compa-
nies’ increasing interest in pursuing the opportunities
of sustainable development.

This momentum and, notably, many institutional in-
vestors' increasing appreciation of sustainability indi-
cators as potential drivers of investment yields, have
powered our company's astronomical growth over
the past year: our team, which was 75-strong at the
start of last year, has now grown to 105; new offices
were opened in London and New York; our Paris sub-
sidiary was expanded; and over 160 asset managers
and asset owners in 13 countries incorporate our re-
search into their investment decisions. Our analyses
thus influence around EUR 1.5 trillion of assets under
management —a figure we are very proud of.

Last but not least, | would like to express my sincerest
thanks to Joschka Fischer for his Foreword. | wish
you an interesting and invigorating read!

Robert HaBler

CEO oekom research AG




Development of ESG performance in the oekom Universe

The share of companies in the GLCU which was
awarded oekom Prime status (classification as
“good” or “excellent”) rose marginally over the past
year, from 16.29 to just over 16.5 per cent. By con-
trast, the share of companies in the mid-field, with
fundamental sustainability management, rose
more noticeably, from 35.86 per cent in 2015 to
40.15 per cent today. As in past years, the major-
ity of companies—at 43.31 per cent—continues
to exhibit inadequate commitment in the area of
sustainability. This distribution is also found at
companies in emerging markets: here too, a slight,
but continual, positive trend towards better sus-
tainability performance is evident, albeit at a lower
absolute overall level.

On average, none of the sectors is even close to
fulfiling the standards which, from the perspective
of oekom research's Best Practices and Best Pos-
sible Practices, would be necessary to bring their
activities in line with global sustainability goals
such as the UN Sustainable Development Goals. In
this area, notable climbers over the past year have
been the Electronic Components and Semiconduc-
tors industries, each of which has risen circa 5 per-
centage points.

Large commercial banks have also made above-
average gains, where an increasing awareness
for sustainability aspects in asset management
is emerging in the areas of investment funds and
also, at a higher level, in the context of integration
and asset overlay strategies. Increasing numbers
of banks are also beginning to recognise minimum
sustainability standards for project financing—in-
cluding in countries and regions in which this was
not previously commonplace, such as in Asia. In
addition to this, the widespread publication of fun-
damental ESG information has recently risen per-
ceptibly in this traditionally somewhat opaque in-
dustry.

Like last year, the Automobile and Household &
Personal Products industries topped the rated
industries ranking. Against this background, the

even more improved rating of the automobile in-
dustry can be exclusively ascribed to the elimina-
tion of last year's worst-faring company, Daihatsu
Motor Co Ltd, from the Universe. Like Automobiles,
the Household & Personal Products sector is also
relatively small and exercises good standards in
several central areas without larger negative devi-
ations. Against the generally positive trend, how-
ever, the average value has fallen slightly com-
pared to last year—with almost all the industry's
top performers forfeiting large numbers of points.

This year, too, the most controversial industries
with severe and very severe breaches of the prin-
ciples of the UN Global Compact come from the
raw materials segment. Frontrunner is the Oil &
Gas Equipment/Services sector, in which six out
of every ten companies are affected by contro-
versies. It is followed by Oil, Gas and Consuma-
ble Fuels at 47.9 per cent, and Metals & Mining at
39 per cent. Were moderate controversies also to
be included for the latter two, the share would rise
to 70.4 per cent and 61.0 per cent respectively.

At 30 per cent, companies in the Qil & Gas Equip-
ment/Services sector are also frontrunners for in-
volvement in corruption controversies. Like last
year, it is followed in second place by the Construc-
tion industry at 15.4 per cent of all companies.

The Textiles sector again leads the rankings for
labour rights controversies, even though the value
has fallen from 25 per cent to about 20 per cent.
By contrast, the share of affected companies in
the Electronic Devices & Appliances industry rose
noticeably: within the space of a single year, the
number of affected companies almost doubled to
13.7 per cent.

Even if “only” around every tenth company in the
most controversial industries is encumbered by
a severe controversy in the area of human rights
controversies —the list is headed by the Qil, Gas &
Consumable Fuels industry at 9.9 per cent—a
glance at the moderate controversies highlights

that human-rights violations are unequivocally a
structural problem in certain industries: with this
extended view, for example, the number for the
Metals & Mining industry rises from a 7 per cent to
almost 25 per cent.

The industries also exhibit structural problems
when looked at from the perspective of environ-

Initiatives such as the UN SDGs and the Paris Cli-
mate Agreement intensify transformation pro-
cesses, which will increasingly also change the
economy. Companies will be confronted with chal-
lenges and the effects of these initiatives will also
become an ever-more important element of inves-
tors' risk analyses. Another aspect which is be-
coming increasingly relevant for investors is also
whether, and how, a company's products and ser-
vices contribute directly to sustainable devel-
opment. Ratings and research information that
focus solely on management and good corporate
governance fall short here and need to be sup-
plemented by accurate and detailed analyses of
product portfolios.

For companies and investors, a solely retrospec-
tive view of the direct carbon footprint is insuffi-
cient for assessing climate performance. Rather,
what is needed are risk analyses encompass-
ing the entire value creation chain, as well as for-
ward-looking goals and strategies which address
the transformation to a low carbon global econ-
omy. The first winners and losers are already be-
ginning to emerge in the current transformation
process. Particularly the Utilities sector can make
a significant contribution to climate protection by
switching to renewable energy sources, operating
highly-efficient plants, and avoiding carbon, natu-
ral gas and methane emissions.

The Green Economy as the guiding principle for
designing economic processes which take envi-
ronmental and social aspects into account can—
paradoxically —also generate serious conflicts of
interests. As sustainability goals cannot always

mental controversies. Over 40 per cent of the
companies in the Oil, Gas & Consumable Fuels
sector are embroiled in such controversies, and as
well as a solid 34 per cent in the Metals & Min-
ing sector. If moderate controversies are also in-
cluded, the shares rise to 67 per cent and almost
50 per cent respectively.

Transformation processes: opportunities and risks for companies

be pursued without negative collateral effects for
other parties, such goals may be counterproduc-
tive to comprehensive sustainable development.
Consequently, the oekom Corporate Rating takes
a differentiated stance when evaluating even ap-
parently positive technologies and projects. Con-
flicts of interests arise, for example, in water and
wind farm projects for generating renewable ener-
gies, in the cultivation of palm oil for the produc-
tion of hiofuels, and in using solar modules and in-
sulation.

The Automobile industry is a prime example of
transformational change: here, the first transfor-
mations are emerging in a sector in which under-
lying conditions have transformed dramatically
within a very short period of time, rendering former
product strategies obsolete. The industry must al-
ready start tackling key questions about its future
to address increasingly stringent legislation and
the long development cycles needed for its prod-
ucts and technologies. Despite this, the industry’s
key players nevertheless continue to trust almost
entirely in the internal combustion engine—de-
spite the environmental and health problems this
technology causes. The further development of
alternative scenarios to the internal combustion
engine and radically new mobility concepts are
central challenges upon which the car's role and
function as a means of mobility and transport, and
the very future of the industry, depend.

For some time now, oil and gas companies have
also increasingly been the focus of divestment
measures. Their current business models are com-
ing under increasing pressure, as these essentially



continue to centre on a largely unabated demand
for oil and gas, and contain barely any recognisa-
ble efforts by operators to reduce their own oper-
ational greenhouse gas (GHG) emissions or grad-
ually establish renewable energy divisions. Oil and
gas reserves run the risk of becoming stranded as-
sets on a large scale. Estimates say the coal, oil
and gas industry may have to incur sales losses of
up to USD 33 trillion over the next 25 years. With
just four of the 146 rated companies qualifying for
Prime status, Oil, Gas & Consumable Fuels is one
of the worst sectors in the oekom Universe in this
regard.

The Food & Beverages industry is, particularly
through its supply chains, one of the central con-
tributors to global megatrends such as climate
change, resource scarcity and loss of biodiver-
sity. It thus plays a key role in transforming global
economic cycles to the benefit of a more sustain-
able world. Despite this, the growing pressure to
change is only being met by an insufficient or in-
adequately comprehensive response. In addition
to manufacturing products, which are often prob-
lematic from a nutritional perspective, the indus-
try also continues to ignore massive negative en-
vironmental and social repercussions in its supply
chains.

That our planet's resources and resilience are limited
is nothing new. What is new, however, is that it is now
possible to quantify both the limits and the extent
of the burden with far greater accuracy than in the
past. In its “Planetary Boundaries" concept, for exam-
ple, the Stockholm Resilience Centre concluded that
four of the nine planetary boundaries used to define
global priorities associated with man-made environ-
mental changes had already been breached. Accord-
ingly, mankind is already living beyond its means in
the areas of climate change, loss of biodiversity, bio-
geochemical cycles and land usage. Other thresholds
have also already been breached on a regional basis.
A similar message has also been sent by the so-
called Earth Overshoot Day of the NGO Global Foot-
print Network?. Earth Overshoot Day is the name
given each year to the calendar date on which, based
on the model's calculations, the global consumption
of resources exceeds the Earth’'s annual capacities.
While this date was still in December 30 years ago, it
was reached on 8 August in 2016.

Even if such calculations are methodologically im-
precise, the fundamental facts tell an unambiguous
tale. The ensuing pressure to take action may have
contributed decisively to the recent endorsement of
extensive international sustainability treaties and
programmes. While similar agreements were also
reached in the past, and in many cases it still remains
to be seen whether their implementation will live up
to the substantive aspirations, this time around there
is a crucial difference. The unprecedented momen-
tum which has developed in some areas gives hope
that, in the future, the international community will
seek solutions to the Earth’s problems with more vig-
our than it has done over the past decades.

Notable here are, in particular, the Paris Climate
Agreement and the United Nations’ Sustainable De-
velopment Goals:

As the successor treaty to the Kyoto Protocol, the
Paris Climate Agreement, which was endorsed in
December 2015, officially took effect at the start of
November 2016 following its ratification by the world's
largest producers of greenhouse gas emissions, as
well as numerous other countries. The Agreement

formally aims at limiting the increase in global warm-
ing to a maximum of 2° Celsius, and even foresees a
maximum increase of 1.5° Celsius.

The United Nations' Sustainable Development Goals
(UN SDGs) were also ratified in 2015—as a new tar-
get consensus for sustainable development over the
15 years leading up to 2030. Under the five key areas
of People, Planet, Prosperity, Peace and Partnership,
17 global goals were agreed upon which equally ad-
dress all nations, and also commit non-sovereign
players in the business, civilian and scientific com-
munities.

But other, less prominent regulations also set a new
framework for companies, thereby changing their
agendas. Examples of these include the UK's 2015
Modern Slavery Act, which demands transparency on
the ways in which companies combat forced labour,
slavery and people trafficking in their supply chains.
Another example is the US's 2016 import ban on prod-
ucts which were made with the help of forced labour
(2016 Amendment to the Smoot-Hawley Tariff Act of
1930 to ban import of goods produced with forced la-
bour).

It appears that the current initiatives are setting in
motion processes which will not only challenge the
political arena, but also change the economy, at a
faster pace and to a greater extent than before. Com-
panies will be able to benefit from these processes
if they successfully act in accordance with the chal-
lenges and offer solutions to the Earth's problems.
Conversely, however, they could ultimately endan-
ger their existence if they fail to adapt their business
models to the changes and, in doing so, continue of-
fering products and services which disregard the
market's needs, thereby forfeiting their social “license
to operate”. The automotive industry is a prime exam-
ple as a sector which, for many decades, refused to
seriously accept the abandoning of the internal com-
bustion engine as a credible scenario and in which,
for many years, research conducted by many car-
makers into alternative engine systems was lacklus-
tre at best. The industry was shaken, however, when,
in 2016, the governments of several countries openly
contemplated a ban on the licensing of vehicles with



internal combustion engines starting in 2025 or 2030
respectively. Other restrictions must also be expected
in the fight against climate change and inner-city fine
dust pollution. Without a rapid change in mindset, it
will become increasingly difficult for the industry’s es-
tablished players to maintain their current dominant
positions.

For this reason, more and more investors are taking
a keen interest in companies’ performances in these
areas. This is because certain sustainability issues
are no longer treated as only ethical issues but also
as risk issues alongside classic financial KPIs. This is
manifesting itself not least in the massive divestment
wave which, for over a year now, has been impacting
companies with substantial coal activities.

It is therefore befitting that the European Union has
directed companies to improve transparency on the
sustainability of their activities. In October 2014, a
“Disclosure of Non-Financial Information” directive
was endorsed which had to be implemented in na-
tional law by the end of 2016: for the first time, in
FY2017, all capital market-orientated companies in
the EU with over 500 employees are required to dis-
close information on the environmental and social
impact of their business activities.

But greater transparency is also being demanded by
investors, themselves: in France, for example, where,
since the start of 2016, the Energy Transition For
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Green Growth Act has required institutional inves-
tors, inter alia, to provide for transparency on the car-
bon footprint of their investments and the associ-
ated climate risks. The importance of ESG was also
strengthened at a European level at the end of 2016:
under the revised directive on pension funds (IORP 1),
fund managers must take environmental and social
risks into account in their funds and provide informa-
tion about the ESG aspects of their investment poli-
cies.

To be able to assess companies' corporate respon-
sibility and risk exposure with respect to the current
sustainability challenges, and selectively use the find-
ings in ESG investment strategies, specialised ESG
research is needed which accounts for the increasing
complexity of the industry- and topic-specific inter-
dependencies. Against this background, the research
results of 2016 on how global companies fundamen-
tally deal with sustainability challenges is summa-
rised in the following section. The entire third main
section of this year's CR review is dedicated to the
issue of the extent to which companies are ready to
master the outlined transformation processes.

Sources:

1 http://www.stockholmresilience.org/research/research-
news/2015-01-15-planetary-boundaries---an-update.html

2 http://www.footprintnetwork.org/our-work/earth-
overshoot-day/

Basis of the analysis: the oekom Universe

The number of companies analysed and rated in
the oekom Universe has grown continually over
the past years and had risen to 3,800 by Decem-
ber 2016. Last year, all affiliated corporate issuers
were also identified to establish the extent to which
the ratings of the companies analysed by oekom
research can also be substantively applied to sub-
sidiaries which issue bonds and/or shares. This en-
abled a further 1,800 companies to be added, now
positioning oekom research to provide intelligence
on a total of 5,600 issuers.

In doing so, the oekom Universe covers, inter alia,
all those companies listed in major international
and numerous national stock indices and is broken
down into three groups:

1. large, publicly listed enterprises in conventional
industries;

2. often small and mid-sized, publicly listed enter-
prises in industries which have a clear connec-
tion with sustainability topics, e.g. in the fields of
renewable energies and energy efficiency, recy-
cling technologies, water treatment and educa-
tion; and

3. bond issuers which are not publicly listed, e.g.
regional banks, supranational organisations
such as the World Bank, or railway operators.

All of the companies are analysed using a uniform
procedure and on the basis of comprehensive and
regularly updated criterion catalogues. The goal of
the oekom Corporate Rating is to provide a compre-
hensive assessment of the companies’ sustainabil-
ity performance and future viability and, within the
individual sectors, to identify those companies with
the best and most successful strategies in this re-
spect. In doing so, the employed criteria relate to
all areas of corporate responsibility. They each en-
compass around 100 individual criteria, a large pro-
portion of which is industry-specific. They include,
inter alia, the way in which companies treat their
workforces and suppliers, corporate governance
aspects, and the environmentally-friendly design of
products and production processes. All of the crite-
ria are individually weighted, assessed and finally
aggregated to an overall value (rating), whereby the
four to five industry-specific key issues account,
in total, for a minimum of 50 per cent of the over-
all weighting. The criteria are further developed at
regular intervals to take account of new scientific,
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technical, social and also legal developments. Last
year, for example, all industries were upgraded with
the elements of the portfolio rating used to quantify
the positive or negative contributions the compa-
nies' products and services make towards achiev-
ing the UN's Sustainable Development Goals, along
with the companies’ strategies to better align their
product portfolios with these goals in the future to
improve long-term viability.

To produce a comprehensive and balanced pic-
ture of the companies to be rated, our analysts in-
clude relevant information from the companies
themselves, as well as from independent sources,
in their ratings. In the rating process, the analysts
also maintain an active dialogue with the compa-
nies, giving them an opportunity to comment on,
and supplement, the results. An external Rating
Committee assists oekom research's analysts with
the substantive form of the industry-specific crite-
ria to be used for the rating, and conducts plausibil-
ity checks on the rating results.

oekom research also analyses each company for
the existence of controversies in a total of over
20 thematic areas. In doing so, distinctions are
made between controversial business fields, such
as nuclear power, fossil fuels and armaments, and
controversial business practices, such as labour
and human rights controversies. For the latter, a
new system was launched last year to provide a dif-
ferentiated representation of the severity of the cir-
cumstances; in this way, investors who e.g. apply
exclusion criteria can now adjust these more pre-
cisely according to their specific needs.

oekom research’s intelligence serves as the basis
for a very wide range of sustainable investment
strategies ranging from best-in-class approaches
and the use of exclusion criteria to integration and
engagement.

The following assessments of ESG performance
and controversies in the areas which are the sub-
ject of the principles of the UN Global Compact do
not relate to the entire company Universe covered
by oekom research, but only to the sub-universe of
internationally active large companies domiciled in
an industrialised country. There are around 1,600
such companies which are referred to below as the
Global Large Cap Universe (GLCU).



To reflect regular changes in the underlying environ-
mental, social and governance conditions for com-
panies, the indicators used in the ESG rating also
undergo continual updates. Generally, these changes
involve a tightening of the rating standards—e.g. be-
cause the regulatory environment has been intensi-
fied through stricter threshold values, or because im-
proved technical possibilities for reducing emissions
become available, thereby raising the best-practices
yardstick. Besides this, entirely new areas of action
also often come into focus; these are then broached
by the rating at an early stage to give research users
a type of early-warning system for the companies’
future risks and opportunities.

The overall results described in this report must
therefore be interpreted against the background of a
rating which is continually in flux. While the distribu-
tion of companies over the four categories (see Fig. 1)
has essentially remained constant over the past
years, the standards of the companies’ sustainabil-
ity management activities have gradually improved.
However, as the demands placed on companies also
rose concomitantly, the net effect on the overall pic-
ture has been relatively small.

As a rule of thumb, therefore: companies whose ESG
efforts remain relatively static over the years will
gradually fall in the rating; companies with moderate
improvements retain their positions; and companies
which have made substantial progress will rise in the
rating.

000 0.06 006 013 0.06

100% 1
16.74 16.71 16.15 16.16 16.48
80% T
excellent
60% T good
|
40% + medium
[ |
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20% T
0% -

2012 2013 2014 2015 2016

Fig. 1: Rating of the sustainability performance of large,
internationally active companies domiciled in industri-
alised countries (GLCU); in %; in each case, as at

31 December of the respective year; source: oekom
research (2017)
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Against this background, developments over the
past years, and especially in 2016, can certainly be
regarded positively: the overall rating of sustainabil-
ity management and sustainability performance of
not only large, internationally-active companies in the
industrialised nations (GLCU), but also of large com-
panies in emerging markets (EM, see Fig. 2), shows
a slow but constant upward trend which even accel-
erated slightly in 2016. In parallel, the average rat-
ing of all observed companies has also risen contin-
ually. Possible reasons for this are manifold: on the
one hand, more and more countries are introducing
a reporting obligation for ESG information, resulting
in a continual—and not just vertical, but also horizon-
tal—increase in transparency on the rating's relevant
topics. Nevertheless, as increased transparency does
not automatically translate to an immediate improve-
ment in performance, the information boost has nota-
bly resulted in a shift in scores for those companies
at the lower end of the overall rating.

At the same time, a greater awareness for sustainabil-
ity topics has become generally observable. In some
cases, this may be due to stricter regulatory guide-
lines; but the underlying economic relevance of sus-
tainability is also starting to play a role in many com-
panies’ business decisions. One reason for this is that
sustainability issues are becoming increasingly rele-
vant for investors—and therefore rebounding on the
companies. Meanwhile, more and more companies
are directly contacting sustainability-inclined inves-

100% - 0.0 0.1 0.0 0.0 0.00
80% T
excellent
o0% 1 good
|
40% T medium
[ |
poor
20% T
0%

2012 2013 2014 2015 2016

Fig. 2: Rating of the sustainability performance of large,
internationally active companies domiciled in emerging
market countries (EM); in %; in each case, as at

31 December of the respective year; source: oekom
research (2017)

tor groups, referring, for example, to their results in
relevant sustainability ratings and indices. This effect
has also become tangible in oekom research’s day-
to-day research work where, after completion of each
rating process, the analysed companies are given the
opportunity to comment on the process as well as on
the substantive quality of the rating. In doing so, more
and more companies say they regard the rating re-
sults as an important stimulus for further developing
their sustainability management systems.

Last year, the share of GLCU companies awarded
oekom Prime status (classified as “good” or “excel-
lent”) rose only marginally from 16.29 per cent to just
over 16.5 per cent. By contrast, the mid-field grew
noticeably, the share of companies with fundamen-
tal sustainability management rising from 35.86 per
cent in 2015 to 40.15 per cent today. In this group, the
number of companies which narrowly missed Prime
status also rose slightly, meaning the Prime group
has the potential to grow moderately in the future.
As in the past, however, the largest share of com-
panies—at 43.31 per cent—continues to make inad-
equate sustainability commitments. This value has
nevertheless fallen almost ten percentage points over
the past four years.

A similar positive trend is also observed for compa-
nies domiciled in emerging market countries. Here
100, a slight, but continual, positive trend towards bet-

ter sustainability performance is evident, albeit at a
lower overall level than for the GLCU companies.

A comparison of the average rating of all companies
in the overall Universe (both GLCU and EM compa-
nies) over the mid-term also reveals a constant up-
ward trend: while the 2012 averages were only 26.3
(GLCU) and 13.31 (EM), the 30 and 20 marks respec-
tively were breached for the first time at the end of
2016.

It is difficult to predict how these values will de-
velop in the future, as opposing trends are expected:
while further increases in corporate transparency
and rising pressure from investors and legislators
will lead to positive developments, the practical ina-
bility to align certain business models with the her-
alded transformation processes over the long term
will probably cause shifts in the ratings within and be-
tween the sectors.

Thoroughly tracking these change processes will also
be in investors’ interests as the processes will influ-
ence a company's future success more so than in the
past. This is also particularly true for those compa-
nies which have hitherto failed to perceptibly imple-
ment adequate systems to manage sustainability
requirements, in turn exposing them to greater risk
of being unable to adapt their business models (suffi-
ciently quickly) to a changing environment.

Sections 3.1 to 3.6 take a closer look at this.
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Fig. 3: Average rating of all GLCU and EM companies on a scale of 0 to 100 (best score); in each case:
as at 31 December of the respective year; source: oekom research (2017)

13



In its company ratings, oekom research pursues an
expressly industry-specific approach. Of the total of
around 700 individual indicators, around 90 per cent
are industry-specific aspects; because of this bal-
ance, the individual industries’ key issues account for
at least 50 per cent of the total weighting in the final
rating. To allow comparison of the individual indus-
try ratings, the alphabetic ratings of the oekom scale
from D— to A+ (best rating) have been converted into
numeric ratings ranging from 0 to 100 (best rating).
The converted value can then be interpreted to mean:
companies in an industry with a higher rating are
better positioned to deal with their industry-specific
sustainability challenges than companies of another
industry with a lower rating.

At the same time, however, it should be noted that,
inter alia, the size and geographic composition of
the industries vary, which can influence the final re-
sults. In very large industries, for example, the rating
bandwidth is often much larger than in smaller ones.
In addition, the ESG management systems of Euro-
pean companies tend to be on average more mature
than those of companies in other regions around the
world. Industries with a more European background
may thus have a higher average rating.

Looking at the respective sustainability performanc-
es, it becomes evident that, on average, none of the
sectors even closely fulfils the standards which, from
the perspective of oekom research’s Best Practices
and Best Possible Practices, would be necessary to
bring their activities in line with global sustainabil-
ity goals such as the UN Sustainable Development
Goals. What also becomes clear are the enormous
differentials between the industries: while some in-
dustries come at least relatively close to the 50 per
cent threshold, others average less than a quarter of
the maximum value.

Significant climbers since last year have been the
Electronic Components and Semiconductors indus-
tries, each of which has risen around five percent-
age points. One of the reasons for this is that, for
the first time in 2014, the so-called Dodd-Frank Act
started requiring US companies to disclose informa-
tion on whether they use conflict materials from spe-
cific countries for manufacturing their wares. Con-
flict materials are raw materials such as tantalum,
tin and gold that originate from crisis and conflict
zones, particularly the Democratic Republic of Congo.
Warring factions often finance their armed struggle

through the sale of these raw materials. Correspond-
ing transparency guidelines also exist in other coun-
tries around the globe. Because of this disclosure
obligation and for fear of imminent damage to their
reputations, many companies have joined the Con-
flict Free Sourcing Initiative® or started using its data
and instruments to avoid sourcing these raw mate-
rials from particularly critical regions. Also observa-
ble in these industries is that suppliers in emerging
economies are increasingly yielding to sustainability
standards under customer pressure. Other aspects
contributing to the improved results are: the ratings’
growing weighting bias towards highly sustainable
product portfolios and companies’ increasing offer-
ing of product solutions, particularly in the area of en-
ergy efficiency.

Analogously to the overall results presented in Sec-
tion 1.2, many industries showed slight improve-
ments. By contrast, the large commercial banks
made sizeable, above-average gains. Besides struc-
tural reasons (the Asset Managers & Securities in-
dustry's companies achieve poorer results on aver-
age than the commercial banks, and are now being
rated separately), there are also substantive reasons:
an increasing awareness for sustainability aspects in
asset management is emerging in the areas of invest-
ment funds and, also at a higher level, in the context
of integration and asset overlay strategies. Increas-
ing numbers of banks are also beginning to recognise
minimum sustainability standards for project financ-
ing—including in countries and regions in which this
was not previously commonplace, such as in Asia. In
addition to this, the widespread publication of funda-
mental ESG information has recently risen percepti-
bly in this traditionally somewhat opaque industry.
Like last year, the Automobile and Household & Per-
sonal Products industries topped the rated industries
ranking. However, this year they switched places.
Against this backdrop, the improved rating of the
Automobile industry can be exclusively ascribed to
the elimination of last year's worst-faring company,
Daihatsu Motor Co Ltd, from the Universe. While the
top companies’ ratings deteriorated slightly over
the past year, companies in the mid-field improved
slightly. The industry’s relatively good average rating
can be attributed particularly to its traditionally high
standards in areas such as labour rights and environ-
mental standards in production. It is also a relatively
small industry without any large negative rogue devi-

ations. Section 3.4 nevertheless takes a closer look
at the question of the industry's future viability, given
the expected tightening of fuel-consumption and
emissions guidelines, and a shift towards electromo-
bility. As the rating assigns an ever-greater weighting
to the sustainability quality of this industry’s prod-
ucts, a gradual fall in the average score is foreseea-
ble for this sector as long as it fails to take percepti-
ble, systematic countermeasures.

Like Automobiles, the Household & Personal Products
sector is also relatively small and implements good
standards in certain central areas without larger neg-
ative deviations. Against the general trend, however,
the average rating value has fallen slightly compared
to last year—with almost all the industry’s top per-
formers forfeiting large numbers of points. The main
reasons for this are that some of the substantive re-
quirements were tightened in several key areas last
year, and that many of the rated companies have
been unable to demonstrate convincing measures in
these topical areas thus far. Of particular relevance
here are the topics of responsible sourcing of raw
materials (e.g. palm oil) and problematic constituents
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Construction Materials
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Retail

0Oil, Gas & Consumable Fuels

Real Estate

(carcinogens and allergenic substances, as well as
microplastic and nanoparticles).

Two classes of industries can be found at the bottom
end of the ranking. First, there are those, such as Oil,
Gas & Consumable Fuels, which have highly problem-
atic business models from a sustainability perspec-
tive—the question of this industry's ability to achieve
a transition to less carbon-intensive fuels is investi-
gated in Section 3.5. Second, there are those indus-
tries which have made no perceptible commitment to
sustainability management to date, such as the Real
Estate sector. In the case of the latter, gradual in-
creases in transparency and a gradual rise in the im-
portance of sustainability topics are expected — not
just in individual industries, but across all such sec-
tors.

The past years' gently rising rating trend described
in Section 1.2 on the overall rating is also reflected
in the multi-year trend at an industry level, where a
slow but continual improvement in the average rating
is observable in many industries.

When presented as a profit and loss calculation over
a six-year period, the varying rates of change towards
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Fig. 4: Average rating of the companies in selected industries on a scale from 0 to 100 (best rating); basis: GLCU;

as at 31 December 2016; source: oekom research (2017)
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a better sustainability performance also become
evident. Most industries improved over this period.
Some, such as Chemicals and Financials/Commer-
cial Banks even made significant gains. In contrast
to this, there are also industries who's average rat-
ings fell. The Insurance industry, for example, made
little headway with respect to sustainability over the
past years, despite steadily growing demands on
the sector over the same period. Here, the relatively
small number of active companies thus remains con-

Utilities

Telecommunications

Pharmaceuticals & Biotechnology

Oil, Gas & Consumable Fuels

Insurance -1.25

Household & Personal Products

Food & Beverages

Fin./Commercial Banks & Capital Markets
Chemicals

Automobile

fronted by a broad majority of companies which have
so far perceptibly taken only the first steps, at most,
to implement sustainability management systems. In
addition, the conspicuously small number of ESG ini-
tiatives in the industry, such as the UN Principles for
Sustainable Insurance, have also only succeeded in
stimulating mediocre momentum to date.

Sources:
3 http://www.conflictfreesourcing.org/

10.43

-2 0

Fig. 6: Absolute change in the average rating of the companies in selected industries over the period 2010 to 2016
inclusive; basis: GLCU; as at 31 December 2016; source: oekom research (2017)
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The list of Top 3 companies in the respective indus-
tries contains many companies which for many years
have been actively and successfully implementing
systematic management procedures in key sustaina-
bility fields and have consequently scored well in the
oekom Corporate Rating. In view of the accelerating
rate of change in the underlying ESG conditions, they
are faced with a decisive challenge: can they exploit
their current strategic advantage to adapt more ef-
fectively than their competitors to new challenges, or
will they be toppled from the top-performer positions
by companies with entirely new business models and
more sustainable product solutions?

Table 1: The best three companies in selected industries;

This transformation already started taking hold in in-
dustries such as Oil, Gas & Consumable Fuels some
years back: while traditional, integrated oil companies
used to be listed at the top of the ranking rather fre-
quently, pure gas concerns have been taking the lead
for some time now, with gas being a less-problematic
fuel than oil from a climate perspective. As far as in-
tegrated oil companies are concerned, Total is cur-
rently the only one remaining in the top group—no-
tably due to its ambitious goals to switch to natural
gas and renewable fuels. This trend is also set to gain
momentum in other industries, such as Automobiles
and Transport.

Basis: GLCU; as at: 31 December 2016;

companies in parentheses have failed to achieve oekom Prime Status; source: oekom research (2017)

Industry 1st place 2nd place 3rd place

Cie Generale
des Etablisse- FR  C+
ments Michelin

Auto Components

Automobile Peugeot SA FR B

Chemicals Akzo Nobel NV NL B

Berkeley Group

Construction Holdings PLC GB B-
Construction Materials Geberit AG CH B
. Schneider
Electronic Components Electric SE FR B
Elect'ronlc Devices & Ericsson SE  B-
Appliances
. . . Raiffeisen Bank
Financials/Commercial International AT cr
Banks & Capital Markets
Group
Coca-Cola
Food & Beverages European GB  B-
Partners PLC
Health Care Equipment &  Baxter Interna-
. . us B-
Supplies tional Inc
Household & Personal Henkel AG & DE B
Products Co KGaA
Insurance Ci FR C
Assurances

Valeo SA FR C+  Denso Corp Jp | G
Bayerische

Renault SA FR B—  Motoren Werke DE  B-—
AG

Evonik _ Novozymes _

ndustriesA~ OF BT /s e

- (Barratt Devel-

Vinci SA FR C+ opments PLC) GB C

CloeleSains | ige | e | ere e E  C+

Gobain

OSRAMLicht  he 5 |egrandSA  FR  B-

AG

Koninklijke .

Philips NV NL C+  Toshiba Corp Jp | G+

BNP Paribas ABN AMRO

SA 7 c Group NV ML

Nestle SA CH C+ Unilever NV NL  C+

Sonova
ColoplastA/S DK  C+ Holding AG ClHl | €
Svenska Cellu-
losa AB SCA SE B Kao Corp JP B
. Hannover
Munich Re DE C+ Rueck SE DE C+
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Machinery Atlas Copco AB
Media RELX PLC GB B—
.. Norsk Hydro
Metals & Mining ASA NO B
Oil, Gas & Consumable Enagas SA ES B
Fuels
P_harmaceutlcals & Sanofi FR B
Biotechnology
British Land Co
Real Estate PLC/The GB B-
Retail Tesco PLC GB C+
Semiconductors Intel Corp Us B
Software & IT Services SAP SE DE B
. Deutsche
Telecommunications Telekom AG DE B
; Gildan
Textiles & Apparel Activewear Inc CA B
.. Deutsche
Transport & Logistics Lufthansa AG DE C+
Canadian
Transport & Logistics/Rail  National CA B-
Railway Co
Terna Rete
Utilities Elettrica IT B+
Nazionale SpA

With respect to the geographic distribution of the
companies in the overall Universe with the best rat-
ings from a sustainability perspective, European con-
cerns continue to dominate: around 80 per cent are
domiciled in Europe (although European companies
only account for about a quarter of the companies in
the overall Universe). Most of the companies in the
Top 3 positions come from France, followed by Ger-
many and the UK. These are followed by the USA and
Sweden, ahead of the Netherlands and Japan.

As in previous years, the sustainability performances
of no single company in the GLCU were sufficiently
extensive as to warrant oekom research awarding the
grade A in 2016.
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Fig. 7: Number of companies in Top 3 positions, by
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Economic activity has multifaceted effects on nature
and humankind. Here, it is apparent that society's
expectations of companies have increasingly been
departing from the pure role as an employer towards
that of a responsible member of society. Compa-
nies should be role models which treat their staff
respectfully, pay taxes, market authentic products
and preserve the environment. They should observe
moral standards, even when not legally obliged so to
do. Transgressions in these areas have resulted in
mounting outrage in society and the media. Inves-
tors, too, are paying greater attention to compa-
nies’ compliance with relevant minimum standards—
not only in pursuit of their own ethical values, but
also increasingly in response to companies’ newly
ascribed responsibility —for non-compliance also har-
bours pure material risks. Aside from the reputational
aspects, nowadays corporate misconduct in some
areas can also result in draconian penalties—such
as for corruption, price fixing, but also fraudulent dec-
laration of product characteristics, as highlighted by
the Volkswagen (VW) scandal.

The sphere of responsibility ascribed to companies
has also grown significantly over the past years.
The UN Guiding Principles on Business and Human
Rights, for example, unambiguously define the con-
tributory responsibility which companies hold for the
indirect impact their entire value creation chains have
on labour and human rights. In some cases, compa-
nies are already legally bound to report on the meas-
ures they take to protect these rights. And, frequently,
liability for breaches of labour and human rights in
the supply chain is also being brought into play.

The UN Global Compact (UNGC)* is the world’s fore-
most corporate self-commitment to responsible cor-
porate governance. Many of the companies which
oekom research analyses have acceded to the UNGC.
It consists of ten universal principles outlining mini-
mum standards for four thematic dimensions: human
rights, labour standards, environmental protection
and corruption prevention. In the course of its con-
troversy screening, oekom research looks into a wide
range of topics including companies’ adherence to
the Global Compact's four dimensions. In doing so,

19

distinctions are made between various severities of
controversy to enable a differentiated assessment
of the controversial behaviour. The following as-
sessments relate to controversies which, in oekom
research’s opinion, constitute severe and very severe
breaches of the UNGC. Any additional references to
moderate controversies are noted explicitly.

Only those controversies are covered for which relia-
ble information exists from credible sources. Not only
provable, but also purported, corporate behaviour
and activities are assessed; in this case, however, an-
alysts specialised in this field must, on the basis of
these sources and in light of their experience, have
deemed the facts and indications sufficiently reliable.
Here it should be noted that, with public and media
scrutiny more frequently focussed on large, interna-
tional companies, relevant information is frequently
available in greater quantities for these concerns
than for less-prominent companies.

The following overview shows the share of companies
in the various industries for which oekom research
identified ongoing, severe or very severe controver-
sies in at least one of the Global Compact's four the-
matic dimensions:

This year, the most controversial industries were
again identified to be in the raw materials segment.
Inglorious frontrunner is the Oil & Gas Equipment/
Services industry, in which six out of ten companies
are affected by controversies. This is followed by Oil,
Gas and Consumable Fuels, and Metals & Mining.
Were moderate controversies also to be included for
the latter two, the share would rise from 47.9 per cent
to 70.4 per cent, and from 39.0 per cent to 61.0 per
cent respectively. According to these findings, contro-
versial conduct and, therefore, conflicts with the sub-
stantive principles of the Global Compact—to which
many of this industry's companies have acceded—
are on the daily agenda.

The extraction of raw materials is not only commonly
accompanied by land usage conflicts and associ-
ated human rights violations; the operation of min-
ing equipment is in many cases also a threat to sen-
sitive ecosystems and local inhabitants’ livelihoods.
Mining activities also often involve serious hazards
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Fig. 8: Share of companies in the Top 10 industries with severe or very severe controversies with respect to the
principles of UN Global Compact; in %; as at: 31 December 2016; source: oekom research (2017)

for the workforce, resulting in a relatively high number
of fatal work accidents. The problem is exacerbated
further by mining areas often being situated in devel-
oping and emerging countries with inadequate mini-
mum standards in the areas of the environment, la-
bour and human rights.

The reasons for the Automobile sector's fourth place
is much less a structural issue (which is the case for
the raw materials sector), but rather the result of con-
temporary, temporally limited incidents such as the
emissions-manipulation scandal and individual cases
of labour rights violations. In contrast, the Construc-
tion industry's problems are far more structural and
the prominent position in the ranking is ascribed to
various cases of corruption and labour rights viola-
tions.

Besides the companies in the raw materials segment,
a further spate of controversies can be found in indus-
tries in which, due to the outsourcing of production to
low-income countries, internationally recognised min-
imum standards are regularly violated in the supply
chains. This is the case in the Textiles & Apparel and
Electronic Devices & Appliances sectors, for example.
From a purely Global Compact-based perspective,
oekom research concluded that Wilmar Internation-
al Ltd , an agriculture company based in Singapore
and the largest palm oil concern worldwide, was by
far the most controversial company in 2016. This
conclusion is based on a methodological instrument
known as the oekom Controversy Score which serves
as a measure of the number and severity of the cur-
rent controversies associated with each company in
the oekom research database: in doing so, oekom
research uses a proprietary system to evaluate and
assign a weighting to each circumstance which it
deems controversial; these individual values are then
aggregated into a final overall score. Based on this
logic, it calculated a record score of =138 points for
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Wilmar at the end of 2016. This is ascribed primarily
to the operation of many controversial palm-oil plan-
tations (both proprietary and belonging to suppliers)
for which—according to NGO and media reports—
extensive areas of primary rainforests were cleared
(including orang-utan habitats in Indonesia), on which
extremely poor working conditions frequently prevail
(e.g. child labour), and which in several cases have
resulted in human rights problems (e.g. land-usage
conflicts)®.

Following some distance behind, with a score of =94,
was Brazilian mining company Vale SA. At the end
of 2015, one of the worst-ever environmental disas-
ters in Brazilian history struck at an opencast mine
where two dams of a tailings basin burst, releasing
over 60 million cubic metres of iron-ore tailings. The
mudflow extended 440 kilometres down the Rio Doce,
Brazil's fifth largest river system. In addition, accord-
ing to NGO and media reports, the company has also
attracted attention over the past years for other min-
ing projects involving inadequate labour-, human-
rights and environmental standards and accidents®.
In third place at the end of 2016 was mine operator
BHP Billiton with a score of —64. BHP was also in-
volved in, amongst others, the Rio Doce mining pro-
ject.

Sources:

4 https://www.unglobalcompact.org/what-is-gc/mission/
principles

5 e.g. https://www.amnesty.org/download/Documents/
ASA2151842016ENGLISH.PDF and http://www.
wilmar-international.com/sustainability/wp-content/
uploads/2016/06/160627_Grievance-update.pdf

6 e.g. http://www.ohchr.org/en/NewsEvents/Pages/
DisplayNews.aspx?News|D=16803&LangID=E , http://
www.dw.com/en/clearer-picture-emerging-over-
brazils-mining-disaster/a-19006554 and http:/www.
mst.org.br/2015/06/10/vale-e-condenada-a-pagar-
rusd-804-milhoes-por-acidentes-de-trabalho.htm|?0_
NewsltemLinks1Dir=Asc&s_O_Newsltems_Id=411422

In November 2016, anti-corruption organisation Trans-
parency International presented the findings of the
Global Corruption Barometer 2016". In 42 countries
throughout Europe and Asia, representative popular
opinion polls were conducted to establish public per-
ception of the level of corruption in individual areas
of society. While in Germany and Switzerland cor-
ruption is not generally seen as a central problem in
each respective country (this contrasts sharply with
Spain, where two thirds of the population see corrup-
tion as one of the three top problems), the percep-
tion was significantly more negative with respect to
business and industry. One third of the respondents
in Germany suspect that top management of all, or
most, large companies is involved in corrupt mach-
inations. Although this is only a subjective impres-
sion of the population, the results show that a series
of scandals in industry—be it the VW scandal or the
seemingly unending series of stiff fines imposed on
international commercial banks for legal and regula-
tory violations—has appreciably damaged confidence
in corporate integrity.

According to Transparency International, corruption
not only causes material damage, but also under-
mines the foundations of society. And because, apart
from the concrete perpetrators and profiteers (namely
the briber and bribee), the victim groups (e.g. taxpay-
ers and competitors) mostly remain abstract, there
is frequently no pressure to disclosure the perpetra-
tions. Accordingly, the estimated number of unkown
cases ist high.

However, evidence of corrupt practices repeatedly
comes to light. Contributing to this are statutory
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regulations, such as the Foreign Corrupt Practices
Act in the USA which, for many exposed incidents,
has served as the basis for severe fines and settle-
ment amounts. In December 2016, for example, Bra-
zilian chemicals company, Braskem, agreed on a
USD 957 million settlement after being indicted for
paying kickbacks to Brazilian oil group, Petrobas, over
a period of many years®-a scandal which sent shock-
waves through Brazil and which even rocked the cen-
tral government.

Also in December, Israeli pharmaceuticals group Teva
Pharmaceutical Industries reached a USD 519 mil-
lion settlement with the US Department of Justice:
according to the indictment, the company had bribed
government officials in Russia, Ukraine and Mexico
over a ten year period in order to boost sales and
secure regulatory approval.® In March 2016, Japanese
medical technology company, Olympus, reached a
USD 646 million settlement with the US Department
of Justice for making improper payments to medical
practitioners and clinics in the US and Latin Amer-
ica.”

The examples highlight that the Health Care sector,
amongst others, is especially susceptible to corrupt
practices. On the one hand, huge sums of money
are involved—in Germany, for example, over ten per
cent of the country’'s gross national product (GNP) is
pumped into healthcare—while, on the other hand,
the system is highly complex and opaque, which fos-
ters misuse. For these reasons, the Pharmaceuti-
cals & Biotechnology and Health Care Equipment &
Supplies sectors are again among the most contro-
versial industries in the current ranking.
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Fig. 9: Share of companies in the Top 10 industries with severe or very severe controversies in the area of Corruption;
in %; as at: 31 December 2016; source: oekom research (2017)
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Similarly to last year, the ranking is topped by two in-
dustries representative of the other major problem
area: infrastructure projects. These generally involve
huge order amounts and highly complex and pro-
tracted projects. Particularly in the oil sector, the pro-
jects are also frequently realised in developing and
emerging countries which are highly prone to corrup-
tion. oekom research identified severe controversies
at 30 per cent of the service companies in the Oil &
Gas Equipment/Services sector. The Construction
sector follows with a good 15 per cent.

The scores rose year on year for all of the Top 3 in-
dustries. “Climber” of the year is the Asset Manag-
ers & Securities Brokerages sector, after individual

Breaches of fundamental labour rights still remain
commonplace in some countries and industries. Even
if the general level of standards employed by many
capital-market companies is relatively good, condi-
tions constituting a violation of internationally agreed
minimum standards can frequently be observed, es-
pecially in the supply chains. This generally involves
health-threatening working conditions and poor work-
place safety, excessive overtime and extremely low
wages. Furthermore, instances of child labour and
‘modern-day” slavery, e.g. in the form bonded labour,
are repeatedly uncovered.

Labour rights controversies are not, however, limited
to suppliers in developing and emerging countries:
a whole string of listed mining companies, for exam-
ple, record several dozen fatal accidents each year in
their regular operations—often without any recognis-
able trend towards improving the situation.

At an international level, the International Labor Or-
ganization (ILO) is responsible for formulating and
enforcing working standards—as a part of fundamen-
tal human rights. These standards aim to ensure em-
ployees’ rights at the workplace and thereby ensure
humane employment for everyone worldwide. The
central ILO standards are the eight so-called core
conventions centring on the following topics:

banning forced and compulsory labour,

freedom of association and the right to collective
negotiation,

the right to equal opportunity and equal treatment
in employment and occupation,

minimum employment age and ban on the worst
forms of child labour.

American asset managers were recently forced into
eight-digit settlements with the US Securities And Ex-
change Commission (SEC) for unfair practices for
winning orders.

Sources:

7 https://www.transparency.org/whatwedo/
publication/7493

8 https://www.sec.gov/news/pressrelease/2016-271.html?
O_NewsltemLinks1Dir=Asc&s_0O_Newsltems_ld=6590236
9 https://www.justice.gov/opa/pr/teva-pharmaceutical-
industries-Itd-agrees-pay-more-283-million-resolve-foreign-
corrupt

10 https://www.justice.gov/opa/pr/medical-equipment-
company-will-pay-646-million-making-illegal-payments-
doctors-and-hospitals?0_NewsltemLinks1Dir=Asc&s_0_
Newsltems_Id=5391802

11 https://www.transparency.de/Gesundheitswesen.61.0.html

The ILO's international Labour Code contains core
working standards as well as numerous other rights
including conventions on minimum wages and remu-
neration rules, work and rest periods, paid holidays,
pregnancy and maternity protection, protection of
special groups of persons such as migrant and home
workers, occupational safety, dismissal protection
and social security.

The following figures show that there is considerable
potential for improvement in the situations of many
working people:

According to the ILO, over 2.3 million people are
killed worldwide through workplace accidents or
work-related illnesses each year.”

The global share of workers living, together with
their families, below the poverty line of less than
two US dollars a day is around one quarter.”

According to ILO figures from 2015 (derived from
studies for the years 2004-2008), there are 168 mil-
lion working children worldwide. Over half of them
work in jobs which are classified as hazardous."

According to ILO figures, around 21 million peo-
ple currently live in conditions in which their fun-
damental basic rights are violated in forced labour
and slavery.”®

The ILO figures are underpinned by numerous reports
which oekom research looked into in the course of its
research:

In October 2016, a BBC documentation'® brought
to light that Syrian refugees were being exploited
in factories of Turkish suppliers to European re-

tailers and textiles companies such as Inditex and
Marks & Spencer. The illegally employed persons
were being paid less than the Turkish minimum
wage and, in some cases, were forced to work with
hazardous chemicals used for bleaching jeans
without suitable protection.

In Amnesty International’'s “The Great Palm Oil
Scandal"” report, which was published in Novem-
ber 2016, the NGO documents cases of child la-
bour and other violations of labour rights on palm
oil plantations of two subsidiaries and three sup-
pliers of the Asian agriculture concern Wilmar In-
ternational in Indonesia. The foodstuffs and con-
sumer-goods manufacturers Colgate-Palmolive,
Kellogg, Nestlé and Reckitt Benckiser confirmed
that they have sourced and used significant
amounts of palm oil from Wilmar's respective re-
fineries.

At the end of June 2016, the internationally rec-
ognised NGO China Labor Watch published a re-
port’® on working conditions at Dongguan Chen-
ming Electronic Company (Chenming), a Chinese
supplier of PC and laptop casings for various com-
panies, including Asustek and Fujitsu. According
to the report, employees in the production process
had to work in excess of 15 hours a day and had
just one free day a month; regular overtime fre-
quently amounted to as much as 40 hours a week.
A penalty system was also in place which pun-
ished workers with wage reductions, e.g. for ab-
sence from, or late arrival at, work.

Over the past years, developments have arisen in the
discussion on companies' obligations regarding com-
pliance with minimum working standards—also with

Textiles & Apparel

Electronic Devices & Appliances
Metals & Mining

Automobile

Household & Personal Products
Retail

Media

Food & Beverages

59
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Construction Materials
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respect to standards at suppliers. Despite the con-
tinuing lack of an established catalogue of human
and labour rights that is globally binding for compa-
nies, the UN Special Representative for Business and
Human Rights, John Ruggie, held for the first time
a broad dialogue on human rights with all relevant
stakeholders; following its conclusion at the end of
2011, the dialogue culminated in the UN Guiding Prin-
ciples on Business and Human Rights. While these
are not legally binding, corporate responsibility—in-
cluding responsibility for indirect effects across the
entire value-creation chain—was fixed in writing.

In practice, companies' activities are primarily reg-
ulated by the underlying legal requirements of the
countries in which they operate. If compliance with
these rights is not implemented or enforced in these
countries, neither national (i.e. the country of corpo-
rate domiciliation) nor international jurisdictions pre-
scribe adequate obligations under which companies
can be prosecuted for a criminal breach of labour
laws. A number of national legal initiatives—such as
the UK Modern Slavery Act—have, however, been re-
cently passed which at least impose transparency
obligations on companies with regard to very severe
labour rights problems, thereby increasing the pres-
sure of public reputation for them.

Moreover, the question of violations of labour rights
in the supply chain is increasingly being broached.
In the course of implementing the UN Guiding Princi-
ples for Business and Human Rights through national
action plans, current discussions are broaching the
introduction of laws for establishing binding human
rights due diligence obligations for companies. At
the end of 2016, for example, a civil suit, which was
brought by victims of a factory fire in Karachi, Paki-
stan, which killed 260 people, was admitted in Ger-
many. The defendant is the German textiles discount
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Fig. 10: Share of companies in the Top 10 industries with severe or very severe controversies in the area of labour
rights; in %; as at: 31 December 2016; source: oekom research (2017)
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chain KiK as the factory’s principal. Should the court
award damages to the victims, this could be a land-
mark ruling with respect to companies’ liability for
breaches of working standards by their suppliers, and
thereby further increase the relevance of the topic for
investors.

A glance at the most controversial industries in 2016
shows a similar picture to 2015. The situation still
remains most acute in the Textiles industry, even
though the value has fallen from 25 per cent to a
approximately 20 per cent. But if moderate controver-
sies are also included, almost 40 per cent of the com-
panies are affected. The share of affected companies
has risen appreciably in the Electronics Devices &
Appliances sector which also outsources production
to low-income countries on a large scale: within the
space of a single year, the value almost doubled to
13.7 per cent. New controversies at suppliers to com-
panies such as Fujitsu and Panasonic contributed
to this development. New among the Top 10 is the
Household & Personal Products industry, primarily
due to labour rights problems at Wilmar International,
the largest supplier of palm oil. Still amongst the three

International conventions such as the United Nations’
Universal Declaration of Human Rights are gener-
ally based on a broad interpretation of human rights
which also encompasses, e.g. labour rights. oekom
research analyses this area separately to reflect the
importance of labour rights in the economy. Accord-
ing to oekom research's definition, human rights
violations thus chiefly affect the basic rights of the
individuals outside the rated companies who are det-
rimentally affected by the companies’ behaviour or
activities.

Against this background, examples of severe human-
rights controversies include:

massive physical violence, threat or intimida-
tion, as well as uncompensated expropriations or
forced resettlements to the company’s gain, either
through the company itself, its security service
provider or also through governmental bodies, as
well as the commissioning or active support of
such actions

destruction of inhabitants’ livelihoods through in-
tentional or grossly negligent environmental pollu-
tion and/or destruction
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most controversial industries—with a 12.2 per cent
share, but below last year's level —is the Metals & Min-
ing industry: work at opencast pits and underground
mines is often hazardous; also, the safety standards
in the extraction areas, which are often located in
developing and emerging countries, are not always
adequate. This results in a large number of fatal acci-
dents that afflict mining companies each year.

Sources:

12 http://www.ilo.org/global/topics/safety-and-health-at-
work/lang--en/index.htm

13 http://www.ilo.org/global/topics/economic-and-social-
development/lang--en/index.htm

14 http://www.ilo.org/global/topics/child-labour/lang—-en/
index.htm

15 http://www.ilo.org/global/topics/forced-labour/lang--en/
index.htm

16 http://www.bbc.com/news/business-
37716463?0_NewsltemLinks1Dir=Asc&0_
Newsltems1Dir=Asc&s_PublishOnPortal=1&s_
Heading=Marks+%26+Spencer+Group?0_
NewsltemLinks1Dir=Asc&s_O_Newsltems_ld=6337084

17 https://www.amnesty.org/en/documents/
asa?1/5184/2016/en/

18 http://www.chinalaborwatch.org/upfile/2016_06_20/
UNEEC%20Full%20Report.pdf

actions in which massive damage to the inhabit-
ants’ health or lives is tolerated

actions which massively flout the right to self-de-
termination, including the cultural rights, of third
parties

complicity in human rights controversies by for-
warding data or delivering critical technologies to
authoritarian regimes.

Analogously to the principles for labour rights, the UN
Guiding Principles for Business and Human Rights
also affirm companies’ explicit responsibility for all
other human rights, which also applies to the enitre
value-creation chain. According to the then UN Spe-
cial Representative for Human Rights, John Ruggie,
companies have a due diligence obligation to respect
human rights in all their activities. According to the
Guiding Principles, companies remain responsible for
preventing negative consequences for human rights,
even if they do not directly contribute to these con-
sequences themselves, but are, e.g. associated in-
directly with a human-rights violation via a business
relationship. Despite the wide range of countermeas-
ures, human rights will continue to be impaired in
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Fig. 11: Share of companies in the Top 10 industries with severe or very severe controversies in the area of human
rights; full listing of the affected industries; in %; as at: 31 December 2016; source: oekom research (2017)

practice; therefore, companies should ensure the im-
plementation of complaints mechanisms through
which problem areas can be recognised and, follow-
ing a damaging event, the affected parties can be
suitably compensated.

The topic is becoming ever-more explosive because,
in the course of globalisation, companies are—either
themselves or via suppliers—increasingly operating
in countries in which human rights are not enforced
or implemented. Against this background, problems
frequently arise in the area of land-usage conflicts:
land—and particularly land which can be used for ag-
riculture—is a limited resource that is becoming con-
tinually scarcer, e.g. due to population growth and the
concomitant loss of fertile land through land degra-
dation and climate change. Instances of conflicts re-
lated to the usage of water reserves are also rising. At
the same time, different land-usage types are in com-
petition, such as natural-resource extraction versus
use for foodstuff production. Consequently, in some
countries, especially in Africa, Asia and Latin Amer-
ica, cases repeatedly arise in which mining/oil com-
panies and investors buy up arable land on a large
scale (“landgrabbing”), evicting the indigenous pop-
ulation which traditionally works such land areas,
and depriving them of their livelihoods—often with-
out proper compensation. As an example, for some
decades now, protestors have been venting their op-
position to the Camisea gas project in Peru'. This
project, which is of prime economic importance for
the country, is currently being expanded into a region
that was created as a sanctuary for hitherto un-con-
tacted indigenous peoples in 1990. Economic activity
in this region is prohibited under high-court rulings.
But even the protest of the United Nations has been
unable to stop the expansion thus far. Among others,
Spanish oil conglomerate Repsol is one of the mem-
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bers of the operator consortium. Another example is
Indian coal company Coal India: the investigation re-
port on the violation of indigenous peoples’ human
rights, which was published by Amnesty International
India® in July 2016, comes to the conclusion that, in
the course of expanding coal-mining projects, Indian
authorities forced thousands of people to relocate
without proper compensation. Coal India, which ben-
efited economically from the forced relocations, was
aware of, and even partially assisted, the measures.
As in past years, violations can primarily be observed
in the extractive industries due to the large land areas
required. The high controversy rating of the Trading
Companies & Distributors industry results from the
fact that, in particular, several of the large Japanese
companies in this sector were involved in controver-
sial forced relocations in the course of mining activi-
ties or the creation of special economic zones in de-
veloping countries (especially in Myanmar) over the
past years.

Even if “only” around every tenth company in the most
controversial industries is encumbered by a severe
controversy, a glance at the moderate controversies
highlights that human rights violations are unequivo-
cally a structural problem in certain industries: with
this extended view, for example, the value for the Met-
als & Mining industry rises from approximately 7 per
cent to almost 25 per cent.

Sources:

19 e.g. https://www.theguardian.com/environment/andes-
to-the-amazon/2016/jun/02/pioneer-gas-latin-america-
indigenous-peoples

20 http://www.amnestyusa.org/sites/default/files/
report_final.pdf?0O_NewsltemLinks1Dir=Asc&0_
Newsltems1Dir=Asc&s_PublishOnPortal=1&s_0_
AlertStatuses_ld=7&s_0_Inboxes_ld=2?0_
NewsltemLinks1Dir=Asc&s_O_Newsltems_Id=5934334



Economic activities are generally associated either
directly or indirectly with harm to natural resources.
Problems are not only caused by often hugely exces-
sive overuse, but also by the continual and partially
irreversible pollution of the environmental media air,
water and soil—be it via air pollutants caused by fos-
sil fuel-based power generation, the contamination
of ground water by heavy metals from mining in-
dustry tailing ponds, or the degradation of soil qual-
ity through the agricultural use of fertilisers and pes-
ticides. The continued pollution of environmental
media and extensive re-designation of land areas,
e.g. for opencast mining, human settlement and traf-
fic areas, and agricultural areas is permanently di-
minishing the natural habitats of animals and plants,
the correct functioning of ecosystems and, thereby,
the provision of ecosystem services such as self-
purification, microbial degradation, pollination and
groundwater formation.

Damage is being caused on a massive scale: were
companies charged for the damage they inflict on
the environment and biodiversity on a polluter-pays
basis, the world's largest 3,000 companies would—
according the UN Environment Programme’s calcula-
tions—have to set aside over 50 per cent of their reve-
nues’. At the same time, however, companies rely on
properly functioning ecosystems and access to un-
contaminated environmental media, e.g. in the form
of clean/usable water as an operating resource or as
a raw material for their products.

Many environmental aspects are already regulated
by appropriate legislation which is often based on the
principles of “precaution” and “polluter pays”: under
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the principle of precaution, appropriate contingency
measures must be taken beforehand to prevent pos-
sible damage. The polluter-pays principle states that
the cost of eliminating and compensating for environ-
mental damage be borne by the party that caused it.
Consequently, companies can also be held liable for
damage caused. These principles do not yet, how-
ever, apply in all countries and to all economic activ-
ities.

According to oekom research’s definition, controver-
sial environmental behaviour is given in this context
in particular when: a company significantly and de-
monstrably or purportedly flouts generally-recog-
nised environmental protection norms, principles and
standards in its sphere of influence; or if, as a result
of the company’s behaviour, significant environmen-
tal damage has been directly or indirectly caused or
exacerbated. Examples of controversial environmen-
tal behaviour are projects, practices and incidents
which are operated or promoted by the company
and result in disproportionate damage to the envi-
ronment. This includes, inter alia, significant negative
consequences for the natural resources and ecosys-
tem of the area concerned, e.g. due to serious or ir-
reversible contamination of environmental media by
chemicals or the like, or harming of the basic needs
of protected and/or endangered species.

In some cases, relevant circumstances are based on
massive, one-time incidents such as the late-2015
Rio Doce damburst mentioned earlier, for which,
inter alia, BHP Billiton and Vale were responsible. In
many cases, however, it is not accidents which are
the cause but, rather, regular business activities and
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Fig. 12: Share of companies in the Top 10 industries with severe or very severe controversies in the area of the
environment; in %; as at: 31 December 2016; source: oekom research (2017)
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projects with corresponding, severe environmental
consequences that are tolerated as collateral side-
effects. These include just as much the large-scale
clearance of primary rainforests for re-designating
the land for palm oil plantations by palm oil concerns
such as Wilmar International and Golden Agri-Re-
sources and its suppliers, as they do controversial
mega-dam projects such as Belo Monte in Brazil
involving participation of companies such as Spain’s
Iberdrola and Brazil's Petrobras, or the extensive use
of high-volume fracking for extracting, e.g. shale gas
by many oil and gas companies.

Similar to human rights problems, most environmen-
tal controversies emanate as a result of the activities
and locations of the raw-materials industries. Particu-
larly the extraction and treatment of the raw materi-
als, the associated construction and expansion of the
relevant infrastructure (e.g. roads and pipelines) and
the storage and disposal of contaminated spoils and
tailings have a negative impact on flora and fauna, as
well as on the air, water and soil.

Over 40 per cent of the companies in the Qil, Gas &
Consumable Fuels sector are embroiled in such con-
troversies, as well as approximately 34 per cent in the
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Metals & Mining sector. If moderate controversies are
also included, the shares rise to 67 per cent and al-
most 50 per cent respectively. Thus, structural prob-
lems are also rife in these areas. But with many of the
world's untapped raw materials located in sensitive
ecosystems, and future demand for raw materials ex-
pected to remain high, environmental controversies
will also likely continue to afflict these industries for
years to come.

Elevated values are also observed in the Automobile
and Financials/Multi-Sector Holdings industries,
where approximately ten per cent of all companies
are affected. In the Automobile industry, this can
be ascribed to the emissions-manipulation scandal
which impacted several manufacturers. In the Finan-
cials / Multi-Sector Holdings industry, under which in-
vestment companies are also grouped, some com-
panies have stakes in organisations responsible for
controversial deforestation in south-east Asia.

Sources:

21 http://www.unepfi.org/fileadmin/documents/universal_
ownership_full.pdf



Transformation processes, in other words the devel-
opments in the fundamental economic, social and
political conditions taking place concurrently or in-
dependently in many areas, are associated with
changes, in some cases incisive in their nature. Au-
tomation, to take one example, has made many jobs
in the industrial sector redundant over the past dec-
ades. In other areas, transformation by automa-
tion, digitalisation and artificial intelligence has only
just begun: the Institut flr Arbeitsmarkt und Berufs-
forschung (Institute for Employment Research) ar-
rived at the conclusion that today only 40 per cent of
the working population in Germany subject to man-
datory social insurance have jobs in professions that
cannot or can only partly be replaced by computers
or robots®. Conversely, this means that well over half
of the people who make up the working population
are indeed at risk of being displaced from their jobs
by machines in a process referred to as substitution.
In many other areas too, in which human beings have
so far been considered irreplaceable—in particular
in jobs that require empathy or creativity or that are
otherwise characterised by especially complex and
demanding situations—automation is making ever
greater inroads, for example in the form of driverless
cars. Even if not everything that is actually feasible
is currently being implemented, structural upheav-
als due to new technologies are already foreseeable.
While so far it is the industrial production sector that

has been most affected, this transformation will also
make an ever greater impact in the services sector in
the future.

Another complex of issues that is also subject to
such profound change is that of decarbonisation—in
other words the conversion of energy systems, in par-
ticular, to carbon-free or carbon-low alternatives as a
measure to contain global warming. Far-reaching na-
tional and international commitments and the tight-
ening of the regulatory framework are setting a new
course, thus redefining the borders of companies’
room for manoeuvre.

Such processes of transformation open up oppor-
tunities for existing and new models, but also risks
when companies are not capable of adapting to new
circumstances. The following papers thematise a
range of trends that are of importance against this
background. Selected business sectors have been
taken as examples to illustrate the extent to which
companies are geared for these changes. They also
show exactly where the environmental and social
risks lie that may have an increasing impact on eco-
nomic success in the future. The focus of the per-
spective is on transformation processes that are
triggered by environmental or social challenges and
crises.

Sources:
22 http://doku.iab.de/kurzber/2015/kb2415.pdf

The SDGs in the debate on sustainable investments

Almost one-and-a-half years after the adoption of the
SDGs, a first interim conclusion can be drawn: com-
panies and investors alike are moving forward to fol-
low the appeal of the international community for
greater engagement in sustainability issues. This is
necessary since the additional two to three trillion
euros that will be required each year to achieve the
17 goals and 169 targets by the year 2030 cannot be
raised without the active support of companies and
especially the capital market. Already in 2015, 41 per
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cent of the approximately 1,000 globally active com-
panies surveyed by PwC stated that they wish to ac-
tively integrate the SDGs into their business strategy
within five years.” It remains to be seen, however,
just how these declared intentions, which in many
cases are still relatively vague in their details, will be
translated into verifiable action in the coming years.

As a potential framework for shaping sustainable
financial investments, the SDGs have also been wel-
comed surprisingly positively by the investment com-

munity. Examples for this are the commitments of
major institutional investors such as APG, PGGM,
Actiam, and Kempen to create so-called “Sustainable
Development Investments” (SDIs). In other words, a
commitment to the active investment in sustainabil-
ity solutions with a positive contribution to achieving
the SDGs.**

At the start of 2017, financial services provider UBS
pledged to offer a broad spectrum of new, SDG-
aligned impact investments. In the White Paper that
the company published on this programme, the asset

Minimise risks, seize opportunities

The UN Global Compact captures the contribution
that companies and investors can make towards
achieving the SDGs in a simple formula: “Business

1. Act responsibly

Responsible business conduct within the cur-
rent business model

Reduction of negative impacts on people and
the environment by observing minimum stand-
ards in areas such as labour and human rights,
environmental protection, and business ethics

The ensuing impulses for transformation and regu-
latory developments should be considered early on
in the process of structuring investment portfolios.
The challenge for investors here is not only to con-
sider companies’ risk-management aspects regard-
ing sector-specific sustainability challenges when
making their investment decisions. With “find op-
portunity,” the SDGs have given additional impetus
to the trend of “impact investing” that has long been
apparent in the area of sustainable investment: an
increasingly relevant aspect in the investment-deci-
sion process is the question of whether and how a
company'’s products and services directly contribute
to sustainable development. Rating and research
data that only looks at risk management and good
corporate governance would fall short of the mark in
this respect, and should be supplemented with a pre-

manager criticised a deficit of reliable information on
SDG investment requirements and opportunities as
being a central obstacle for greater engagement on
the part of the private sector.?

The extensive, complex, and in some cases mutu-
ally contradictory SDGs must be simplified, if they are
to serve as a framework concept for sustainably ori-
ented investments. Furthermore, ways must be found
by which individual companies' contributions towards
the achievement of the SDGs can be rendered meas-
urable and evaluable.

contribution to the SDGs = act responsibly + find oppor-
tunity”?” This formula also transparently sets out the
priorities of these two aspects:

2. Find opportunity

Seizing new market opportunities resulting from
the impulses provided by the SDGs

Development of innovative products and ser-
vices that directly contribute toward the achieve-
ment of the sustainability goals

cise and detailed analysis of the entire product port-
folio.

In many sectors, the sustainability quality of the prod-
ucts and services that a company offers has long
been included in the overall assessment of the oekom
Corporate Rating®. In 2016, on the basis of the SDGs,
the oekom Sustainability Solutions Assessment
was developed as a method that enables an indus-
try-overarching, uniform and systematic capture and
assessment of the sustainability contribution made
by a company's product portfolio. This serves to pro-
vide investors with a comprehensive assessment of
a company's overall sustainability performance—both
in terms of corporate governance and the company's
environmental and social performance as well as its
product and service portfolio.

Aligned with the SDGs: the product assessment methodology

As the UN SDGs primarily target national states,
not all of the goals are equally relevant for compa-
nies—especially from a product and service perspec-
tive. For this reason, oekom research defined a total
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of fifteen sustainability objectives which are closely
aligned with the SDGs and can be used to assess
companies’ product portfolios in terms of their contri-
bution towards sustainable development.



7 social objectives

and their corresponding UN SDGs

Alleviating poverty

Combating hunger and malnutrition
Ensuring health

Delivering education

Attaining gender equality

Providing basic services
Safeguarding peace

8 environmental objectives
and their corresponding

Achieving sustainable agriculture &
forestry

Conserving water

Contributing to sustainable energy use
Promoting sustainable buildings
Optimising material use

Mitigating climate change

Preserving marine ecosystems
Preserving terrestrial ecosystems

Fig. 13: The 15 objectives of the oekom Sustainability Solutions Assessment.

For each individual objective, a qualitative analysis is
conducted to determine whether a product or service
category makes a significant or limited net positive
impact on attaining the objectives (“contribution”);
whether it has neither an explicitly positive nor an ex-
plicitly negative impact due to overlaying factors or

limited net
obstruction

significant
obstruction

no net impact

factors dependent on other parameters (‘no net im-
pact”); or whether it even acts as a moderate or sig-
nificant obstacle to attaining the objective (“obstruc-
tion"). Finally, the ratio of each thus-classified product
and service category to the company'’s total revenues
is stated.

limited net
contribution

significa
contributi

Fig. 14: The five categories of the oekom Sustainability Solutions Assessment.

The ensuing dataset, yielding 75 data points per
company, allows for the assessment of a compa-
ny’'s entire portfolio based on the revenue shares
achieved with relevant products and services relative
to the individual objectives; in this way, it is possible
to take into account the different effects of individ-

Selected results:

ual products on the various conservation assets. It is
also possible to illustrate whether and how positive
effects of one product group are offset by the nega-
tive effects of another group, possibly even in relation
to another objective.

How do companies contribute to the objective “Ensuring health”?

First results of the SDG-related product assessment
are now available for the constituent companies of
the Stoxx Europe 600 index (as at January 2017).
The following describes and analyses a selection of
results for these 600 companies in 17 European coun-
tries®, with a special focus on the objective “Ensur-
ing health”. This is one of the seven social objectives
defined by oekom research with respect to the prod-
uct and service portfolios offered by companies (ori-
entated towards SDG 3 — Good Health and Well-Be-
ing). Based on the World Health Organization’s (WHO)
official definition of health®, this is interpreted as the
endeavour to provide all people with the best possi-
ble cure for disease and affliction, and to ensure they
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achieve and maintain a state of full physical, mental,
and social wellbeing.

Defined as making a significant contribution in this
regard are products and services for the treatment
of serious diseases, for ensuring survival, and for the
integration of severely disabled people into every-
day life (for example, products defined in the WHO
list as indispensible drugs, clinics, or medical devices
for dialysis machines). Less distinct but, on balance,
still positive (limited net contribution) is the contribu-
tion made by e.g. non-prescription drugs, protective
equipment, healthy food products, condoms, or oral
hygiene. Many products and services have no direct,
clearly positive or negative impact on health aspects

(no net impact) and are thus considered neutral (inter
alia entertainment media, clothing, computers, or for-
estry products). Some products, however, also have
demonstrably negative direct effects on human
health. In some cases—for instance unhealthy food
products, alcohol, or gambling—the impact is less
pronounced (limited net obstruction) or depends sig-
nificantly on the way in which they are used. Other
products, e.g. tobacco products or weapons, have a
much more direct, and frequently lethal, effect (signif-
icant obstruction).

Slightly over half (324) of the analysed Stoxx Europe
600 companies had at least single products or ser-
vices with a direct relation to health aspects (positive
or negative) in their portfolio. 216 companies offer
products with a strongly, or at least moderately, net
positive impact on health, while a total of 184 compa-
nies also market products with a slightly to strongly
negative net impact on health. 76 companies have
both positive and negative products on offer, thus ex-
hibiting a portfolio that is mixed from a health per-
spective.

It can be concluded, however, that the share of reve-
nues generated by relevant products and services is
frequently very low.” 100 of the 324 companies with
health-relevant products (approx. 31%) generate an
estimated 1 per cent or less of their sales with prod-
ucts of this kind. In many cases, these are companies
which tend to have relatively heterogeneous product
portfolios.

+ contribution

Examples are:

Banks and financial services providers offering
special financing products for the healthcare sec-
tor as niche products or, in the negative spectrum,
financial services for the military industry

Machinery companies whose broadly diversified
product ranges also include e.g. fire-alarm sys-
tems or catalytic converters

Telecommunication companies with mHealth (mo-
bile health) services or, in the negative spectrum,
gambling services.

It is estimated that only 155 companies (approx.
25 per cent of all the surveyed index constituent com-
panies) generate 5 per cent or more of their revenue
with relevant products or services. There are, how-
ever, 114 companies (approx. 19 per cent) generating
20 per cent or more of their revenues with relevant
products or services.

As is to be expected, the positive spectrum is occu-
pied by industries such as pharmaceuticals, health-
care equipment manufacturers, and healthcare fa-
cility operators. Somewhat-more-diverse portfolios
from a health perspective are offered particularly by
companies in the food and beverages industry (cf.
Section 3.6.) and wholesalers and retailers distribut-
ing relevant products such as alcohol, tobacco prod-
ucts, food products and pharmaceutical products on
a large scale. The tobacco and defense industries

— obstruction

social objectives

environmental objectives

significant ¢ ensuring health:

1% medical device components (est.)
- e ensuring health:
limited 66% emission control technologies,

pharmaceutical ingredients (est.)
significant

e contributing to sustainable energy use:

o 4% specialised parts for electric cars (est.)
limited

¢ mitigating climate change:

4% specialised parts for electric cars (est.)

« contributing to sustainable energy use:
2% oil service provider (est.)

¢ mitigating climate change:
2% oil service provider (est.)

Fig. 15: oekom Sustainability Solutions Assessment for Johnson Matthey
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stand out prominently for the especially large share
of revenue generated by health-damaging products.

Only 13 per cent of the surveyed companies gener-
ate more than half of their overall revenues with
health-relevant products and services (n =78). These
are almost exclusively found in the above-mentioned
industries. However, there are a number of “out of the
ordinary” players, such as automotive supplier John-
son Matthey—a company that generates two thirds of
its revenue with emission-control technologies, phar-
maceutical ingredients and components for medical
devices. Another example is construction-materials
manufacturer Geberit with an estimated 90 per cent
of its business generated with sanitary products with

Summary and outlook

Over the next few years, the SDGs will continue to
assert their role as a conceptual framework for sus-
tainable corporate governance and investment de-
cisions, as is indicated by the endeavours currently
being undertaken on a broad basis to render meas-
urable economic stakeholders’ contributions towards
achieving the set goals ***

From oekom research’s perspective, a comprehen-
sive assessment of companies’ sustainability perfor-
mance always includes both risk management and
corporate governance aspects, as well as the im-
pact of their products and services on sustainability.
As clearly shown in Sections 3.1. to 3.6., even com-
panies that have implemented appropriate risk man-
agement structures can come under pressure from
transformation processes if their product portfolios
fail to keep pace.

The oekom Sustainability Solutions Assessment's
comprehensive, SDG-related product analysis will
therefore continue to be rolled out in the course of
2017. Its successive integration into the oekom Cor-
porate Rating will also be supplemented by an as-
sessment of the companies’ pursued transformation
strategies: how do these strategies tackle the impact
their products and services have on sustainability?
Will the portfolio change over the coming years? Have
the companies set themselves e.g. measurable tar-
gets for boosting sales with sustainable products? Do
any concrete plans exist for reducing or even phasing
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a limited net positive impact. An example of high rev-
enue shares at the negative end of the scale is the
William Hill tourism group, almost all of whose prod-
uct range (approx. 95 per cent) comprises forms of
gambling with a particularly high potential for addic-
tion.

Among the 20 companies (3.33 per cent) which gen-
erate 100 per cent of their revenues with relevant
products are pharmaceutical companies and suppli-
ers of healthcare equipment, as well as the operators
of healthcare facilities, at the one end of the scale,
and, at the other end of the scale, manufacturers
whose portfolios consist entirely of alcoholic bever-
ages or tobacco products.

out products that are not sustainable? The compa-
nies’ answers to these questions will be examined in
the next CR Review.

Responsible analysts at oekom research:
Lisa Breitenbruch, Senior Analyst, and
Anne Meldau, Senior Analyst

Sources:
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24 https://www.ipe.com/news/esg/major-european-
pension-investors-commit-to-un-development-
goals/10015051.fullarticle
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Underlying conditions in the battle against climate change

According to the Intergovernmental Panel on Climate
Change (IPCC), the global emission of greenhouse
gases (GHG) will cause a rise in average temperature
of more than 4° Celsius if allowed to continue to grow
unabated at the current rate. The consequences of
such a scenario would be devastating, resulting, for
example, in sea levels rising by as much as one meter,
or the flooding of entire island states and low-ly-
ing coastal regions. Furthermore, the effects of cli-
mate change that can already be observed today—
for example diminishing biodiversity levels and the
rising frequency of extreme weather events with all
its associated consequences—will intensify even fur-
ther. Furthermore, various studies conclude that, if
allowed to continue unabated, climate change will
result in horrendous economic costs in virtually
every industry and country. According to the Ger-
man Institute for Economic Research (Deutsches
Institut fir Wirtschaftsforschung, DIW), the cost of
climate change in Germany alone could amount to
EUR 800 billion by 2050%, unless effective counter-
measures are taken.

At the 2015 UN Climate Change Conference in Paris,
the international community—confronted by these
enormous risks and challenges—passed for the very
first time an international resolution defining a tar-
get to contain the global rise in temperature to a
maximum of 2° Celsius by the year 2100, also striv-
ing for an even tighter limitation to 1.5° Celsius. The
unexpectedly swift passage of the Paris Climate
Agreement in November 2016 was celebrated as a
central milestone towards a fundamental transition
to a low-carbon global economy. The Agreement's

fundamental premise is: the later the turnaround in
worldwide GHG emissions succeeds, the more inten-
sive the reduction in global GHG emissions will have
to be. The renowned think-tank, Carbon Tracker, quan-
tifies the problem as follows: the global community
has an overall carbon budget of 886 gigatonnes of
CO, for the period 2000 thru 2050 in order to achieve
the 2° Celsius target. Of this total, 321 gigatonnes
were already emitted between 2000 and 2011, leaving
a net budget of just 565 gigatonnes of CO, that may
be emitted in the time remaining until 2050%.
Against this scenario’s background, initial indica-
tions of a positive development begin to appear in
some areas. There is, for example, a growing trend
towards pricing GHG emissions, both in the form
of emissions-trading systems as well as by levying
appropriate taxes. So far, 40 national and 24 sub-
national instruments for GHG taxation have been
established or are being planned worldwide (as at:
October 2016). In 2016, these initiatives covered
approximately 13 per cent of global GHG emissions
in total, a proportion which has risen three-fold over
the past ten years. If China succeeds in implement-
ing its announced emissions-trading system in 2017,
it is estimated that this share will rise further to 20 to
25 per cent. In addition, for 2017, an emissions-trad-
ing system is also being planned for Ontario, as are
CO, taxes in Alberta, Chile, and South Africa®. It is
anticipated that the Paris Climate Agreement will
give further impetus to the inception of such initia-
tives, exerting yet more pressure on companies in all
industries to follow suit.

Challenges of decarbonisation: inadequate strategies

For some time now, institutional and private inves-
tors have been noticeably withdrawing significant
amounts of capital from fossil fuels. Various initia-
tives—such as the PRI Montreal Pledge, the Portfo-
lio Decarbonisation Coalition, and the Global Investor
Statement on Climate Change—have given a strong
boost to the divestment and decarbonisation move-
ment (cf. Section 3.5.). In addition, the International
Standards Organisation (ISO) is planning to develop
an internationally certified standard for climate per-
formance, particularly targeting investors and politi-

33

cal decision-makers. In view of these developments,
one troubling aspect is the extent to which many eco-
nomic stakeholders continue to underestimate the ur-
gency of decarbonisation and the risk which climate
change poses. Particularly problematic are the many
imponderables accompanying the issue of climate
change (e.g. regarding the exact timing and the se-
verity of future impacts on the environment, or the
exact extent of the financial costs involved) which
continue to paralyse many companies. Moreover, en-
trepreneurial decision-making processes—in many



cases with very short-term horizons—also contrib-
ute to a false assumption: that the impact of climate
change will only manifest itself in the distant future
and that, consequently, it can be neglected for the

moment®. In doing so, companies should above all
consider that, while the battle against climate change
indeed comes at a price, inaction today will lead to
much higher costs in the future®.

Are companies setting themselves the right goals?

The decarbonisation of the global economy and, si-
multaneously, the fundamental transformation of
global energy supplies are already in full swing. Many
industries, in particular the coal, oil and gas industries
(cf. Section 3.5.), are particularly affected by these
upheavals, forcing them to implement comprehensive
transformation processes to address ever-increasing
risks and future developments. One fundamentally
positive aspect of this development is that approxi-
mately 5,800 companies now regularly report on their
climate-protection strategies, GHG emissions and en-
ergy consumption to the CDP. These companies al-
ready represent 60 per cent of the global market cap-
italisation (as at: October 2016).

Nevertheless, it must be borne in mind that such en-
deavours to ensure transparency can only be regard-
ed as a first step on the path to adequately managing
carbon-related risks. Meanwhile, growing numbers of
companies are also using internal carbon prices to
factor in current and future climate-protection regu-
lations, and to align both their decision-making pro-
cesses and their investment plans with the ensuing
risks. These carbon prices must, however, be appro-
priately and realistically calculated and should not
be too low. Another new development since the en-
dorsement of the Paris Climate Agreement are “sci-
ence-based targets” (see infobox) that are set by
companies themselves. As of the end of January
2017, a total of 208 companies—including prominent
multinationals such as the Kellogg Company, Pepsi-
Co, Pfizer, Procter & Gamble, and Sony*’—had publicly
pledged to set their emissions-reduction goals based
on of scientific evidence.

Among the key risk factors from both a corporate and
investor perspective are the regulatory constraints
imposed by climate-protection policy, technological
progress and advances in the area of renewable en-
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Science-based targets

Joint initiative of CDP, UN Global Compact,
WRI, and WWF

Corporate emissions-reduction goals ori-
entated towards the 2° Celsius target of the
Paris Climate Agreement

Goals not developed arbitrarily, but based on
scientific evidence

The Sectoral Decarbonisation Approach (SDA)
offers companies an industry-specific ap-
proach for calculating their goals, taking into
account industry-specific differences in reduc-
tion potential and costs

ergies, and the problem of “stranded assets”. The lat-
ter can involve either past corporate investments in
natural resources that may no longer be exploited
due to revised regulatory guidelines, or technolo-
gies (e.g. fracking) which have been banned in some
countries and may be banned in further jurisdictions
in the future. Consequently, portfolio alignment with
climate protection is increasingly becoming a fiduci-
ary duty for investors, since changes in market condi-
tions arising from the ever-increasing awareness of
climate risks can, both in the short, as well as in the
medium and long term, jeopardise yields and signif-
icantly erode the value of their portfolios. Examples
of this are the interim drop in coal prices and the
bankruptcy of formerly prominent coal companies
(Peabody, Alpha Natural Resources, Arch Coal) over
the past years, as well Exxon's late-2016 announce-
ment to write down 20 per cent of its oil reserves as
‘stranded assets".

Assessing climate performance: only an overarching picture is meaningful

Companies often overlook two central aspects when
accounting for, and taking the most effective mitiga-
tion measures with regard to climate risks. In many
cases, inappropriate or inadequate criteria and sys-
tem boundaries are chosen. This can manifest itself,
e.g. in a limitation to Scope 1 and Scope 2 emissions
which reflect a company’s direct carbon footprint
(including its electric power consumption). Indirect
Scope 3 emissions and the associated risks arising
along the entire value-creation chain—which also fall
within the company'’s responsibility—are, by contrast,
essentially neglected. Emissions in the upstream ex-
traction and processing of raw materials, along the
supply chain, in transportation and distribution and,
finally, in the usage and disposal of the products can,
however, constitute as much as 90 per cent of the
actual carbon footprint, depending on the business
model and the position in the value-creation chain.

A second shortcoming in many corporate and port-
folio analyses is that their perspectives are reduced
to the status quo and that they interpret only isolated
performance indicators. The current direct carbon

footprint and revenue data alone are insufficient for
drawing meaningful conclusions about a company’s
risk exposure and its future viability. Rather, it is criti-
cal to understand the company'’s context and perfor-
mance development, and to integrate these into the
investment strategy. In doing so, one question which
can be asked is: is a company developing positively
from a particularly negative starting point, or is it
stagnating at a certain level? Other key factors might
be: whether low or falling emission levels are mislead-
ing because they are primarily attributable to divest-
ments of critical company units; or if targets or cal-
culated savings are based on a “business as usual”
scenario and do not lead to actual emission reduc-
tions. For the rating, it is therefore vital to factor into
the equation the course of the corporate strategy and
the emissions history. In addition, quantitative, histor-
ical indicators must be combined with qualitative in-
dicators (e.g. corporate policies, objectives, measures
etc.) to prepare meaningfully predictive analyses for
the future.

oekom research'’s approach to rating climate performance

oekom research takes a holistic approach in its rat-
ings, while simultaneously regarding the aforemen-
tioned pitfalls of capturing and minimising corporate
climate risks.

The oekom Corporate Rating assesses a compa-
ny’'s performance in tackling its industry- and compa-
ny-relevant carbon risks and impacts along the entire
value-creation chain. This assessment is based on an
analysis of well over 100 cross-industry and indus-
try-specific, qualitative and quantitative indicators.
The Carbon Risk Rating is based on these data and,

depending on the companies' respective industry and
activities, assigns additional information on their cli-
mate risk exposure, thereby providing a precise and
reliable rating of their overall climate-related perfor-
mances. The Carbon Risk Rating, which returns a
value on a scale from 0 (very bad) to 100 (very good),
expresses how successfully a company tackles
industry-specific climate risks, both in its production
activities, as well as along its supply chain and in its
product portfolio.

Overview of the current climate performance

The GLCU surveyed in this analysis reveals an aver-
age Carbon Risk Rating of 28.06. The overall distribu-
tion of this value is shown in Fig. 16.

It should be noted, however, that there are considera-
ble differences in climate performance depending on
the industry concerned. This is illustrated by a few ex-
amples in Fig. 17.

At an industry level, great differentiations between
companies in e.g. in the Utilities sector (comprising
electricity generation, gas supply, operation of power
grids, water and waste services) are evident, with Car-
bon Risk Ratings ranging from 1to 83. The industry’s
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overall average is relatively high at 36.5 and can be
broken down as shown in Fig. 18.

There are manifold reasons for such a wide spread
in the Utilities sector: on the one hand, this sector is
more immediately and directly exposed to climate
risks than many others. On the other hand, compa-
nies in this industry are their own masters when it
comes to minimising this risk exposure, especially in
the choice of energy sources used for electricity and
heat generation. Also, various regulatory constraints
on the industry require many companies to achieve
a certain "minimum performance”; this explains the
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relatively high share of companies with a rating of
20 or higher. And finally, some companies' very pro-
nounced focus on renewable energies also boosts
the average value to a certain degree.

Positive examples include Meridian Energy (score: 79)
and Iberdrola (score: 72). Meridian Energy is a New
Zealand-based power producer that concentrates ex-
clusively on renewable energy sources (hydropower
and wind). Another characteristic of this company is
its future-orientated strategy, manifesting itself, e.g.
in its plans to further reduce its GHG emissions, de-
spite its already low-carbon business model. Span-
ish energy supplier Iberdrola also offers compara-
bly low-carbon power generation due to a relatively
high share of renewable energies and nuclear power.
This company, too, has the self-set goal of further
reducing its emissions. In addition to this, Iberdrola
continues to significantly invest in renewable energy

Summary and outlook

The underlying conditions for the battle against cli-
mate change vary—in part, considerably—from in-
dustry to industry and country to country. For compa-
nies and investors, however, it is essential to consider
climate risks along the entire value chain—from the
sourcing, processing and use of raw materials, to the
use and end-of-life phase of products. Given the Car-
bon Risk Rating for the partly described utilities sec-
tor, but also regarding all other industries, it can be
concluded that significant efforts are still needed to
achieve global climate goals. Nontheless, the first
winners and losers are already beginning to emerge
in the current transformation processes. Particularly
the utilities sector, for example, can make a signifi-
cant contribution to climate protection by switching
to renewable energy sources, operating highly-effi-
cient plants, and avoiding CO,, natural gas and meth-
ane emissions.

Principally, the following applies: a solely retrospec-
tive view of the direct carbon footprint is insufficient
for companies and investors. Meaningful risk and
performance assessments, serving as the basis of
comprehensive corporate and investment strategies
require, rigorous risk analyses covering the entire val-
ue-creation chain, and future-orientated goals and
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sources, and is also involved in research into technol-
ogies such as the use of marine energy. The compa-
nies at the bottom end of the spectrum are frequently
exposed to considerable climate risks—to which they
to some extent contribute themselves—such as ad-
hering to coal as their main energy source, inade-
quate investments in renewable energies, a lack of
GHG reduction goals, inefficient plant operations and
unsound infrastructure (e.g. risk of leakages).

The Carbon Risk Rating also exposes significant dif-
ferentiations at an international level. While compa-
nies in France (42.5) and Germany (39.2) score rel-
atively high on average, companies in the USA,
Australia and Canada score less than 25. This is due
to various factors such as underlying country-spe-
cific conditions including the local energy and indus-
try mix, or environmental legislation.

strategies that further the necessary transition to a
low-carbon global economy. At the same time, inves-
tor alignment with climate protection and the associ-
ated developments will become essential if they are
to avoid substantial falls in their portfolio values, in
the short, as well as in the medium and long term.

Responsible analyst at oekom research:
Kristina Ruter, Head of Research
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Fundamental principles of a green economy

The central concept of a green economy is to reshape
economic processes in such a way that they are in
harmony with underlying environmental conditions
and social needs. To this extent, a green economy
can also be viewed as one of the catalysts of a gen-
eral transformation process. According to a UN Envi-
ronment Programme (UNEP) report published in 2011
that brought this term to the centre of attention, the
green economy is the private sector's contribution

What is Cleantech?

While the concept of a green economy can be
interpreted as a guiding principle as to how to
transform the economy in harmony with fun-
damental environmental conditions and social
needs, so-called CleanTech solutions are con-
crete instruments for realising a green economy.
In 2014, the German Federal Ministry of the En-
vironment estimated the global market volumes
of six leading markets in the growing CleanTech
sector*? as follows:

Energy efficiency: EUR 825 billion

Sustainable water-resource  management:
EUR 505 billion

Environmentally-friendly generation, storage
and distribution of energies: EUR 422 billion

Raw-material and material efficiency: EUR 367
billion

Sustainable mobility: EUR 315 billion
Recycling: EUR 102 billion

towards achieving sustainable development”. A key
element of a green economy is the development of
new, environmentally friendly products and solutions
(such as renewable energies) which enable economic
activities to be better harmonised with the environ-
ment. Other solutions address further improving the
energy- and resource-efficiency of production pro-
cesses.

UNEP advocates that all endeavours towards achiev-
ing a green economy must attach topmost priority
to combating global poverty for it to truly make the
decisive contribution towards sustainable develop-
ment. One of the key aspects which UNEP expressly
emphasises is that environmental protection and
economic growth are not necessarily mutually exclu-
sive, and that, accordingly, environmental transforma-
tion of the economy is not a “luxury” only affordable
for rich countries.

This perspective has, however, been somewhat ne-
glected in many areas in which there is a pure focus
on achieving technical solutions to urgent environ-
mental problems. In some cases, this has resulted
in conflicts of goals between so-called “CleanTech”
solutions and other dimensions of sustainable devel-
opment.

As sustainability goals cannot always be pursued
without negative collateral effects on other parties,
such goals may oppose the objective of compre-
hensive sustainable development; consequently, the
oekom Corporate Rating takes a differentiated stance
when evaluating even apparently positive technolo-
gies and projects. Several examples are introduced
below.

Hydropower and wind energy: even renewable energies harbour sustainability risks

The conflicting goals of renewable energies’ positive
impact on the climate and their impact on other sus-
tainability dimensions can be illustrated by the ex-
ample of hydropower and wind-energy projects.

With a net contribution of 891 TWh, the illustration
clearly highlights the central role played by hydro-
power among the renewable energies. According to
Bundesverband Deutscher Wasserkraftwerke (Fed-
eral Association of German Hydroelectric Power
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Plants), around 15,000 TWh of hydropower reserves
remain untapped worldwide, especially in Asia,
Africa and South America—i.e. over fifteen times this
amount.”® These resources would suffice to cover
the world's entire demand for electricity, illustrating
the massive potential for intensifying the use of this
energy source. The use of hydropower for electricity
generation is generally recognised as an important
contributor to reducing carbon emissions.

Global electricity generation
23,536.5 TWh

of which: renewable energy
5,370 TWh

Biomass
1.8%

Solar
photovoltaic
0.9%
Geothermal
energy,
CSP and marine
0.4%

Hydropower
16.6 %

Fig. 19: Share of renewable energies in the global production of electricity in 2014. Source: www.et-energie-online.
de and World Energy Council, REN 21, IHA, BP Statistical Review of World Energy June 2015

Moreover, hydropower is already being used to gene-
rate virtually all, or a large share, of electricity in some
of the world's poorest countries such as the Congo,
Ethiopia, Zambia, and Sudan, emphasising the impor-
tance of this form of energy for a country’s develop-
ment.*

The conflicting goals associated with further de-
veloping these green technologies are both of an
environmental and a social nature. The negative
consequences for the environment to be caused, in
particular, by large dams, include changes to entire
water-catchment areas (often with unpredictable con-
sequences), the loss of biodiversity, and declining fish
populations. These consequences are further exacer-
bated by cumulative effects when a river is econom-
ically exploited by several dams along its course®.
In addition, studies in recent years have shown that,
if the reservoir area of a dam is not properly cleared
and freed of organic material prior to flooding, as
prescribed by best practices, the decomposition of
this matter can release substantial amounts of the
climate-hazardous gas methane, later on. The net im-
pact of hydropower on the climate can thus be far
more negative than originally assumed.

At a social level, hydroelectric dams create a poten-
tial for conflict between neighbouring states if, due to
such projects, another country's water supplies can
no longer be sufficiently guaranteed*®. Furthermore,
the realisation of hydroelectric projects—especially
in developing and emerging economies—frequently
involves the controversial resettlement of residents
without appropriate compensation or consultation.
There have also been reports of intimidation of, vio-
lence against, and even the murder of opponents of
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such projects—for example in Honduras, where in
2016, human-rights and environmental activist Berta
Cacéres and a number of her supporters were mur-
dered in connection with protests against a hydro-
power project. Such controversies play an important
role in the oekom rating, and can lead to downgrad-
ings in the areas of human rights and environmental
practices.

Special industry-specific parameters are used to
measure a company'’s success in managing the so-
cial and environmental risks associated with hydro-
power projects. oekom research expects, for exam-
ple, that energy companies implement human rights
due diligence procedures and suitable measures to
ensure environmentally friendly design and operation
of their hydroelectric power plants. For financiers,
the application of specific ESG guidelines for hydro-
power financing is expected on top of general envi-
ronmental and social lending appraisals. ESG topics
to be included in environmental and social risk and
impact assessments and related mitigation meas-
ures include among others the protection of ecosys-
tems and the respect of the rights and livelihoods of
local populations.

Compared with the potential negative consequences
of hydropower dams described above, the social and
environmental risks posed by wind farms are rela-
tively low. Nevertheless, large-scale wind farms in-
herently involve large-scale land usage. Especially in
high-risk regions, this can lead to land conflicts, par-
ticularly when the projects are realised on indigenous
territory or in so-called “disputed territories” without
consultation, or against the will of the local popula-
tion, and when the local population has no direct ben-



efit from the wind farms (e.g. in the form of a bet-
ter power infrastructure, employment etc.). The most
recent examples of such conflicts to become known
are the Western Sahara®, a region occupied by Mo-
rocco 1975 in contravention of international law; and
Kenya, where a wind farm has been erected on indige-

nous rangelands without proper consultation or com-
pensation of the local population.* Both cases have
resulted in a moderate downgrading of the involved
companies in the oekom Corporate Rating in the area
of human rights (Siemens, in the case of the Western
Sahara, and Vestas Wind Systems in Kenya).

Profit from loss-making: the two faces of palm oil

Another problematic topic in the area of renewable
energies is biofuels, with palm oil serving as a prime
example. Here, conflicting goals arise primarily from
opposing environmental objectives, such as decar-
bonisation, on the one hand, and reducing land usage
and protecting biodiversity, on the other. Palm oil is
produced from the oil palm and used mainly in food

production and the manufacturing of cosmetic prod-
ucts. In recent years, however, the use of palm oil
has increased enormously for the production of bio-
diesel. In the EU, for example, the quantity of palm oil
used as an additive to biofuels increased seven-fold
between 2010 and 2014, from 456,000 to 3.2 million
tonnes.”
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Fig. 20: Comparison of global oil yields of selected plants (WWF, 2016: 6)

From a climate-protection perspective, doubts re-
garding the use of this additive have grown strongly
in recent years, mainly out of concern for the clear-
ance of new plantation areas in Asia. The oil palm
originates from the rainforests of western Africa, and
since the start of the 20th century has been culti-
vated on plantations in South America and Asia. Be-
cause the per-hectare yield of the oil palm is so much
higher than that of other essential crop plants® (see
Fig. 20), agricultural land usage would be dispropor-
tionately higher, were plants other than the oil palm
to be cultivated. The central problem is that the oil
palm thrives best in those regions which essentially
are natural growing areas of tropical rainforests.
Particularly in Indonesia, local rainforests have been
subject to slash-and-burn clearance and peat-swamp
forests drained to make space for oil palms in recent
years. According to the Global Fire Emissions Data-
base, the amount of CO, emitted each day by fires in
Indonesia in the last quarter of 2015 alone was equiv-
alent to that of the entire US over the same period.
Over half of these fires were peat fires.”
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While the EU Renewable Energy Directive requires
palm oil cultivated as a biofuel additive to be certi-
fied (see Side Note), the increased use of palm oil as
a biofuel has resulted in an increase in absolute de-
mand, thereby indirectly promoting further land clear-
ance. Accordingly, it is doubtful whether the target of
reducing carbon emissions—which is, after all, the
general goal of the Renewable Energy Directive—can
be achieved at all, or if rather the exact opposite is
the case.

Besides the negative consequences of the current
palm oil production processes for the climate, the
clearance of rainforests to make way for palm oil
plantations is also resulting in a massive obliteration
of biodiversity and the displacement of indigenous
peoples. Moreover, Amnesty International also re-
ported on the use of child and forced labour on palm
oil plantations® in an article published last November.
This is just the most recent of many examples high-
lighting repeated violation of basic human rights in
the production of palm oil.

Side note: Certification of palm oil

Only a very small percentage of the palm oil pro-
duction is certified according to conventional
standards of organic agriculture or the Fair Trade
label. The most common form of palm oil certifi-
cation is issued by the “Roundtable on Sustaina-
ble Palm Oil" (RSPO). This roundtable was founded
as a multi-stakeholder initiative in 2003 under the
patronage of the WWF, the requirements including
both environmental as well as social criteria. Com-
panies active along the entire palm oil value chain
can become RSPO members, applying for certifica-
tion of their products and production processes for
compliance with these criteria. oekom research's

rating practice has, however, established that many
member companies have been embroiled in contro-
versies, both of an environmental and a social na-
ture. oekom research nevertheless rates compa-
nies positively in the industries concerned (Food &
Beverages, Household & Consumer Goods, Retail,
and Oil, Gas & Consumable Fuels) if they can pres-
ent policies corroborating the sourcing of certified
palm oil only. Besides rating a company's corporate
policy, the oekom Corporate Rating also assesses
the share of certified palm oil that a company uses,
as well as the rigour of the certification standard
applied.

Photovoltaic modules and insulation materials: only good when they are in use

The above examples show to some degree the com-
plexity of assessing green technologies. This com-
plexity can also be seen in the life-cycle assessment
of other important motors of a green economy, such
as photovoltaic modules and insulation materials.

Both technologies play their respective part in a cli-
mate-friendly energy revolution: photovoltaic mod-
ules produce “clean energy”, while insulation materi-
als reduce heating-energy requirements in buildings.
Life-cycle analyses have shown that both these
technologies have a net positive energy footprint®™.
Over their lifespan, photovoltaic modules produce
approximately ten to twenty times as much energy
as that required for their manufacture. Numerous
studies also show that, in the course of their useful
life, insulation materials—regardless of type—save
many times the amount of energy needed to manu-
facture them. Nevertheless, given the constant rise
in installed photovoltaic capacity and volume of in-
sulation materials used in buildings, the question re-
mains as to how to deal with the materials—many
of which are harmful to human health and the en-
vironment—at the end of their useful life. While es-
sentially comprising non-critical materials such as
glass and aluminium depending on their design, ap-
proximately 2—4% of the materials used in photovol-
taic modules can be classified as hazardous waste,
posing associated problems when recycling them.*
In the case of insulation materials, natural fibres and
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stone wool can generally be recycled when a build-
ing is demolished or dismantled, while expanded pol-
ystyrene-based composite insulation systems are far
more difficult to separate and recycle. The treatment
of many of these plastic-based insulation materials
with flame retardants is a further aggravating factor.
Consequently, in assessing the performance of com-
panies in this sector, the oekom Corporate Rating not
only considers the products’ underlying, positive con-
tribution towards achieving the global sustainability
goals, but also the need to consider life-cycle analy-
ses and recyclability of the materials in the product
development stage.

Rockwool International and SunPower stand out as
positive examples here: Rockwool International is a
supplier specialising in insulation materials based on
stone wool, which is comparatively innocuous from
an environmental perspective. Moreover, the com-
pany has installed comprehensive measures to take
back and recycle used materials. In the photovol-
taic sector, SunPower, for example, has taken spe-
cial measures to mitigate the environmental impact
caused in connection with module disposal: the com-
pany offers options for collecting, recovering and re-
cycling its products worldwide. Some of its product
series also have “cradle-to-cradle” certification, ideally
allowing the materials to be reprocessed in a closed
technical cycle.



Summary:

The presented examples show that not even a green
economy is an absolute guarantor for sustainable de-
velopment, and that CleanTech solutions can also
have a negative impact—both from an environmen-
tal and a social perspective. The ways in which these
technologies are used and their net environmental
and social impact must be precisely analysed. Nev-
ertheless, the green economy plays an indispensa-
ble role as a catalyst and accelerator for sustainable
development in general, and a support and motor for
the transformation process.

Responsible analysts at oekom research:

Francois Barbé, Senior Analyst; Constanze Boulanger,
Senior Analyst; Malte Kolb, Senior Analyst;

Alexander Weigand, Senior Analyst
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Future challenges of the Automobile industry

The Automobile industry is one of the industries gen-
erating the highest sales and is one of the largest
employers in countries such as Germany, Japan, the
USA and South Korea: over 90 million vehicles are
manufactured each year, with over 12 million peo-
ple in Europe alone working either directly or indi-
rectly in this industry. The industry is also an innova-
tion leader: in Europe it invests over EUR 40 billion a
year in research and development, substantially more
than any other industry®™. In doing so, the core of the
product—the internal combustion engine—has prin-
cipally remained unaltered for decades. Due to the
harmful emissions produced from combusting fos-
sil fuels, environmentalists have been criticising the
industry vociferously for a long time now. While it is

true that all of the market's key manufacturers have
been working on alternative, non-fossil-fuel-based
drive systems for many years, the niche existence
that these technologies continue to enjoy at most of
them evinces the industry’s decade-long lack of com-
mitment to change.

Practically all of the large carmakers are facing a se-
rious problem: the underlying conditions seem to be
changing so massively in such a short period of time
that the old product strategies no longer work. The
transition from the internal combustion engine to
electromobility is a central factor here. The following
article thus explores how carmakers are equipped to
face the transformational challenge lying ahead

Renunciation of fossil fuels: priority for environmental protection, health and safety

The discussion on climate change, which was inten-
sified by the Paris Climate Agreement, has revealed
broad consensus on the need to decarbonise the
economy. In doing so, criticism has centred on fos-
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sil fuels. At the same time, ever-more cities world-
wide are facing a serious smog problem caused by
factors such as traffic emissions. The nitrogen ox-
ides and fine dust released by combustion cause

Side note: demands on mobility

The challenges of the Automobile industry lie not
only in developing alternatives to the combustion
engine: the fundamental demands which society
places on mobility are also changing. The popular-
ity of car-sharing models, for example, is growing
rapidly, primarily in the cities of Western industri-
alised nations, thereby eliminating ever-more in-
dividuals' need for a motor car of their own. Con-
trastingly, first-time registrations of high-powered
off-road vehicles continue to enjoy substantial
growth rates. Moreover, serious problems would
arise for the global environment, were cars with
combustion engines to become as popular in
emerging economies as they have in the industrial-

damage to respiratory tracts: The European Envi-
ronment Agency, an EU institution, estimates that
around 500,000 people die prematurely in Europe
each year due to exposure to fine dust and nitrogen
oxides™. Also, with the statutory limits for fine dust
being regularly exceeded in some European cities,
the pressure to take comprehensive countermeas-
ures is huge: more and more cities are therefore im-
posing driving restrictions in acute smog conditions,
as recently seen in e.g. Paris, Madrid and Oslo®; and
some cities, such as London, Paris, Athens, Madrid

Alternatives to the combustion engine

Although the search for alternative drives is nothing
new, the global decarbonisation discussion and the
industry's emissions scandal have conferred on it a
new degree of urgency. However, even the continu-
ally declining thresholds for the average volumes of
CO, which a producers’ sold fleets may emit, will be
scarcely achievable based on conventional combus-
tion-engine technology. Carmakers are thus facing
decisive strategy decisions.

At least at a political level, electromobility appears to
be the preferred form of drive system of the future.
Several countries, including the USA, the UK, Norway,
Sweden, France, the Netherlands, Japan and Ger-
many have recently introduced state subsidies for
electric cars®. China has also announced its inten-
tion to introduce an electric car quota for all foreign
carmakers as early as 2018 —a step that is likely to
pose an immense challenge to most manufacturers.
The advantage of electrically powered vehicles is
the absence of locally produced, combustion-related
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ised world—a scenario which many carmakers still
see as promising for new sales markets. A further
turning point for the Automobile industry is the
challenge of digitalisation: increasingly, companies
from outside the industry—such as Google, Apple
and Uber—are paving the way with pioneer work
on their own mobility concepts, and influencing
product development where aspects such as data
privacy are also playing an increasing role. And fi-
nally, research into autonomous driving and delib-
erations on potential liability for accidents are rais-
ing ethical questions to which the industry must
find entirely new answers.

and Mexico City, are talking about permanent bans
on diesel vehicles altogether. The combustion en-
gine is also coming under increasing scrutiny at a na-
tional level: some countries, such as Norway, Austria
and the Netherlands, have been openly contemplat-
ing a general ban on the first-time registration of
cars with combustion engines®™. The latest scandals
involving manipulated emissions measurements at
VW and other carmakers have stoked the discussion
further.

emissions, consequently providing the opportunity to
slash inner-city pollution. Moreover, at around 95 per
cent, the efficiency (i.e. the share of input energy
which actually contributes to the vehicle's motion)
is much higher than that of the combustion engine.
Additionally, the vehicles' batteries could also play an
important function in the energy revolution, serving
as energy storage for regenerative energy.

Current obstacles include the still-inadequate charg-
ing-point infrastructure, as well as the lengthy re-
charging times and limited range of the vehicles, the
latter primarily caused by the continuingly high cost
of battery storage and high battery weight. So-called
plugin hybrids combining electrical and internal com-
bustion engines have an electric range of just 50 km.
For pure electric cars, the range currently rises to be-
tween 145 km (smart electric drive) and around 400—
600 km for the Tesla Model S and Opel Ampera. The
Volkswagen E-Golf which has headed the registration
statistics in e.g. Norway over the past years, has a



Table 2: Key issues which oekom research requires of the Automobile industry

Fleet consumption

Average emissions of CO,
Strategy to cut fleet consumption and training to promote energy-efficient driving

Vehicle life-cycle analyses

Holistic calculation of the environmental impact of various models and drive systems “from well-to-wheel”

Detailed life-cycle analyses which not only encompass CO, footprint and fuel consumption, but also other
aspects such as noise emissions, recycling quota and consumed raw materials, which are based on inter-
national standards (e.g. ISO 14040)

Supply-chain sustainability requirements

70 to 80 per cent of value creation in automobile production is to be found at the suppliers. Therefore:
comprehensive supplier standards which contain both labour rights and environmental guidelines
systematic verification and monitoring of compliance with these standards

Alternative drive systems and mobility concepts

Research, development and production in various areas of alternative drive
Distinction between small series/studies and series production (best score)

Guidelines on sustainable mobility concepts which also include means of transport other than cars; mar-
keting of package solutions which include other forms of mobility
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Fig. 21: Performance of selected companies in the industry’s key issues
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range of around 190 km; the Nissan Leaf, one of the
best-selling electric cars worldwide, performs mar-
ginally better, at 200—-250 km®. With massive drops
in the price of battery storage over the past years,
competitive prices for electric cars seem likely in
the future. Also, over the mid-term, the range prob-
lem could be best overcome in dense urban areas
where—despite remaining planning difficulties due to
building restrictions® —the appropriate infrastructure
could be most-readily installed.

A crucial aspect in the e-mobility discussion is that an
electric car's net impact on climate depends greatly
on the local electricity mix: an e-car in e.g. eastern
Europe or China, where a large share of the electric-
ity is generated by coal-fired power stations, can even
have a worse net impact on the climate than a car
with conventional internal combustion. In a country
such as Norway, by contrast, where almost 100 per
cent of electricity is generated from hydropower, the
balance shifts significantly towards the e-car®.

In view of the e-mobility debate, other alternative
drive systems appear to have currently faded into the
background. At the end of January 2017, for example,
the German Federal Government announced its inten-
tion to discontinue existing tax breaks for liquefied
petroleum gas (LPG) cars, a step which will likely stall
further development and proliferation of this tech-
nology, at least in Germany. By contrast, natural gas
as well as hydrogen and fuel cells, remain important
alternatives to conventional combustion engines, say
experts. In doing so, converting combustion technol-
ogy to natural gas is relatively straightforward; fuel-
cell technology, by contrast, remains technically prob-
lematic, especially in terms of the hydrogen storage
and, again, the lack of infrastructure. Accordingly, use
of fuel-cell technology is only likely to become viable
in the distant future.

Ready to race, or stalled: corporate strategies for change

Following the revelations of Volkswagen's manipu-
lated exhaust emissions in September 2015, similar
irregularities have been found in the measurements
of nitrogen oxide emissions for models of almost all
mainstream carmakers®. Elevated values for CO,
emissions were also observed during these inspec-
tions. Although Volkswagen is the only company to
have been exposed explicitly for using illegal software
to specifically manipulate test results to date, the rev-
elations have brought the credibility of the entire in-
dustry into disrepute.

These recent developments come as no surprise to
oekom research. While the industry has long been in
the public eye for its sustainability performance, and
has thus aspired to score well in many parts of the
rating, its overall performance—particularly with re-
spect to the key issues listed in Table 2—presents a
rather mixed picture.

Fig. 21 shows that the large, prominent manufactur-
ers score fairly well in the key issues compared with
the average of all rated companies. Nevertheless, not
a single manufacturer achieves an ‘A’ grade in any
one of these central action areas.

Given that oekom research will be further tighten-
ing its rating criteria for emissions and drive systems
due to changes in the underlying conditions, a broad
decline in the ratings can probably be expected.
Conspicuous are the relatively poor results achieved,
especially in the area of fleet consumption. Tradition-
ally, French manufacturers Renault and Peugeot are

45

best positioned here, notably because their product
portfolios are dominated by small cars with low con-
sumptions. The same is true of Nissan. But here, too,
it generally applies that the on-road consumption of
these manufacturers’ fleets is much higher than the
specified values which are based on unrealistic test
conditions.

Almost all the mainstream manufacturers are con-
ducting research into, and have presented small se-
ries and studies in the area of, “alternative drive sys-
tems”. But a very different picture is painted when it
comes to the series production of such vehicles: the
companies’ product portfolios will need to expand
rapidly if they are to meet the imminently tighten-
ing regulatory guidelines in the future (e.g. the new
standard which limits fleet emissions for all newly li-
censed passenger cars to an average of 95g CO, per
kilometre, to take effect in the EU from 2020). oekom
research’s ratings appraise prototypes and general
research activities in this area per se positively, which
has led to the reasonably good scores in the illustra-
tions. In future, however, these scores will only be
awarded for the series production of models with al-
ternative types of propulsion and appropriate revenue
shares.

Peugeot and Renault are currently frontrunners in the
area of life-cycle analyses (LCAs). Renault, for exam-
ple, uses detailed LCAs in compliance with interna-
tional standards for the majority of its models and
also makes these analyses accessible to the pub-



lic. In this way, both customers and other stakehold-
ers can access the information they need to obtain a
comprehensive picture of a specific model's environ-
mental footprint.

On this basis, a mixed overall picture arises of the
Automobile industry's ability to successfully master

Conclusion and outlook

A swift end to the combustion engine can be ruled
out, despite the industry's current momentum. Even
now, however, the industry must start tackling key
questions about its future to address increasingly
stringent legislation and the long development cy-
cles needed for its products and technologies. The
further development and establishment of alterna-
tive scenarios to the internal combustion engine and
radically new mobility concepts are central aspects
upon which the car’s role and function as a means
of mobility and transport, and the very future of the
industry, depend. Companies failing to make signifi-
cant progress in this area will see their competitive-
ness seriously eroded in several years—a prediction
corroborated by experts who suggest that, in just
15 years' time, one third of all newly registered vehi-
cles in Europe could be pure e-cars®.

To reflect these developments, oekom research will
also be tightening its requirements for fleet consump-
tion and alternative propulsion systems over the com-
ing years. In doing so, it will only grant Prime Status
to manufacturers with a significant share of vehicles
with alternative drives or especially low emissions.
oekom research will also be raising the standards
with respect to digitalisation. Against the background
of digital networking (e.qg. with other road users and
traffic-guidance systems) and autonomous driving,
car manufacturers will have to demonstrate more
than ever before their ability to reliably control the ve-
hicular IT infrastructure and protect it against illegal
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its future challenges: the know-how and fundamen-
tal capability to migrate from internal combustion en-
gine technology to electrically powered cars exist, but
the step from niche market to mainstream has yet to
be taken.

manipulation from outside. Responsible handling of
the generated data will also come under increased
scrutiny in the assessment.

Responsible analyst at oekom research:
Reinhold Windorfer, Senior Analyst
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Political and social consensus for decarbonisation

An ever-increasing share of greenhouse gas emis-
sions is covered by regulatory guidelines and meas-
ures for mitigating climate change—not least due to
the Paris Climate Agreement and its successor con-
ferences. These include emissions trading systems,
carbon taxes, tightened energy- and fuel-efficiency
standards and the wide-spread development of re-
newable energies. In addition, more and more coun-
tries have been trying to reduce or completely elimi-
nate fossil-fuel subsidies for a number of years now,
with such approaches meanwhile also observable in
a range of developing and emerging economies such
as China, India or Indonesia®. While the coal indus-
try in particular was initially affected by divestment,
the focus of attention has meanwhile also turned in-
creasingly to oil and gas companies. In January 2017,
Ireland, for example, endorsed draft legislation to dis-
pose of all coal, oil and gas investments of the EUR
8 billion-strong Ireland Strategic Investment Fund®.

Technological transformation

For some years now, renewable fuels in particular have
been developing into one of the main adversaries of
fossil fuels. Many developing and emerging countries
are also investing—in some cases massively—in pro-
liferating power generation from hydro, solar and wind
power, biomass and geothermal sources, and setting
themselves corresponding goals for their national en-
ergy mixes. The International Energy Agency (IEA) es-
timates, for example, that the power generated world-
wide from renewable fuels will rise cumulatively by
around 825 gigawatts (GW) from 2016 to 2021, and
that by 2021 it will account for around 28 per cent
of global electricity generation. This would be an in-
crease of around 42 per cent on today's available ca-
pacity®®. In 2015 alone, a new record value of 153 GW
was reached, accounting for 61 per cent of the new
electricity generation capacity installed worldwide
that year. A key development in this respect is the
sharp fall in the cost of wind and solar power instal-
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Oil and gas companies are thus under growing pres-
sure to render the stability and viability of their oil and
gas reserves—also known as “portfolio resilience”—
transparent for investors. Shareholders are increas-
ingly insisting the long-term consequences of cli-
mate change and associated regulatory constraints
on business operations be taken better into account.
In 2015, for example, shareholders of Norwegian oil
and gas company Statoil instructed the company to
disclose information on the viability of its portfolio
in view of manifold climate risks. Similar initiatives
have already been taken at other companies, such
as Royal Dutch Shell and BP. In doing so, the central
questions are: how robust are the reserves in view of
the wide range of future scenarios? And how great is
the danger of so-called stranded assets? Barclays, for
example, has estimated that the coal, oil and gas in-
dustries may have to reckon with sales losses of up
to USD 33 trillion over the next 25 years®’.

lations over the past years, making them much more
competitive compared to their conventional counter-
parts such as coal, oil and gas. While the cost of wind
turbines has fallen around 30 per cent since 2009, the
prices of some solar modules have even fallen by as
much as 80 per cent® over the same period.

But renewable fuels are not only making it harder for
the oil and gas industry in power generation; they are
also preparing to play an important role in the future
of transportation. In particular, the Volkswagen scan-
dal involving manipulated exhaust values has given
electromobility a tangible boost and put carmakers on
the spot, as the crude oil used for road transport con-
tinues to account for a large percentage of the extrac-
tion volume worldwide™. In the area of battery stor-
age, significant progress has also been made in terms
of storage capacity and production costs, which will
further fuel competition between electric and internal
combustion vehicles”.



Table 3: Key issues which oekom research requires of the Oil & Gas industry

Climate protection

Comprehensive climate change strategy, including ambitious reduction targets and a detailed discussion
on climate risks, particularly with respect to physical, regulatory and market-specific challenges, as well
as on ‘portfolio resilience’

Appropriate reduction measures through e.g. improving process efficiency; reducing carbon dioxide and
methane emissions from gas flaring and venting; using natural gas instead of diesel for power generation;
and promoting alternative fuels and renewable energies

Extraction mix with a high percentage of conventional natural gas

Environmental risks and impacts of operations

Certified environment management systems

Commitment to abstain from industrial activities in protected areas

Ensuring facility safety (e.g. pipelines, tankers and refineries) and emergency preparedness
Use of cutting-edge technologies to minimise harmful emissions

Systematic avoidance of severe environmental controversies

Work safety and accident prevention

Certified health and safety management systems
Exercising due diligence in selecting and auditing contractors
Systematic avoidance of work-related accidents resulting in serious injuries and/or fatalities

Royal Dutch Shell PLC
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Fig. 22: Performance of selected companies in the industry’s key issues
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Immanent challenges for the industry

Besides the aforementioned challenges, oil- and gas-
industry companies are faced with—in some cases
considerable—price volatility, and the rising complex-
ity of tapping new reserves. With state-owned com-
panies generally owning the largest remaining con-
ventional deposits, the shortage of easily accessible
reserves is increasingly forcing independent com-
panies to deploy technologies which are seriously
harmful to the environment (e.g. fracking, oil sands
mining), or to move operations to sites which are par-
ticularly vulnerable environmentally and/or very de-
manding technologically (e.g. deep-sea drilling, min-
ing in the Arctic). Such projects are associated with
much higher costs and risks, and the generally low
price levels seen over the past few years have al-
ready caused many capital-intensive projects to fail.
Examples of this are the Shell and BP projects in the

Requirements for the Oil & Gas industry

oekom research currently has 146 oil and gas compa-
nies in its Universe. While the industry average is D+
(on a scale from A+ to D— (worst)), only four compa-
nies achieve Prime status, which starts at B—. These
are Total, Neste, Snam and Enagas. In principal, com-
panies have various ways in which to achieve Prime
status. But there are a number of different indus-
try-specific key issues in which companies must ful-
fil certain minimum requirements for any chance of
achieving Prime status.

The key issues defined for the Oil & Gas industry are:
climate protection, environmental risks and impacts
of operations, work safety and accident prevention,
ethical business practices and relations with gov-
ernments, as well as protection of human rights and
community outreach. As the industry's current trans-
formation processes are primarily driven by climate
change, part of the main focus of attention should be
on climate protection and the associated risk areas
(Table 3). In particular, a future focus on unconven-
tional extraction methods and regions will harbour
numerous environmental and work-safety risks. The
same applies also for many of the industrial pro-
cesses along the fossil value chains.

Looking at how the overall Oil & Gas industry scores
in terms of the requirements needed for Prime sta-
tus, it is clear that massive improvements are needed
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Chukchi Sea off the coast of Alaska, and in the Great
Australian Bight.

The fundamental risks for oil- and gas-industry com-
panies are only partially dependent on their business
models. Both integrated companies as well as pure
upstream (extraction), midstream (transport, pipe-
lines, processing) and downstream companies (refin-
eries, distribution, filling stations) will be affected by
upheavals alike. In this highly-integrated industry,
companies further down the value chain will simply
be unable to escape any shock waves from changes
at companies further up. One thing is clear however:
enterprises focusing on crude oil are at greater risk
than those focusing on the less climate-harmful nat-
ural gas—which is frequently considered as a bridge
in the energy transition.

in the key issues, across the board. Fig. 22 contains
some examples of the current performance of some
of the industry's key players, at the same time show-
ing the average values for the entire sector. In doing
so, it is noticeable that, inter alia, European compa-
nies generally score better than their competitors
from North America and Asia.

Especially against the background of the aforemen-
tioned climate risks, one of the industry's central
weaknesses is its extremely slow progress in reduc-
ing emissions from gas flaring and venting. In addi-
tion, leaks in the infrastructure for extracting, pro-
cessing and transporting natural gas release massive
volumes of methane, a much more potent green-
house gas than carbon dioxide, thereby partially erod-
ing the climate benefit of natural gas at the combus-
tion stage compared to other fossil sources.

Another important aspect affects investments in re-
newable energies. These remain at a persistently
low level across the industry, with no significant, up-
ward trend presently in sight. Only four of the fifteen
companies in the benchmark group (Eni, Shell, Statoil
and Total) currently have concrete investment plans.
Moreover, the use of second-generation biofuels pro-
duced from non-food crops falls far short of its poten-
tial.



Corporate strategies for tackling the transformation processes

Overall, three ways of tackling the existing challenges
emerge. These range from essentially ‘business as
usual’, to moderate strategy adjustments, and highly
proactive and ambitious changes to the core busi-
ness.

Proponents of the first category, business as usual,
include companies such as ExxonMobil and Chev-
ron. These generally concentrate, at most, on improv-
ing the efficiency of their extraction processes, but
have no aspirations to transform their core business,
and argue that the observable regulatory and social
changes have no substantial consequences for their
business models.

The second category comprises companies which
have recognised the risks of today's transformation
processes and are responding to them with a strat-
egy of moderate change. This manifests itself in
e.g. improved transparency of their climate report-
ing, or a somewhat tentative development of their cli-
mate-protection endeavours. Their main focus never-

theless generally continues to be on improving the
efficiency of their extraction processes, and less on
a comprehensive diversification of their portfolios.
Advanced companies in this category attempt to im-
prove the ratio of natural gas to crude oil in their fu-
ture extraction mixes, and boost business in the area
of liquefied natural gas (LNG) trading and transport.
Examples in this category are Eni, Royal Dutch Shell
and Statoil. Some companies, such as Eni, are start-
ing to invest more heavily in biorefineries and the pro-
cessing of second-generation biofuels.

The last category includes companies proactively
seeking an ambitious transformation of their core
businesses. Notable examples of these are Total and
Neste. Generally, however, business strategies cen-
tring on fundamental change remain the absolute ex-
ception, and the degree of aspired change can vary
considerably. Particularly noteworthy are the efforts
of Total which greatly surpass those of its peers (see
infobox).

Case study “Total” as example of a proactive business strategy

Development of a 20-year strategy (up to 2035) and orientation towards the IEA's 450 ppm scenario

(based on the 2° Celsius goal)
Goals up to 2035:

— Increase the share of natural gas in the extraction mix from 47 per cent at present to 60 per cent
— 20 per cent portfolio share of low-carbon business activities in the areas of renewable energies,

energy storage and biomass energy
Divestment of coal unit in 2015

Acquisition of leading battery maker “Saft" in 2016

Purchase of photovoltaic manufacturer “SunPower” in 20711

Conclusion and outlook

Just 2.7 per cent of the oil and gas companies rated
by oekom research currently achieve Prime status. In
view of the significant imminent upheavals which the
industry will face, two central questions arise: Which
future expectations will oil and gas companies have
to satisfy from a sustainability perspective to tackle
these upheavals? And to what extent will they be
able to do so? An initial, fundamental condition will
be a sharper focus on conventional natural gas (over
50 per cent of total hydrocarbon production) and
the associated value chain (e.g. with respect to the
LNG market) and, over the longer term, an increas-
ing use of renewable energies. Improved production
efficiency will also be indispensable, especially in
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terms of reducing carbon dioxide and methane emis-
sions such as those arising from gas flaring and vent-
ing. Conservation of water resources is also becom-
ing increasingly important, especially for activities
in environmentally sensitive regions and against the
background of future plans for large extraction pro-
jects in water stressed regions. Last but not least, ail
and gas industry companies will be expected to set
themselves GHG emissions reduction targets that
are in line with climate science (these so-called “sci-
ence-based targets” are explained in greater detail in
Section 3.2) in the future.

To summarise, it can be said that the bulk of the in-
dustry seems to cling to antiquated assumptions

and take the broad view that, due to global popula-
tion growth and a growing middle class in many de-
veloping and emerging economies, demand for oil
and gas will initially continue to rise unabated. Nev-
ertheless, many recent developments point to a sig-
nificant acceleration in the existing technological and
social transformation processes, and a continued
tightening of regulatory constraints. Consequently,
the possibility of crude-oil demand collapsing faster
than previously anticipated is becoming all-the-more
probable. Were such a scenario to unfold, companies
which have failed to switch timely from fossil fuels to
renewable energies could fall by the wayside.

Responsible analyst at oekom research:
Karsten Greye, Lead Analyst

Challenges of a key industry

With the production of animal and crop products re-
quiring a high consumption of resources, barely any
other industry could have as much interplay with the
achievement of global sustainability goals as the
Food & Beverages industry. Worldwide, agriculture is
today practiced on an area of around 5 billion hec-
tares™ or on more than one third of the planet's sur-
face.” Factors such as excessive use of pesticides
and fertilisers, as well as monocultures, are impact-
ing biodiversity and resulting in a continual decline in
arable farmland™. Agriculture is also responsible for
around 70 per cent of global water usage’™ and a third
of all greenhouse gas (GHG) emissions’®—with a ris-
ing tendency. But the social impact of agricultural
value creation is also huge: according to estimates,
almost 2.6 billion people worldwide live either directly
or indirectly from farming, 2.5 billion of them in de-
veloping countries. In doing so, 70 per cent of global
foodstuffs are produced by around 1.5 billion small-
scale farmers” who not only supply local markets but
also large companies, sometimes via multiple inter-
mediaries. According to the World Bank, 800 million
of them were still living beneath the global poverty
linein 20147,

Simultaneously, at the other end of the value chain,
one out of every four calories produced is never con-
sumed due to food waste,” even though in times
of continuing population growth, ever-more peo-
ple need sufficient and—increasingly in the focus—
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Sources:

65 IEA (2015): http://www.iea.org/
publications/freepublications/publication/
WEQ2015SpecialReportonEnergyandClimateChange.pdf

66 The Independent (2017): http://www.independent.
co.uk/news/world/europe/ireland-votes-divest-fossil-fuels-
climate-change-world-first-country-parliament-renewable-
energy-a7549121.html

67 Bloomberg (2016): https://www.bloomberg.com/news/
articles/2016-07-11/fossil-fuel-industry-risks-losing-33-
trillion-to-climate-change

68 IEA (2016): http://www.iea.org/topics/renewables/

69 IRENA (2017): http://www.irena.org/
DocumentDownloads/Publications/IRENA_REthinking_
Energy_2017.pdf

70 IEA (2013): https://www.iea.org/media/
weowebsite/2013/iew2013/IEW2013WEOpresentations.pdf

71 Business Insider (2016): http://www.businessinsider.
com/electric-vehicle-battery-cost-decreases-2016-3?IR=T

healthy nutrition. Significant progress has neverthe-
less been made in combating malnutrition over the
past years. The sharp contrast which has meanwhile
emerged—between the 460 million undernourished
people and approximately 1.9 billion overweight peo-
ple worldwide—indicates a shift in the nutritional pre-
dicament®’.

These figures show that the Food & Beverages in-
dustry plays a key role in transforming global eco-
nomic cycles to the benefit of a more sustainable
world. Particularly through its supply chains, it is one
of the central contributors to global megatrends such
as climate change, resource scarcity, and loss of bi-
odiversity which, in turn, influence the future viabil-
ity of the industry’s business models. More and more,
these developments are inducing other stakeholders
to increase the social pressure on the industry too. An
upsurge in statutory efforts to regulate the industry
(such as controls on the use of antibiotics in livestock
farming, or so-called sugar taxes in countries such as
France), or changing, more sustainability-aligned con-
sumer demands (keyword: “organic”) are key drivers
of these trends, both of which are primarily to be ob-
served in industrialised countries so far. Sustainabili-
ty-orientated investors are also emerging as catalysts
in this development: the decision of Norway's state
pension fund to withdraw its investments from four
Asian palm oil companies®, for example, sent a clear
signal to the sector.



To remain thriving and successful companies, food
and beverage manufacturers must confront the new
realities. Given the wide range of challenges, a “busi-
ness as usual” strategy will not function in the long-
term: on the supply side, without a sufficient amount
of fertile soils, water, and supplies of raw materials,
nothing can be produced; and on the demand side,
changes in society can rapidly endanger the viabil-

ity of entire production lines. Companies must there-
fore reduce the negative consequences of their busi-
nesses for humans and the environment as much as
possible, while simultaneously grasping emerging
opportunities for sustainable product innovations.
These basic demands on sustainably-managed food
companies are also reflected in the oekom Corporate
Rating's Prime requirements for the industry.

Requirements for the Food and Beverages industry

oekom research currently assesses 179 food and bev-
erage manufacturers in its universe. While the aver-
age rating for the industry is D+ (on a scale from A+
to D— (worst)), 14 companies achieve Prime status,
which starts at C+ (as at January 2017). Due to the
wide range of topics assessed in the oekom Corpo-
rate Rating, there are various ways in which a com-
pany can achieve Prime status. As in other indus-
tries too, companies must score particularly well in a
number of defined key issues for a chance of achiev-
ing Prime status (cf. Table 4).

Besides collecting data for the rated companies,
another central task in the rating process involves
extensive screening of numerous external informa-
tion sources regarding controversial business prac-
tices at the companies and their suppliers. Exist-
ing controversies in the stated areas—such as child
labour in the supply chain, or the sale of contami-
nated products—would have a negative impact on a
company's rating, thereby hindering or preventing its
achievement of Prime status.

Table 4: Key issues which oekom research requires of the Food & Beverages industry

Labour rights along the entire value-creation chain

Implementation of extensive and, ideally, certified management systems for compliance with central
standards regarding work safety and freedom of association, both for the company’s own operations and

in its supply chain

Evidence of system robustness through the reporting of pertinent KPIs, e.g. declining accident rates

Consumer health and safety

Production of nutritious and healthy products

Extensive, certified food-safety management systems

Impact on soil and biodiversity

Active management and reduction of negative effects on soil and biodiversity along the entire value

chain

Water protection and efficient water usage

Implementation of robust systems and measures for actively managing water consumption (with respect
to water quantity and quality), both for the company’s own operations and in its supply chain

Evidence of system efficacy through the reporting of pertinent KPIs, e.g. lower water use

Reduction of direct and indirect effects on the climate

Definition of concrete goals for reducing greenhouse gases

Implementation of complementary measures and transparent reporting of climate impact, both for the

company's own operations and in its supply chain

Evidence of system efficacy through the reporting of pertinent KPIs, e.g. declining emission levels
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Corporate strategies for tackling the transformation processes

The 179 foodstuffs companies in the oekom Universe
tackle the many sustainability requirements to ex-
tremly varying degrees. As described above, the in-
dustry’s main ramifications radiate from the supply
chain. But for the majority of the companies, their
penetration in particular is still very much at the be-
ginning. While efforts to achieve greater transparency
are discernible, the number of farmers in the supply
chains generally varies from between several thou-
sand to over one million, depending on the compa-
ny's size, making the task a very challenging one for
the companies.

Especially soil- and biodiversity-related problems
have tended to be neglected in the public debate
thus far. This is also reflected in the way companies
are tackling these issues, with just 19 per cent able
to evince at least adequate management of soil- and
species-conservation issues along their entire agri-
cultural supply chains (cf. Fig. 23). Also with respect
to managing GHG-emission and water aspects, the
focus of most of the companies remains decisively
on their own factories only, even though by far the
largest part of their footprints arises in the agricul-
tural supply chain. But a number of positive examples
are also evident, such as Kellogg, whose GHG-reduc-
tion goals also cover the supply chain, aiming to re-
duce emissions there by 50 per cent by 2050.
Recurrently, labour rights controversies often erupt
in the complex, upstream value chains often located
in emerging and developing countries. Even compa-
nies with intrinsically good management approaches
in this area, such as Nestlé, can be affected here.
Around eight per cent of the foodstuffs companies in
the oekom Universe are presently embroiled in labour

B No discernible M Rudimentary

management approaches exist
Adequate Good
management management

Fig. 23: Soil and biodiversity management in agricul-
tural production along the value chain
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rights controversies in the supply chain, resulting in a
downgrading in the rating.

At the other end of the value chain, the intensive use
of natural resources in the manufacturing process
should ideally result in a product portfolio which it-
self contributes to sustainable development, rather
than, indeed, even intensifying problems such as mal-
nutrition and overeating. An analysis of the product
portfolios of the companies in the oekom Universe
shows, however, that the vast majority predominantly
offers products which, from a nutritional perspective,
can only be deemed problematic — such as alcoholic
beverages, soft drinks, sweets or highly processed
foods containing large amounts of sugar, fat or salt
(cf. Fig. 24).

4%

Several healthy
products/predominantly
uncritical products

Predominantly
healthy products

Hl Predominantly
problematic products

B some problematic
products

Fig. 24: Analysis of the product portfolios from
a nutritional perspective

B No discernible M Rudimentary

management approaches exist
Adequate Good
management management

Fig. 25: Management of nutritional aspects



With respect to transformation strategies, the major-
ity of the companies have at least a rudimentary un-
derstanding of the health and nutritional aspects of
their portfolios. However, only just under 20 per cent

Conclusion and outlook

Based on the current rating results, it can be re-
marked—intentionally overstated—that, for the man-
ufacturing of products, which in the majority of cases
are problematic from a nutritional perspective, the
foodstuffs industry currently also tolerates massive
negative environmental and social impacts in its sup-
ply chains. This business model is not sustainable
and cannot prevail over the long term given the shifts
in the global underlying conditions. If these compa-
nies fail to transform their business practices in the
near future, they could end up facing shortages in
central input resources and losing key sales markets
for their products.

Many companies already sense the rising pressure to
change and have at least taken the first, rudimentary
steps. These are, nevertheless, still frequently limited
to rather indistinct declarations of intent, or searches
for short-term solutions whose actual net impact on
sustainability is often unclear. Examples of this are
artificial food enrichment with vitamins, or the culti-
vation of genetically modified (GM) plants. Still not
evident, however, is a fundamental, pervasive par-
adigm change towards a truly sustainable redesign
of the industry’s business models. It remains to be
seen how the industry will ultimately respond to the
ever-increasing global pressure to change.

In this context, the conditions for achieving oekom
Prime status will also be tightened for the foodstuffs
industry over the coming years, with the ratings plac-
ing even more emphasis on corporate responsibility
for the entire value-creation process: companies will
in future have to be able to retrace their raw materi-
als back to the last link of their supply chains, ena-
bling more decisive responses, also where contro-
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have actually taken more comprehensive measures
to improve their product portfolios — such as by refor-
mulating recipes to reduce the sugar or salt content
of their products (cf. Fig. 25).

versies are involved. Long-term supply relationships
with fair pricing models are important elements here;
and active supply-chain monitoring and management
should be demonstrable, ideally through the defini-
tion of measurable goals and the provision of perti-
nent quantitative data (e.g. on GHG emissions and
water consumption), as well as with progress reports.
Only companies which take these issues seriously
and tackle them with long-term strategies can fulfil
their role as active crafters of the transformation pro-
cesses, and continue to fulfil oekom research’s tight-
ening sustainability demands.

Responsible at oekom research:
Silke Jolowicz, Senior Analyst
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The findings gathered in this year's CR Review un-
derline two things: firstly, the acceleration with which
sustainability issues are gaining importance—where
“importance” not only means the urgency of identi-
fying solutions to problems such as climate change,
but also with respect to the rising priority which e.g.
legislators, businesses and investors are assigning
the topic. Secondly, there are significant disparities
in the ways in which companies and their business
models are prepared for the changes which the de-
scribed momentum will bring—a recognition which
many investors are meanwhile factoring into their
classical solvency considerations.

Increasing importance at many institutions and in
many social groups is notable in that, at present,
the issue of sustainability is struggling to compete
with other topics—such as domestic security, tack-
ling refugee flows, and job creation—which are cur-
rently dominating the political agenda in many coun-
tries. Also the rise in populist tendencies in Western
democracies is less conducive to the political advo-
cacy of sustainability issues.

In this situation, it seems ironic that—also because
of its own massive environmental problems—a coun-
try such as China appears to have recognised the
signs of the time and has prescribed the nation in
its 13th Five Year Plan from 2016 to 2020 a further
acceleration of its environmental endeavours, e.g.
through massive investments in renewable ener-
gies and quotas for electric vehicle. With the finan-
cial markets also increasingly demanding ESG stand-
ards and wishing to invest in sustainable business
models, even many global companies are advocat-
ing clear and strict climate goals and a low-carbon
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future. Furthermore, as shown in this year's CR Re-
view, the number of companies without sustainability
strategies continues to fall—even at an accelerating
rate. These developments give reason for hope: that
sustainability has meanwhile become so entrenched
that even political setbacks in some countries will
not seriously derail the necessary change processes.
The Living Planet Report 2016 published by WWF at
the end of last year again emphasised how still more
impetus is needed to further solutions to the world's
sustainability challenges: biodiversity continues to
decline worldwide—a 58 percent drop in animal popu-
lations has been observed over the past 40 years; and
239 million hectares of natural forest have been de-
stroyed over the past 25. Moreover, many scientists
doubt whether the enduring indecisiveness of politics
and industry will suffice to limit global warming to the
2° or even 1.5° Celsius target.

Whatever the sustainability plan, one factor is also
decisive for its success: the faster environmental
hazards are systematically reduced, the better the
starting point for the next steps. This will only work in
alliance with market mechanisms, not in opposition
to them. That renewable energy can already often be
produced at lower cost than conventional energy is
a very important step on this path. Equally realising
this as soon as possible for the recycling of raw ma-
terials, for energy-efficient buildings and electrical ap-
pliances, for low-emission transportation designs,
and for the protection of our soil and drinking-water
resources should be our common goal. Next year's
CR Review will explore whether we have come closer
to reaching this goal.



oekom research is one of the world's leading rating
agencies for sustainable investments. The agency
analyses businesses and countries with respect to
their environmental and social performance. As an
experienced partner of institutional investors and
financial service providers, oekom research identi-
fles those equity and bond issuers whose businesses
exercise a high level of responsibility towards society
and the environment. Over 160 asset managers and
asset owners in 13 countries regularly incorporate the
rating agency's research into their investment deci-
sions. As such, oekom research’s analyses currently
influence around EUR 1.5 trillion assets under man-
agement.

Our interdisciplinary team currently consists of over
100 people, 70 of whom are analysts and almost all
of whom work at our head office in Munich. oekom
research also has offices in Paris, London and New
York, as well as further representations such as in the
Netherlands.

The credibility of our analysts is decisive for oekom
research’'s success. We regard two aspects in par-
ticular as being decisive for ensuring this: independ-
ence and competence. In particular, the business

case and shareholder structure ensure independence
at the agency level; at the analyst level, it is ensured
by a strict code of conduct. The competence behind
our ratings is based on the high scientific standards
of our rating methodology and extensive qualification
of our analysts through comprehensive and ongoing
training.

As regards the quality of our rating processes, the
market has for many years clearly recognised us as
a leader ahead of our competitors. oekom research
is the world's only sustainability rating agency with
several years certification of compliance with the
ARISTA standard, and in 2016 was also awarded the
Deep Delivery Data Standard's Gold Standard.

DeepData
DeIiuewStandard

Gold Standard www.deepdata.ai

oekom research AG uses a scientifically based rating concept to analyse and evaluate the environmental and social performance
of companies and countries. In doing so, we adhere to the highest quality standards which are customary in responsibility research
worldwide.

We would, however, point out that we do not warrant that the information presented in this research report is complete, accurate
or up to date. Any liability on the part of oekom research AG is thereof excluded. In particular, in the process of rating the specified
portfolios, errors could arise in matching individual securities with the associated issuer research. All liability arising from the use
of this research report, the information contained therein and its usage is excluded.

All statements of opinion and value judgements given by us do not in any way constitute purchase or investment recommendations.

We would also point out that this research report, in particular the images, texts and graphics contained therein, and the layout and
company logo of oekom research AG are protected under copyright and trademark law. Any use thereof shall require the express
prior written consent of oekom research AG. Use shall be deemed to refer in particular to the copying or duplication of the research
report wholly or in part, the distribution of the research report, either free of charge or against payment, or the exploitation of this
research report in any other conceivable manner.
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