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Smart sustainability
integration in Quant
Fquity Strategies

AAIl Robeco Quant Equity strategies integrate ESG factors
AThe risk-return profile remains unchanged, while ESG risks are avoided

ASmart ESG scores are unbiased and build on RobecoSAM’s externally

recognized Corporate Sustainability Assessment

All Robeco Quantitative Equity strategies integrate ESG factors. To measure /Th e S m a I’J[
sustainability, we use the scores based on RobecoSAM’s Corporate Sustainability

Assessment. Recently, RobecoSAM has enhanced these scores with the introduction E S G S C Q I’e
of the Smart ESG score. This score is more suitable for investment purposes, as it . .

removes undesired biases and gives more weight to elements with more predictive e ‘ | m | n a J[ e S

power for future returns.

KNOWN

Robeco is committed to Sustainability Investing (SI), and views sustainability as a long-term driver

of change in markets, countries and companies, which impacts future performance. Integrating b | a Seg S U Ch
sustainability into investment decisions is based on three key elements — access to leading
proprietary research from Sustainable Investing specialist RobecoSAM, integrating ESG criteria as a S m a rket

part of the investment process and actively engaging with companies to help improve their ESG

performance and enrich our ongoing research. Qur leadership in Sl is confirmed by the United Ca p | n d U SJ[ l/y
/

Nations-supported Principles for Responsible Investment (PRI). Both Robeco and RobecoSAM

' /
obtained the highest possible scores in all categories of the PRI assessment for three years in a a n d I/e g | O n
row.




As a thought leader in sustainability investing and quantitative investing, we are continuously
exploring in which manner sustainability can be incorporated into our capabilities. All Robeco

Quantitative Equity strategies integrate ESG factors (Environment, Social and Governance).

Akey feature of our Sl approach is that companies with a favorable ESG scare have a higher chance
of ending up in the portfolios as we ensure that the portfolio’s weighted ESG score is at least as
strong as that of the benchmark or reference index. This implies that we also positively screen
stocks, contrary to an exclusion policy which only allows for negative screening. This integration of
sustainability factors in our investment processes helps us to remove undesired risk exposures
which do not add to return. Undesired ESG risks come in many ways and are addressed in the
RobecoSAM scoring methodology. Examples of these risks include liability risks because of

pollution or reputation risks as a result of human rights violations.

To measure sustainability, we build on the vast experience of RobecoSAM. The Corporate
Sustainability Assessment (CSA) is RobecoSAM's main tool for identifying companies that are
better equipped to respond to opportunities and risks resulting from global sustainability trends.
The CSA consists of an annual analysis of the sustainability performance of more than 3,800
companies, covering most major indices. Following on from the first CSA conducted in 1999,

RobecoSAM has built one of the largest proprietary databases for corporate sustainability.

RobecoSAM has further developed its sustainability scoring with the introduction of the Smart ESG
Score?, This score is designed to be better suitable for investment purposes, as biases in the ESG
data that typically affect the financial performance of ESG data are removed and the financial
materiality of the ESG scoring process is enhanced by giving more weight to ESG indicators with
more predictive power for future returns. Since July 2016 we have incorporated the Smart ESG

scores into the quantitative strategies.

An example of undesired exposures is a potential regional hias. ESG disclosures are more
developed in Europe than in the USA or Asia. An ESG scoring methodology that relies heavily on
available data would score European companies higher than average. Not correcting for these
differences would result in a large permanent tilt towards Europe in a global equity portfolio
without any evidence that this tilt to Europe will lead to either higher returns or a less risky

portfolio.

We believe it is important to take into account sustainability in our investment decisions, and

notice that sustainability integration is getting more and more interest from our clients. Not only

' See for example the Robeco article “Sustainability integration in Quantitative Equity strategies”, February
2015, http://www.robeco.com/images/sustainability-integration-in-quant-equity-products-february-2015. pdf
2 Anintroduction to the Smart ESG methodology is provided in the RobecoSAM article “Smart ESG
Integration: Factoring in Sustainability”, September 2015,
http://www.robecosam.com/images/Smart_ESG_integration_factoring_in_sustainability.pdf
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because of the impact sustainability criteria can have on risk and return, but also because
integrating ESG factors in the investment process can be used to reflect one’s values and beliefs.
Our approach provides a solution for investors who see a large exposure to poor ESG companies
as an undesirable risk. Incorporating the RobecoSAM Smart ESG scores in our investment
processes helps us in our quest to remove undesired risk exposures, while delivering attractive

investment returns.

ESG integration in the quantitative investment strategies

All Robeco Quantitative Equity strategies integrate ESG factors to ensure a better sustainability
profile, by requiring that the portfolio sustainability score is at least as high as that of the index.
Extensive research shows unchanged financial risk/return characteristics, while unrewarded ESG
risks are avoided. Sustainability is integrated in this way in our Developed and Emerging Core,
Conservative Equity and Factor Investing strategies. In our Developed Core strategies we have
already been integrating ESG factors since 20103, when we found that the addition of the
RobecoSAM sustainability scores to the stock selection model improved its risk/return profile.
Given the growing importance of sustainability criteria in the investment industry, we expect them

to continue to make a positive contribution to our portfolios.

Our RobecoSAM Quant Sustainable Global Equities strategy is specifically designed to offer
sustainahility-focused investors an attractive core equity portfolio, giving them access to global
equity market returns with a superior sustainability profile. Sustainability is the starting point of
the strategy and it is fully integrated in the investment process; the model-driven stock selection
strategy is primarily based on sustainability information from RobecoSAM. In addition valuation
and momentum factors are taken into account, in order to further enhance performance. The
strategy also takes a broader perspective on sustainability by not investing in companies involved
in the manufacturing of weapons, production of tobacco or involvement in child labor. Integrating
sustainability in the strategy has helped the strategy to achieve an enhanced sustainability profile.
This is illustrated in figure 1, which compares the strategy’s sustainability profile with that of the
benchmark. The profile is based on 12 distinctive ESG criteria for each company in the portfolio.
The enhanced sustainability profile of the strategy is evident: the portfolio scores better than the

benchmark on all 12 ESG criteria.

3 For more information we refer to the Robeco article “Enhanced Indexing equity strategy benefits from
RobecoSAM scores”, June 2074, http://www.robeco.com/images/201405-scores-add-value-to-enhanced-
indexing-strategy.pdf
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Figure 1 | Sustainability profile RobecoSAM Quant Sustainable Global Equities

Human Capital Development
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The number in brackets indica bsolute difference in score value of the portfolio compared to the benchmark

Source: Robeco, RobecoSAM. Values in the chart represent the weighted average of the criteria scores of the

index components versus the weighted average of the criteria scores for companies in the benchmark.

Sustainability measured by RobecoSAM scores

RobecoSAM believes that financial analysis is not complete if it ignores material extra-financial
factors. The CSA questionnaire features about 100 questions on economic, environmental and
social issues with a focus on industry-specific criteria that have a material impact on companies’
ability to generate long-term value. The CSA is reqularly updated and adapted to capture new
sustainability trends that are at the forefront of each industry sector and that are likely to have an

impact on companies’ competitive landscape.

Every year since 1999, RobecoSAM obtains financially material information from a range of public
sources and directly from companies by inviting them to the annual CSA survey. The CSA serves as
the basis for the construction of the Dow Jones Sustainability Indices (DJSI) and is used in
RobecoSAM's and Robeco's investment strategies and ESG integration practices, across its product

range.

RobecoSAM follows a best-in-class approach. Companies are scored on environmental, social and
corporate governance factors and are ranked against other companies in their industry?. The
growing attention for sustainability is reflected by year-on-year increases in the company
participation rate. We have seen a compound annual growth rate of active participation since
1999 of over 7%.

4 More information on RobecoSAM's Corporate Sustainability Assessment can be found via
http://www.robecosam.com/en/sustainability-insights/about-sustainability/robecosam-corporate-
sustainability-assessment.jsp
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The latest RobecoSAM assessment has full coverage of the MSCI World and MSCI Emerging
Markets indexes. This allows for a consistent integration of sustainability in all quantitative

products.

Smart ESG: sustainability scores tailored to investment strategies

Traditional ESG scores are broad, often aggregating hundreds of individual indicators into a single
score. Exposures resulting from individual questions can lead to biases at the total score level,
which are not always desired. Take for example large cap companies; in all major sustainability
datasets they tend to score above average. Why? Maybe simply because large companies are more
likely to bear the costs of sustainability reporting departments. The Smart ESG scores build upon
RobecoSAM's existing sustainability data by eliminating known biases such as market cap, industry
and regional hiases. By removing these biases, RobecoSAM is also able to better pinpoint which
ESG indicators are the most financially relevant for different industries, sharpening the focus on
financial materiality. This results in an unbiased and financially material ESG score — or Smart ESG

score — which is more suitable for investment purposes.

Smart ESG integration is an advanced ESG integration method developed by RobecoSAM's
Quantitative Research team. This score is designed to be better suitable for investment purposes,
as 1) undesired exposures are removed and 2) questions with more predictive power for future

returns are given more weight.

Smart ESG score = z Adjusted scores X | Optimized weights

questions

t t
Reduce biases Materiality

We can explain the Smart ESG scores in two steps. First, to remove undesired exposures,
companies are compared only to those with similar characteristics (e.g. same region and same
sector). Biases induced by the heterogeneous and diverse nature of sustainability data are

effectively removed.

In a second step, question weights are improved using a predictive model of expected investment
success. Evidence from RobecoSAM's sustainability database is incorporated into the scores. Going
forward, the weighting of all indicators that make up the sustainability score are thus based on
both quantitative and qualitative information, by combining the expertise of sustainability analysts
with quantitative empirical results. Examples of topics with more predictive power are corporate

governance within the banking sector, and operational eco-efficiency in the Airlines sector.
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Table 1. Comparing Total Sustainability Scores and Smart ESG scores

Dimension

Universe

Missing data

Analysis

Evaluation

Total Sustainability Scores Smart ESG scores

3,400 companies are invited to participate in RobecoSAM's Corporate Sustainability
Assessment (CSA) Methodology, including the world’s largest 2,500 publicly traded
companies

Non-participating companies’ questionnaires are completed based exclusively on
publicly available information

60 RobecoSAM industries derived from the GICS® industry classification system are

analyzed using industry-specific questionnaires












